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Abstract 

Credit risk management in the banking sector is important not only because of the Global Financial Crisis (GFC) experienced 

in recent years but also due to its greater impact on bank’s financial performance, growth and survival. Credit loans is one of 

the key sources of income of commercial banks, therefore managing the risk related to credit greatly impacts the bank’s 

profitability.  

This study investigates the impact of credit risk management on the profitability of Nepalese commercial banks. Data from 5 

commercial banks for the period 2011 to 2021 have been collected and analyzed using correlation and multiple regression 

analysis. In the model specification, return on asset (ROA) and Earnings per share (EPS) were used as bank profitability 

indicators while non-performing loan ratio (NPL), capital adequacy ratio (CAR) and credit to deposit ratio (CDR) were used as 

indicators of credit risk management.  

The study reveal that there is significant relationship between NPL and CAR with profitability of commercial banks. Similarly, 

there does not exist a significant relationship between CDR and profitability of commercial banks. Since it was found by 

combining all samples data in one that overall impact of NPLR and CAR has negative effect on ROA and EPS. So all the 

banks should be considered toward reducing the NPL ratio and maintaining CAR.  

 

Keywords: non- performing loan, capital adequacy ratio, credit to deposit ratio, return on assets, earning per share 

Introduction 
Banks are very important in every economy because they 
provide special functions or services in the country (Altman, 
Bharath, & Saunders, 2002). Banks today are the largest 
financial institutions around the world, with branches and 
subsidiaries throughout everyone’s life. The banking sector 
is the most essential and crucial sector of any economy. The 
success of the banking business depends on the efficient and 
effective management of loans. In today’s fast-moving 
business environment, banks are exposed to a large number 
of risks such as credit risk, liquidity risk, market risk, 
operational risk, interest rate exchange risk, etc. Due to such 
exposure to various risks, efficient risk management is 
required. The primary function of a commercial bank is 
credit management, but it is not an easy job. There are a lot 
of risks associated with credit, which is called “Credit risk”. 
Credit risk is defined as the possibility that a contractual 
party will fail to meet its obligation in accordance with the 
agreed terms (Brown & Moles, 2012). The main aim of 
managing credit risk is to maximize the bank’s return 
adjusted for the risk while keeping an acceptable level of 
exposure (Ndoka & Islami, 2012) [39]. Hence, a sound credit 
risk management framework is important for the efficient 
management of credit risks in enhancing profitability and its 
survival.  
The overall purpose of this research is to investigate how 
credit risk management impacts on the profitability of 
sample banks. 

The general objectives of this study is to assess the role of 

risk management on financial performance of commercial 

bank in Nepal. Specifically; 
 

▪ To measure the relationship between Credit-deposit 

ratio (CDR), Non-performing loan (NPL), Capital 

adequacy ratio (CAR), Return on Assets (ROA) and 

Earning per share (EPS)? 

▪ To examine the impact of Credit-deposit ratio (CDR), 

Non-performing loan (NPL), Capital adequacy ratio 

(CAR) on Return on Assets (ROA) and Earning per 

share (EPS) 

 

Rationale of the study 

The rationale of the study can be expressed by the following 

points 

▪ It is expected that this study report gives good insight to 

students about credit risk management.  

▪ This study will be beneficial to the investors by 

providing reliable information to them.  

▪ This study will help other researcher through revealing 

issues for further research 

 

Hypothesis of the Study  

This study is oriented toward testing the hypothesis as 

mentioned below 

H1: Credit-deposit ratio (CDR) has a significant and 

positive effect on ROA of commercial banks.  
 

H2: Credit-deposit ratio (CDR) has a significant and 

positive effect on EPS of commercial banks 

 

H3: Non-performing loan (NPL) has a significant and 

negative effect on ROA of commercial banks.  

 

H4: Non-performing loan (NPL) has a significant and 

negative effect on EPS of commercial banks.  

 

H5: Capital adequacy ratio (CAR) has significant and 

positive effect on the ROA of commercial banks.  

