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Abstract: Banks and financial institutions in general are faced with a business risk inherent in their core business of
lending. This is the risk that some of their customers who borrow will not honour their obligations stipulated in the loan
agreement. These loans for which the borrowers have defaulted in repaying the amounts due (interest and/or principal) are
called non-performing assets (NPAs). Reasons for default can be attributed to the borrowers, or to the bank (or financial
institutions) or to factors external to both the borrowers and the lenders. Bank management should ensure that its loaning
decisions are made correctly such that would be defaulters are not granted loans. In particular, banks should be cautious of

aggressiveness in the credit market because this normally leads to making bad loans (NPAs)
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. INTRODUCTION

Non-performing assets (NPA) for banks are those loans that are in delinquency. With such loans, the borrowers default in
the payment of the principal as well as the interest required (as stipulated in the loan agreement). Loans are considered to be
assets for the bank since it is out of these loans that the bank earns revenue. The International Accounting Standards Board
(IASB) define an asset as a resource controlled by the entity as a result of past events and from which future economic benefits
are expected to flow to the entity. Interest from the loans is the expected benefit that flow to a bank as a result of the loaning
transaction which the 1ASB refer to as a past event. Rao and Nirmada (2006) observe that an asset becomes non-performing
when it ceases to generate income (interest) for the bank. All unpaid interest together with the whole amount of outstanding
principal should be regarded as NPA regardless of whether some portion of the principal may not be due yet. Veerakumar
(2012) observed that consequent to Basel I, the Reserve Bank of India came up with the following definition of NPA which

became authoritative from March 31, 2004. That a non performing asset (NPA) shall be a loan or an advance where:
a) interest and/or instalment of principal remains overdue for a period of more than 90 days in respect of a term loan,
b) The account remains ‘out of order’ for a period of more than 90 days, in respect of an Over Draft / Cash Credit.
c) the bill remains overdue for a period of more than 90 days in case of bills purchased and discounted,

d) interest and/or instalment of principal remains overdue for two harvest seasons but for a period not exceeding two half
years in the case of an advance granted for agricultural purpose, and

e) Anyamount to be received remains overdue for a period of more than 90 days in respect of other accounts.

There is no doubt that NPAs is not desirable to banks. Banks would strive to eliminate incurrence of NPAs because the
effect of NPAs is to reduce its profitability and threaten its survival as a commercial entity. However, the risk of default by
some bank customers in repayment of their loans in accordance with the loan agreement is an inevitable one that cannot be

entirely avoided by the bank. This is because some of the causes of NPAs are outside the control of the bank itself. The bank
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can nevertheless be careful in its loaning decisions as a way of minimizing the incidence of NPAs. In this article an attempt is
made to show how some management decisions have influenced the incurrence of NPAs for the State Bank of India (SBI) for
the period of seven years from 2008. The SBI is an Indian government owned bank and is the largest commercial bank in the

country in terms of asset ownership and capitalization.
Il. LITERATURE REVIEW

K. Rao, Y. Rao and Kumar (2012) defined an NPA as any loan or advance where interest or an instalment of the principal
remains overdue for a period of 90 days or more. This is the time period where the bank may start questioning the collectability
of the amount due. The implication of this threshold of 90 days is that a delay of fewer days in payment of interest or instalment
of principal should not render the amount non-performing. The bank should still consider the customer to be willing and able to

fulfil his/her obligations as stipulated in the loan agreement.

NPAs have been re-categorised in accordance with the perceived risk of default by the borrower. This risk is measured by
the period of time by which the amount has been in the NPA category. It is the time by which the amount has been in

delinquency. Bansal (2012) identifies the categories of NPAs as follows:

»  Sub-standard assets where the amount has remained NPA for a period less than or equal to 12 months. Kaur and
Singh (2011) note further that sub-standard assets have the characteristic that the current net worth of the borrower or

the guarantor or the current market value of the security charged is not enough to ensure recovery of the dues in full.

»  Doubtful assets where the amount has been in the sub-standard category for a period of 12 months. Kaur and Singh
(2011) make the same note as with sub-standard category that on the basis of known facts, conditions and value, it is

highly questionable and improbable that the amount may be collected in full.

