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Abstract

This research aimed to determine how interest rate dispersion affects the quantity of bad loans
at Indian financial institutions. The research strategy used in this analysis of Indian Bank data
was descriptive in nature. The Bank Supervision Report was employed as a secondary source for
this study’s data collection. The correlation between interest rate spread and loan default was
investigated using quantitative and qualitative methods of data analysis. Charts, tables, and pie
diagrams were used to illustrate the information. The research found that the cost of loans paid to
borrowers is affected by interest rate spread, and that interest rate regulations have far-reaching
implications on asset non-performance since they determine the interest rate spread in banks
and assist alleviate moral hazards incidental to NPAs. As interest rates are benchmarked against
the associated non-performing assets and non-performing assets are attributed to high cost of
loans, credit risk management techniques indirectly affect the value of a bank’s interest rate
spread. Since an inefficient interest rate policy might raise interest rates and, in turn, NPAs, the
study suggests that commercial banks in RBI should evaluate their clientele and charge interest
rates properly. To lower the number of nonperforming loans (NPAs), they implement strict rules
on interest rates charged by banks in order to regulate their interest rate spread and improve
periodic/regular credit risk monitoring of their loan portfolios.
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Introduction

For certain financial middlemen, “the recent experience of high and variable
interest rates has generated severe financial management challenges.” The effect that
rate volatility has on the interest margins, or “spreads,” of banks has been a source of
special worry. “(Lerner, 1981) To begin with, “The banking system in India, being the
preeminent section of the financial sector, accounts for a significant portion of cash
movement. In addition to facilitating the flow of money, they also act as a conduit for
credit and a messenger for monetary policy. Challenges caused by “the deepening and
widening of financial markets, the growing disintermediation process, the adoption of
modern technology, rising customer expectations, innovative financial services, and
scheme supplements with suitable credit delivery mechanisms and challenges for which
banks would be required to reorient their organisational structure and modify their
strategies” In a 2011 study (Chaudhary & Sharma), 2. To maintain their development
and survival and to public confidence, commercial banks must secure their profitability
on a consistent basis. The ability to turn a profit is the best measure of a company’s
financial health. A bank’s profit is a composite indicator of its performance across its
many functions, reflecting the amount of efficiency, productivity, and cost-effectiveness
in those functions. A study by Anandi and Devraj (1983) Thirdly, commercial banks
now must strike a balance between social banking and profits. Consequences for an
economy’s development and growth might be substantial depending on the spread
currently in place between deposit and loan rates. There is a correlation between this
and the expansion of the economy as a whole.
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Spread Ratio

The term “spread ratio” refers to the proportion by
which the interest rate paid to depositors exceeds the
interest rate charged to borrowers. The net spread ratio has
another name. A bank’s revenue comes from two sources:
the income it collects on loans and other assets, and the
interest it pays on deposits from customers.
However, bank spread does not necessarily imply a
financial institution’s profitability because it measures the
interest rate charged to borrowers. The net spread
ratio has another name. A bank’s revenue comes
from two sources: the income it collects on loans
and other assets, and the interest it pays on deposits
from customers. However, bank spread does not
necessarily imply a financial institution’s profitability
because it measures the average difference between
lending and borrowing interest rates rather than the
volume of banking activity.

Non-Performing Assets

If the borrower is unable to repay the loan in
full plus interest by the due date, or if the loan’s
maturity date has passed and the borrower has not
paid the loan in full, the funds are considered non-
performing assets (Boudriga et al, 2009). According
to the findings of a recent study (Ahlem Selma
Messai 2013)33, non-performing loans may be
explained by three macroeconomic variables and
three variables unique to banks, including asset
profitability, loan loss reserves, and loan award
frequency. Non-performing loans were found to be
negatively affected by both GDP growth and the
return on assets at credit institutions. Impaired loans
benefit from a decrease in the unemployment rate
and a rise in the real interest rate. Non-performing
loans were also found to correlate positively with the
provisioning of banks. The findings indicate that, in
order to reduce the amount of nonperforming loans,
banks should pay attention to a wide range of criteria
when making loan offers. The ability of borrowers
in numerous export sectors to repay loans is largely
influenced by the national economy’s international
competitiveness, thus banks should take this into
account first and foremost.