 

H6: Capital adequacy ratio (CAR) has significant and 

positive effect on the EPS of commercial banks.  
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Limitations of the study 

The proposed study has certain limitation on its part, which 

are as follows: 

▪ Among 26 commercial banks this study is based on 

only five commercial banks named Nepal SBI Bank 

Ltd, Mega Bank Nepal Ltd, Prime Commercial Bank 

Ltd, Sunrise Bank Ltd and Everest Bank ltd.  

▪ This study is based on secondary data taken from 

annual financial report of the sample banks.  

▪ Only limited financial and statistical tools are used for 

analysis.  

▪ This study will cover time period of F/Y 2011/2012- 

2020/2021.  

 

Review of literature 

Theoretical framework  

The research framework of the study is in Figure 1 

 

 
Source: (Bhattarai, 2016) [9], (Zou & Li, 2014), (Pradhan & Shrestha, 2016) [40], (Poudel, 2012) [42] 

 

Fig 1 

 

Empirical review 

Abdelrahim (2013) [1] in an attempt to investigate the 

determinants, challenges and drivers of developing the 

effectiveness of credit risk management of Saudi Banks’. 

The variables are capital adequacy, assets quality, 

management soundness and earning were found to have an 

insignificant impact on the effectiveness of credit risk 

management of Saudi Arabian banks.  

Afriyie and Akotey (2012) [4] examined the impact of credit 

risk management on the profitability of rural and 

community banks in Ghana using panel regression model 

for the period 2006 to 2010. The findings of the study show 

the existence of a significant positive relationship between 

non-performing loans and bank profitability.  

Kaaya & Pastory (2013) [12] analyzed the relationship 

between credit risk and bank performance of commercial 

banks in Tanzania using regression analysis. The findings of 

this study show that credit risk indicators used in this study 

have a negative correlation with bank performance.  

Sharma Poudel (2012) [42] try to explore various parameters 

pertinent to credit risk management as it effects banks’ 

financial performance. Such parameters covered in the study 

were; default rate, cost per loan assets and capital adequacy 

ratio. The study revealed that all these parameters have an 

inverse impact on banks’ financial performance; however, 

the default rate is the most predictor of bank financial 

performance.  

Hamza (2017) [10] conducted a study on the impact of credit 

risk management on performance of commercial banks in 

Pakistan. In this model the LLPR, NPLR and LR variables 

have negative and CAR, LAR and SIZE variables have 

positive impact on the dependent variable.  

Singh (2015) examined the effect of credit risk management 

on private and public sector banks in India. For this purpose, 

researcher has taken ROA is performance indicator. The 

CAR and NPAs is credit risk management indicator. 

Researcher has applied two-way regression model.  

Adiola and Olausi (2014) [3] examined credit risk 

management in banks has become more important not only 

because of the financial crisis that the industry is 

experiencing currently, but also a crucial concept which 

determine banks’ survival, growth and profitability. The 

findings revealed that credit risk management has a 

significant impact on the profitability of commercial banks’ 

in Nigeria.  

Kithinji (2010)Studied the relationship between Credit Risk 

Management and the performance of financial institutions in 

South Sudan using measures of institutional performance 

and Credit Risk Management. The results of the study 

indicated that not only profitability but other variables also 

found to be dependent on level of loans and non performing 

credit.  

Adeusi, Oluwafemi, Akeke, Isroel, Adebisi, and Simeon 

(2014) [2] investigated risk management issues in the 

banking sector do not only have greater impact on bank 

performance but also on national economic growth and 

general business development. The bank’s motivation for 

risk management comes from those risks which can lead to 

underperformance. This study focuses on the association of 

risk management practices and bank financial performance 

in Nigeria. The study concludes a significant relationship 

between banks performance and risk management.  