» Loss assets where the amount has been identified by the bank’s internal or external auditors or the central bank
inspectors as uncollectable and has not been written off wholly. In this case it is no longer of any value to continue
showing the amount on the bank’s balance sheet.

Selvarajan and Vadivalagan (2012) did write an article about the cost of NPA in Indian bank. They observed that NPAs
affect the profitability, liquidity and competitive functioning of banks and financial institutions and finally the psychology of the
bankers in respect of their disposition towards credit delivery and credit expansion. NPAs do not generate any income for the
banks, but at the same time banks are required to make provisions for such NPAs from their current profits. Apart from internal
and external complexities, increases in NPAs directly affects banks’ profitability sometimes even their existence. The quality of
loan assets is the most important factor for the basic viability of the banking system. He observed that the overdue advances of
banks in India are mounting and in consequence, the NPAs in their portfolio are on the rise, impinging on the banks’ viability.
Lower level of NPAs helps the bank in consolidating their position and gives credence to efficiency of the management. They
summarise that NPAs are not merely non remunerative but they add cost to the credit management. The fear of NPAs permeates
the psychology of bank managers in entertaining new projects for credit expansion. NPA is not a dilemma facing exclusively
the bankers; it is in fact an all pervasive national scourge swaying the entire economy. NPA is a virus causing a sore throat of

the economy as a whole. The banks are only the ultimate victims, where life cycle of the virus is terminated.
Balasubramaniam (2013) summed up major effect of NPAs on banks into three areas as follows:

Liquidity: Money is getting blocked, decreased profit lead to lack of enough cash at hand which lead to borrowing money
for shortest period of time which lead to additional cost to the company. Difficulty in operating the functions of bank is another
cause of NPA due to lack of money.

Involvement of Management: Time and efforts of management is another indirect cost which a bank has to bear due to

NPAs. Time and efforts of management in handling and managing NPAs would have diverted to some fruitful activities, which
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would have given good returns. Now days, banks have special employees to deal and handle NPAs, which is additional cost to
the bank.

Credit Loss: If a bank is facing problems of NPAs, then the value of bank is adversely affected in terms of market for
credit. It will lose its goodwill and brand image and credit; something that has negative impact to the people who are putting
their money in the banks Bihari (2012) observe that an account does not become an NPA overnight. It gives signals sufficiently
in advance and that steps may be taken to prevent the slippage of the account into NPA category. An account becomes an NPA

due to causes attributable to the borrower, the lender and for reasons beyond the control of both.

The causes for NPA are classified differently; into systematic and situational causes (Istrate cited in Siraj and Pillai 2013)
or into overhand component and incremental component (Poongavanam, 2011) or into internal and external factors (Misra and
Dhal cited in Siraj and Pillai 2013). The classification into internal factors and external factors is more common in literatures.
Internal factors are the bank-specific variables while the external factors are mostly the macro-economic factors that influence
the economy and happen without the knowledge of the bank. It is widely held that bank specific factors can be controlled by the

bank while the macro economic factors are beyond the control of the bank management.

Dash and Kabra (2010) studied the factors that determined non-performing assets in Indian commercial banks for a period
of 10 years from 1998/99 to 2008/09. They found out that there was a positive association between the loan to asset ratio and
NPA:s.

Das and Ghosh (2005) cited in Patnaik, Satpathy and Mohapatra (2011) studied the association between risk-taking and
productivity using data from public sector Indian banks over the period 1995-96 to 2000- 01. They discovered that capital to
risk-asset ratio and loan growths have significant negative effects on NPAs. Increases in advances may be caused by a weak or
incompetent loan management or directed lending. These results are consistent with the findings of Dash and Kabra (2010) and
Das and Ghosh (2005). Ahmad and Bashir (2013) studied bank specific factors that determined NPAs in the Pakistan banking

sector. They also found out that there existed a positive association between NPAs and credit growth.

Berger and De Young cited in Louzis, Vouldis and Metaxas (2011) studied a sample of US commercial banks spanning the
period from 1985 to 1994 and concluded that, generally, decreases in measured cost efficiency lead to increased future problem

loans i.e. NPAs. Cost efficiency was implied from the computation of cost inefficiency using the formula

operatingexpenses

Cost inefficiency was = —— :
operatingincome

Collins and Wanjau (2011) conducted a study on the effects of interest rate spread on the level of NPAs for commercial
banks in Kenys. They concluded that interest rate spread affect performing assets in banks as it increases the cost of loans

charged on the borrowers.

Controlling NPAs is very important for both the performance of an individual bank and the economy’s financial
environment (McNulty et al. 2001) cited in (Joseph et al. 2012). The bank should devise measures that will keep NPAs at the
very minimum level in order to improve its performance and that of the economy in general. Banks should ensure that only
qualified borrowers are granted loans. The loan applicants should be carefully scrutinized in order to segregate good from bad
borrowers. CBM (n.d.) identifies 6C’s which should form the basis and guide for banks in evaluating loan applicants. These
criteria, if employed properly, will enable the banks to know the loan applicants well and make appropriate lending decisions,
hence minimize the levels of NPAs in banks. Application of the criteria will screen good from bad customers (borrowers). The 6

C’s that were identified are:
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1. Character or Credit Reputation:

How trustworthy is the applicant? Is the applicant the type of person who will willingly repay the loan as agreed? Does the
applicant have a history of paying other debts in the past? Are the payments made on time? Has the applicant contacted credit

grantors directly and promptly in case of problems in repaying?
2. Capacity:

Does the applicant have the ability to repay the debt? If the applicant is an individual, does he have a steady job? How long
has he worked for the present employer and previous employers? Does he earn enough to pay what he will owe? Is it likely he

can continue to earn the present salary or even more in the future? How much does he already owe?
3. Capital:

What assets or financial resources stand behind the applicant’s commitment to repay the debt? Does the applicant have
savings in a bank? What about property in the applicant’s name? It should be noted that cash reserves and other assets that are
of tangible value at the time the application is being processed should be considered. Although capital is not expected to be a

means of payment, it gives the bank a measure of assurance that the loan will be paid if a period of adversity arises.
4. Conditions:

What economic conditions might influence the applicant’s ability to honour the loan agreement? If the applicant is an
individual, is he likely to become unemployed? Is there talk of a strike which might affect his job? In assessing economic
conditions the bank should look at both national and regional (or local) forecasts. For instance, a national forecast of the health
of the economy is based on criteria such as inflation, unemployment, productivity and consumer confidence (as measured in
spending). The national economy might be healthy, but regional or local economies such as unemployment could be negatively

impacted by a company buyout, plant closure or strike.
5. Collateral:

What tangible possessions or other collateral is the borrower providing as a pledge for the amount applied as a loan?
Collateral is property or an object of value, which the bank can take and sell in case of default. Note that a bank can issue a
secured or unsecured loan. A secured loan is one in which collateral is required as security to the bank while an unsecured loan

is one where there is no collateral required; just an agreement to repay what is owed as agreed.
6. Common Sense:

A borrower’s inner ability to make wise decisions is often referred to as common sense. The bank might determine that a
loan applicant has good common sense based on how questions are answered, either orally, from the written credit application
or from information gleaned from other sources. Good decisions are reflected in answers such as reasons for changing
employment, number and types of bank loans, balances outstanding, or references listed on an application. A successful
borrower instils confidence in the lender by addressing all of the lender’s concerns on the other Five C’s. The loan application
sends the message that the individual or company is professional, with an honest reputation, a good credit history, reasonable

financial standing, and adequate collateral. This is the reason that this last ‘C’ is sometimes referred to as ‘confidence’.
I1l. OBJECTIVES OF THE STUDY
This study had the following objectives:
»  To determine the movement of NPAs for the period 2008 t0 2014 in the SBI
» To determine the movement of the five variables namely loan-asset ratio; loan growth percentage; capital-asset ratio;

inefficiency and interest spread for the bank during the period
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»  To establish the influence of the five variables on the NPAs incurred by the SBI for the study period.