Alshatti (2017) [7] evaluated the influence of credit risk 

management on profitability of thirteen Jordanian 

commercial banks. Credit risk management was estimated 

by capital adequacy ratio (CAR), credit interest/credit 

facilities ratio, facilities loss/net facilities ratio, facilities 

loss/gross facilities ratio, leverage ratio, non-performing 

loans/gross loans ratio while profitability was estimated by 

ROA and ROE. The empirical findings suggested a positive 

impact of non-performing loans/gross loans ratio on 

profitability. Further, the results showed that capital 

adequacy ratio, credit interest/credit facilities and the 

leverage ratio had no effect on the profitability (ROE) of the 
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Jordanian commercial banks. Leverage ratio was found to 

be negatively related to bank’s profitability.  

Bhattarai (2016) [9] examined the effect of credit risk on the 

performance of Nepalese commercial banks The findings of 

the study showed that the commercial banks under 

consideration has been practicing poor credit risk 

management. This was further evidenced by the negative 

effect of non-performing loan ratio on bank performance 

and the positive effect of cost per loan assets on bank 

performance. In contrast to other studies, the author found 

that capital adequacy ratio and cash reserve have no 

influence on bank performance. Since there is a significant 

relationship between credit risk and bank performance.  

Ndoka and Islami (2012) [39] examined Albanian Financial 

institutions face difficulties for a multitude of reasons but 

the major cause of Albanian banking problems is related to 

the credit risk. The overall findings of this study show that 

there exists a correlation between credit risk management of 

commercial banks in Albania and their profitability, 

meaning that an efficient credit risk management leads to 

higher profitability. Based on these findings, the authors 

recommend that commercial banks of Albania focus on 

managing credit risk especially on the control and monitor 

of non-performing loans.  

Pradhan and Shrestha (2016) [40] examined the effect of 

liquidity on the performance of Nepalese commercial banks. 

Investment ratio, liquidity ratio, capital ratio  and quick ratio 

are the independent variables used in this study. The 

dependent variables are return on equity (ROE) and return 

on assets (ROA). The regression models are estimated to 

test the significance and effect of bank liquidity on 

performance of Nepalese commercial banks. Correlation 

between capital ratio and return on equity found to be 

positive indicating higher the capital ratio higher would be 

the return on equity. However, the correlation between 

return on equity and liquidity ratio is found to be negative 

indicating higher the liquidity in the bank lower would be 

the return on equity. Further, the correlation is found to be 

negative for quick ratio with return on equity.  

Siddique, Khan and Khan (2021) [43] analyzed the effect of 

credit risk management and bank-specific factors on South 

Asian commercial banks' financial performance (FP). The 

results indicated that NPLs, CER and LR have significantly 

negatively related to FP (ROA and ROE), while CAR and 

ALR have significantly positively related to the FP of the 

Asian commercial banks.  

Kurawa and Garba (2014) [15] devoted effort to assess the 

effect of credit risk management on the profitability of 

Nigerian banks. The findings of this study show that default 

rate, cost per loan assets and capital adequacy ratio have a 

significant positive relationship with ROA.  

Almekhlafi, Almekhlafi, Kargbo, and Hu (2016) [6] analyzed 

the factors determining the credit risk and its impact on 

profitability of banks in Yemen. The aim of the study was to 

see whether credit risk influences the bank performance or 

not and its impact is same across banks (cross-section 

invariant) and also to check whether the causality 

relationship exist between credit risk management and 

bank’s performance. The findings of the research also 

documented that relationship between credit risk 

management and banks profitability was cross section 

invariant in Yemen. Finally, the results showed that there 

existed a causal relationship among credit risk and 

profitability in banks.  

Research gap 

The aforesaid review represents only a preliminary survey 

of the relevant issue. On the basis of review, it can be 

concluded that there are some unsolved research issues on 

the proposed subject. The purpose of this study is to see 

what new contribution can be made and receive some ideas, 

knowledge, and suggestions in relation to the impact of 

credit risk exposure and management practices on the 

performance of commercial banks. However, the previous 

studies cannot be ignored because they provide the 

foundation for the present study. This study is continuity in 

research and is ensured by linking the present study with the 

past research studies. It is clear that there is a scant of study 

based on recent data. As many researchers emphasized the 

effects of credit risk in own country context or with other 

variables. Hence, there exits research gap. The research gap 

will be minimized by emphasizing the effect of credit risk 

exposure on the profitability of commercial banks in Nepal 

with profitability variables, ROA and EPS.  