1V. METHODOLOGY AND MODEL

This study about the influence of management decisions on the incurrence of NPAs for the SBI made use of the data

extracted from the financial statements of the bank for the period under review. Use was made of the quarterly financial reports

and a standard regression analysis was made to establish the relationship between the five selected variables and NPAs. These

variables namely the loan-asset ratio, loan growth percentage, capital-asset ratio, cost inefficiency and interest spread are all

under the influence of the bank management.

A linear regression model that linked the ratio of NPAs to total loan assets and the identified variables was employed. The

general regression equation is as follows:

NPL = ¢ +B; LAR , B, LG + B3 CAR , B, EFF, Bs INTS + ¢

Where:
C = constant
B = coefficient

LAR = loan asset ratio

LG = loan growth percentage

CAR = capital asset ratio

EFF = efficiency ratio
INTS = interest spread

€ = error term

This linear regression function was carried out in respect of the data that were collected for the bank.

5.1 Movement of NPAs and the variables

V. RESULTS AND ANALYSIS

The SBI data in respect of NPA ratio, LAR, LG, CAR, EFF, and INTS for the 28 quarters of the period under study is

shown in the table below:

Year | Quarter* rNa':f)‘ LAR | LG |CAR | EFF | INTS
2008 | 1 242 5720 |596 |627 |4513 071
2 251 | 5932 | 1L.77 | 582 | 4623 | 0.72
3 261 | 5645 | 201 |543 |50.10 | 0.88
4 284 | 5691 | 760 |60l | 4480 | 052
2009 | 1 279 | 5565 |003 |587 |57.25| 061
2 299 |5760 |584 |574 |47.07 061
3 311 | 5881 |436 |562 | 5230 063
4 305 | 6080 |561 |550 |53.75 063
2010 | 1 314 | 6442 | 852 | 611 | 4420 0.60
2 335 | 6272 |-034 | 654 | 4755 0.76
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3 3.17 63.51 6.74 |[6.21 |45.29|0.75
4 3.28 63.10 443 | 531 |52.77|0.64
2011 |1 3.52 63.97 217 | 539 | 4527 |0.79
2 4.19 65.20 270 |[5.68 | 46.03|0.85
3 4.61 67.48 736 | 584 |46.59 | 0.78
4 4.44 66.91 274 |[6.29 |43.44|0.85
2012 | 1 4.99 68.10 5.75 |[6.44 | 44.06 | 0.73
2 5.15 66.34 1.10 | 6.39 | 48.65|0.72
3 5.30 67.10 5.57 |[6.41 |47.60 | 0.60
4 4.75 68.81 6.84 |[6.31 |53.32|0.50
2013 | 1 5.58 67.40 126 |6.44 |60.31|0.42
2 5.64 67.93 432 |6.45 |59.36 | 0.55
3 5.73 67.93 3.94 | 6.27 | 54.74 | 0.58
4 4.95 69.44 518 |[6.60 |45.47|0.52
2014 | 1 4.90 67.99 -0.90 | 6.71 | 49.80 | 0.60
2 4.89 66.24 0.67 | 6.68 | 52.81 | 0.62
3 4.90 66.46 190 |[6.75 |51.12|0.62
4 4.25 65.17 550 | 6.27 | 46.57 | 0.51

The NPA ratio for SBI was observed to lie between 2.42 and 5.73%. The minimum ratio of 2.42% was observed only once
in the quarter ending 30 June 2008. The NPA ratio did not take many values during the period. It is observed that the most
frequent values lied between 4.67 and 5% (6 times), followed by values between 3 and 3.33% (5 times). The average NPA ratio

was 4.04% and the standard deviation was 1.08

During the period under review, the average LAR for SBI was 63.89%. This shows that SBI was, on the average, able to
lend a greater proportion of its assets to its customers. The lowest LAR was 55.65% while the highest ratio was 69.44%. The
standard deviation of LAR for the bank was 4.32%.

The average CAR was 6.12%. The lowest CAR was 5.31% while the highest was 6.75%. This indicates that CAR took
values between 5.31 and 6.75% for the bank. The range of fluctuations does not appear to be very wide as indicated by the
computed standard deviations of the CAR which was 0.43% for SBI.