 

Research methodology 

Research design 

Research design is the overall path or method by which the 

research study is guided. To attain the specified purpose of 

this study, descriptive research design and causal 

comparative research design will be considered as 

appropriate one. Because this study is intended to describe 

the phenomenon related to credit risk management and its 

effect on profitability of commercial banks operating in 

Nepal.  

 

Population and sample 

As per recent publication of Nepal Rastra Bank, there are 26 

commercial banks operating in Nepal. Hence the population 

of the study is considered as 26 in number. Thus our target 

is all commercial banks, Nevertheless, in the research, we 

focus on 5 commercial banks as sample. From the aforesaid 

population, only 5 banks Nepal SBI Bank Ltd. Mega Bank 

Nepal Ltd., Prime Commercial Bank Ltd, Sunrise Bank Ltd 

and Everest Bank ltd will be considered for the study.  

 

Nature and sources of data 

The data used in this study is from fully secondary sources. 

These are Published annual and quarterly reports of selected 

commercial banks, various reports and directives of Nepal 

Rastra bank.  

 

Methods of analysis 

To achieve our objective various financial as well as 

statistical tool have been used. For the data of ten years 

were taken as sample from 2011-2012 to 2020-2021. Firstly, 

the collected data are presented in proper forms, grouped in 

various table and charts according to their nature. Then 

financial and statistical tools have been applied.  

Descriptive and inferential statistics tools are used in this 

study. The descriptive statistics contains mean and standard 

deviation values of variables used to explain sample firms' 

characteristics. The correlation analysis is used to determine 

the relationship between the dependent and independent 

factors. The regression analysis is used to determine the 

independent variable's influence over the dependent variable 

solely and combined with other variables.  
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Results and Analysis 

Descriptive Statistics 

Table 1 presents the descriptive statistics of the variables 

included in the study of the 5 commercial banks on Nepal 

from 2011/12 to 2020/2021 (10 years’ period) of 50 

observations.  

 
Table 1: Descriptive Statistics 

 

Variables Mean Std. dev. C. V. Minimum Maximum 

NPL (%) 1. 143 1. 023 89. 495 0. 1 4. 942 

CAR (%) 13. 579 1. 769 13. 027 11. 017 19. 092 

CDR (%) 82. 463 9. 483 11. 500 49. 606 97. 13 

ROA (%) 1. 482 0. 417 28. 138 0. 522 2. 238 

EPS (Rs) 26. 513 20. 496 77. 305 4. 414 91. 88 

 

Table 1 shows that the average value for bank’s profitability 

as measured by ROA is 1. 482%, indicating that during the 

period of 2011-2021, the total assets of commercial banks 

generated 1. 482% return. Further, the average value for 

EPS is 26. 513, indicating that during the period of 2011-

2021, the commercial banks generated 26. 513 EPS as a 

return. The non-performing loan ratio has a minimum value 

of 0. 10 percent and a maximum of 4. 942 percent leading to 

the mean value of 1. 143percent. The minimum capital 

adequacy ratio is 11. 017%, which is balanced as the 

regulatory requirement of Nepal Rastra Bank (NRB) 

directives is 11%. However, the average CAR is 13. 579%, 

which is greater than the regulatory requirement of NRB. 

Similarly, average of CDR is 82. 463 with minimum value 

of 49. 606 and maximum value of 97. 13%.  

 

Correlation analysis 

This type of analysis is useful when a researcher wants to 

establish if there are possible connections between 

variables.  

 
Table 2: Correlation between ROA and independent variables 

 

 ROA NPL CAR CDR 

ROA 1. 00    

NPL -0. 33 1. 00   

CAR -0. 12 -0. 26 1. 00  

CDR 0. 08 0. 12 0. 41 1. 00 

 

Interpretation 

The result shows that there is a negative relationship of non-

performing loan ratio and capital adequacy ratio with return 

on assets which indicates that higher the non-performing 

loan ratio or capital adequacy ratio lower would be the 

return on assets Similarly, the positive relationship between 

credit to deposit ratio and return on assets reveals that an 

increase in the credit to deposit ratio leads to an increase in 

the return on assets.  

 

Correlation Between EPS and Independent Variables 

 
Table 3: Correlation between EPS and independent variables 

 

 EPS NPL CAR CDR 

EPS 1. 00    

NPL -0. 32 1. 00   

CAR -0. 40 -0. 26 1. 00  

CDR -0. 43 0. 12 0. 41 1. 00 

 

Interpretation 

The result shows that there is a negative relationship of non-

performing loan ratio, capital adequacy ratio and credit to 

deposit ratio with earning per share which indicates that 

higher the non-performing loan ratio,  

 

Multiple regression analysis 

Regression analysis is a set of statistical methods used for 

the estimation of relationships between a dependent variable 

and one or more independent variables.  

 
Table 4: Regression Model of ROA on NPLR, CAR and CDR 

 

 Coefficients 
Standar

d Error 
t Stat 

P-

value 

overall 

P value 

R 

Square 

Intercept 1. 820 0. 545 3. 336 0. 002 

0. 011 0. 214 
NPL -0. 185 0. 057 -3. 238 0. 002 

CAR -0. 083 0. 036 -2. 305 0. 026 

CDR 0. 012 0. 007 1. 857 0. 070 

 

This Table depicts the multiple- regression Model of ROA 

on independent variables. The constant value is 1. 820 and 

the regression coefficients of ROA on NPLR, CAR and 

CDR are -0. 185, -0. 083 and 0. 012 respectively. Which 

means 1% increase in NPLR has effect of 0. 185% decrease 

in ROA and 1% increase in CAR leads to 0. 083% decrease 

in ROA and similarly 1% increase in CDR will leads to 0. 

012% increase in ROA.  

R square of 0. 214 indicates that the variation in the value of 

ROA is affected by only 21. 4%remaining percentage of 

variation in ROA is dependent upon other than those 

factors.  

The overall significance or p value of 0. 011 is obviously 

lower than 0. 05. Which shows that there is statistically 

significant relationship between ROA and the predictor 

variables.  

 

Hypothesis testing 

H1: Non-performing loan (NPL) has a significant 

relationship between ROA of commercial banks.  

 

H2: Capital adequacy ratio (CAR) has significant effect on 

the ROA of commercial banks.  

 

H3: Credit-deposit ratio (CDR) has a significant effect on 

ROA of commercial banks.  

 

Decision 1 

From the above result of regression analysis, we found that 

there is statistically significance relationship between NPL 

and ROA because the P value is 0. 002 which is lower than 

0. 05. So, we accept alternative hypothesis.  

 

Decision 2 

From the above result of regression analysis, we found that 

there is statistically significance relationship between CAR 

and ROA because the P value is 0. 026 which is lower than 

0. 05. So, we accept alternative hypothesis.  

 

Decision 3 

From the above result of regression analysis, we found that 

there is no statistically significance relationship between 

CDR and ROA because the P value is 0. 070 which is higher 

than 0. 05. So, we reject alternative hypothesis.  
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Table 5: Regression Model of EPS on NPLR, CAR and CDR 
 

 Coefficients 
Standar

d Error 
t Stat P-value 

overall 

P value 

R 

Square 

Intercept 139. 137 23. 654 5. 882 0. 000 

0. 000 0. 387 
NPL -8. 112 2. 476 -3. 277 0. 002 

CAR -4. 814 1. 556 -3. 093 0. 003 

CDR -0. 460 0. 282 -1. 629 0. 110 

 

Table 4. 14 show the multiple- regression Model of EPS on 

independent variables. The regression coefficients of EPS 

on NPLR, CAR and CDR are -8. 112, -4. 814 and -0. 460 

respectively. Which means 1% increase in NPLR has effect 

of 8. 112% decrease in EPS and 1% increase in CAR leads 

to 4. 814% decrease in EPS and similarly 1% increase in 

CDR will leads to 0. 460% decrease in EPS.  