The average LG percentage during the period under review was 4.25%. The lowest LG rate was -0.90%. In other words,
there was a time when the loans issued declined by 0.90% for SBI. The highest LG rate was 11.77% indicating that LG rate
fluctuated within a range of -0.90% and 11.77%. The standard deviation of LG was 2.96% for the bank.

During the period under review, the average EFF ratio was 49.34%. This observation indicates that the SBI was rather
efficient in controlling its operating since its operating expenses were about 50% of its operating income. The lowest EFF ratio
was 43.44% while the highest EFF ratio was 60.31%. EFF fluctuated between 43.44 and 60.31%, a range that does not raise an

eye brow as indicated by its standard deviation of 4.74%.

The observed average INTS was 0.65% for the SBI. The observed minimum INTS was 0.42% and the maximum INTS was
0.88%. The standard deviation of INTS for SBI was 0.12% which is a sign that the fluctuation range of interest spread for the

bank was a bit narrow which an indication of good bank management.
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5.2 Association of NPAs with the variables

The output of the regression of the SBI data using the “enter” (simultaneous) method indicates that the model is fairly good
with an R Square of 0.902. This indicates that the model itself accounts for about 90% of the variation in the level of NPAs for
the SBI. The report on ANOVA about the significance of the model indicates that F = 38.692 and p< 0.001. This implies that
the model is significant at 1% level of significance. That is to say, the model can be used to explain the determinants of NPAs
for the SBI bank.

Now that the model is significant, the influence of the independent variables on the bank’s NPAs could be assessed.

According to the model, the significant variables were three as follows:

Variable | Beta (coefficient) P

LAR 0.185 0.000
CAR 0.493 0.070
EFF 0.047 0.048

This indicates that the influence of other variables, the LG and INTS was not significant in explaining the variation in the
levels of NPAs for the SBI. LAR was significant at 1% significant level; CAR at 10% while EFF was significant at 5% level of

significance.

Loan asset ratio (LAR) was one of the variables that influenced NPAs in the bank. This ratio had a positive influence on
NPAs incurred by the bank. Literature suggests that as more loans are given by a bank, the likelihood of incurring NPAs
increases. Dash and Kubra (2010) relate increases in LAR as an indication of the appetite for risk. They contend that banks that
value profitability more than the cost of higher risk are likely to incur higher levels of NPAs. Cost of higher risk in this case is
represented by a high LAR. This was the case with SBI where the beta coefficient for this variable was 0.185 and was

significant at 1% level of significance.

Capital asset ratio (CAR) was another variable observed to have a significant influence on the amount of NPAs for the
bank. This variable is a measure of leverage. Since leverage is a measure of the use of debt financing in the capital structure of
the bank, the higher the CAR, the lower the leverage of the bank. Ghosh (2005) found out that increase in bank leverage was
associated with an increase of NPAs. This was indeed the case with the bank since the variable had a beta coefficient of 0.493

which was significant at 10% (p = 0.070), making CAR a significant determinant of the amount of NPAs incurred by the SBI.

Inefficiency of the bank management (EFF) was another variable that was found to have a significant influence on the
amount of NPAs incurred by the SBI. This variable was defined as the operating expenses expressed as a percentage of the
operating income for the bank. The variable had a beta coefficient of 0.047 which was significant at 5% (p = 0.048), making the

variable a significant determinant of the amount of NPAs incurred by the SBI.
V1. CONCLUSION AND RECOMMENDATIONS

Non-performing assets result from poor lending decisions. The failure of bank management to isolate good borrowers from
bad ones results into the bank making advances to customers who eventually fail to fulfil their obligations stipulated in the loan
agreements. This study has shown that when the bank is very aggressive in the credit market and its risk appetite is high, the
bank will tend to lend its money to bad customers who will fail to repay the borrowed amount. It is also found that a less cost
efficient management is likely to advance its loans to bad customers and hence incur NPAs. When a bank has a high risk

appetite, it will tend to value profitability more at the expense of the involved risk.

The SBI should review its risk policy so that its loans are only advanced to eligible borrowers who will respect their loan

contract obligations. This may involve making more use of credit information provided by credit reference bureaus.
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