R square of 0. 387 indicates that the variation in the value of 

EPS is affected by only 38. 7%remaining percentage of 

variation in EPS is dependent upon other than those factors.  

The overall significance or p value of 0. 000 which is 

obviously lower than 0. 05. Which shows that there is 

statistically significant relationship between EPS and the 

predictor variables.  

 

Hypothesis testing 

H1: Non-performing loan (NPL) has a significant 

relationship between EPS of commercial banks.  

 

H2: Capital adequacy ratio (CAR) has significant effect on 

the EPS of commercial banks.  

 

H3: Credit-deposit ratio (CDR) has a significant effect on  

EPS of commercial banks.  

 

Decision 1 

From the above result of regression analysis, we found that 

there is statistically significance relationship between NPL 

and EPS because the P value is 0. 002 which is lower than 0. 

05. So, we accept alternative hypothesis.  

 

Decision 2 

From the above result of regression analysis, we found that 

there is statistically significance relationship between CAR 

and EPS because the P value is 0. 003 which is lower than 0. 

05. So, we accept alternative hypothesis.  

 

Decision 3 

From the above result of regression analysis, we found that 

there is no statistically significance relationship between 

CDR and EPS because the P value is 0. 110 which is higher 

than 0. 05. So, we reject alternative hypothesis.  

  

Discussion  

The credit risk management effect on the bank profitability. 

The analyses revealed that NPLR has a statistically 

significant negative impact on financial performance of 

Nepalese commercial banks. The finding is similar to that of 

(Aduda & Obondy, 2011), (Bhattarai, 2016) [9], (Kaaya & 

Pastory, 2013) [12], Zou and Li (2014), and Ndoka and Islami 

(2016) but contrary to that of Afriyie and Akotey (2012) [4], 

and Alshatti (2015). The findings prove that NPL in 

Nepalese commercial banks decreases loan payment, 

resulting in less income and less available capital to invest 

which leads to decrease in bank profitability. Further, the 

analyses revealed that capital adequacy ratio (CAR) has a 

negative and statistically significant impact on bank 

profitability of Nepalese commercial banks. The finding 

confirms with expectation and the finding of (Pradhan & 

Shrestha, 2016) [40], (Poudel, 2012) [42] but contrary to 

(Abdelrahim, 2013) [1] and (Afriyie & Akotey, 2012) [4]. On 

the other hand credit to deposit ratio (CDR) could not be 

regarded as influencing variable on bank performance as 

they are found to be insignificant at 5 percent level of 

significance. The analysis revealed that CDR does not have 

any significant relationship between banks profitability.  

 

Conclusion and Implications 

The analyses revealed that NPLR has a statistically 

significant negative impact on financial performance of 

Nepalese commercial banks. The findings prove that NPL in 

Nepalese commercial banks decreases loan payment, 

resulting in less income and less available capital to invest 

which leads to decrease in bank profitability.  

Further, the analyses revealed that capital adequacy ratio 

(CAR) has a negative and statistically significant impact on 

bank profitability of Nepalese commercial banks. This study 

in contrast accepts the hypothesis that there is significantly 

negative relationship between CAR and banks profitability.  

On the other hand, the last independent variables of credit to 

deposit ratio (CDR) could not be regarded as influencing 

variable on bank performance as they are found to be 

insignificant at 5 percent level of significance. The analysis 

revealed that CDR does not have any significant 

relationship between banks profitability.  

Implications of this study are 

▪ This study help the Nepalese banking sector in ensuring 

that the best strategies are being used to reduce risk.  

▪ The results of this study can be used by Nepal Rastra 

Bank to create plans and policies for banks and other 

financial institutions. 

▪ This study would be beneficial for those people who are 

interesting to know about these particular banks.  

▪ Finally, it is crucial for all sample banks to be aware of 

the financial standing and state of risk management.  
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