Bank characteristics, macroeconomic indicators,
financial structure variables, and regulatory variables
were the four buckets into which the external factors
fell The statistical research showed that the interest

rate spread of banks was significantly influenced by
non-performing loans and advances, deposit
composition, liquid assets, statutory reserve ratio,
capital market development, and nominal interest
rates.

Objectives of the Study

e To assess the influence of non-performing assets
on interest rate spread.

e To examine the impact of non-performing assets
on interest rate spread.

* To make appropriate suggestions based on
findings of the study for effective management
of non-performing assets and interest rate
spread.

The determinants of bank interest margins:
theoretical considerations and empirical evidence
were examined by Saunders (1981). To better
understand what factors influence bank margins, this
article aims to combine and expand upon the hedging
and expected utility techniques. It is important to note
that the model’s development will first abstract from
many of the institutional restrictions that banks face,
as well as key financial management challenges,
such as overhead control and capital adequacy, that
are dependent on bank margin determination.

In particular, the article examines the growth
rate of lending in the second half of the 1980s and
the implications of the lending structure at the
beginning of the crisis. The primary conclusions
are as follows: (1) Differences in lending structure
alone cannot account for the observed heterogeneity
in the proportion of nonperforming assets among
local banks. Second, the rate of loan expansion in
the second half of the 1980s is a significant predictor
of the proportion of troubled assets that banks held
in the 2000s. In the case of savings banks, where
the lending structure does not appear to have had a
significant role, the third factor—the expansion of
lending—is of paramount importance (the “cause”).

The quality of the cooperative banks’ assets has
been significantly harmed by their lending to the
manufacturing, construction, and commerce sectors
(four). On average, savings bank groups have far more
problem loans than cooperative bank groups, and this
disparity can be attributed to differences in the pace of
lending growth between the two types of institutions
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(5). (6) When the effect of growth is considered, the
proportion of loans denominated in foreign currency
has a smaller influence, however the roles cannot be
totally separated due to multicollinearity. Findings
suggest that “poor banking” in the form of either
ignorance of hazards or deliberate risk taking is a
major element in explaining the challenges faced by
Finnish banks, assuming that the growth of lending
is more under a bank’s control than the structure
of lending. Default risk, interest rate risk, and “off
balance sheet” banking were all topics that Angbazo
(1997) investigated for commercial banks.

Reference

Singh SK, Basuki B, & Setiawan R. (2021).
The study’s dependent variable was nonperforming
loans (NPL), and its independent variables included
ROA, CAR, bank size, GDP growth, and inflation.
This study’s findings indicate that nonperforming
loan (NPL) rates are significantly affected by
ROA, bank size, GDP, and inflation but are
unaffected by CAR. So, although other research
have found a negative relationship between GDP
and nonperforming loans, this one has found the
opposite. Though there were no discernible shifts
in income growth, the data show that the number of
Nepalese banks expanded rapidly along with GDP
development. Consequently, an increase in GDP
has a statistically significant and positively affecting
influence on commercial banks’ nonperforming
loans. Decisions about nonperforming loans (NPLs)
should be made after thorough consideration of GDP
growth by banks and policymakers.

Spreadratio<than 1 Crore

Quality of the fit between the regression model
and the data. Interest Spread is a function of Log
NPA, Operating Expenses, Capital Expenditures,
and Liquidity Cost. The R square statistic, also
known as the coefficient of determination, supports
this with a value of 49.7 percentage points. In other
words, 50% of the fluctuation in Interest Spread
may be accounted for by the independent variables
of Log NPA, Operating Cost, Capital Fund, and
Liquidity Cost. The model as a whole was found to
be statistically significant by analysis of variance.
The p-value of 0.000 and the F-statistic of 9.890 back

up this claim. There was not statistically significant
difference between the stated p value and the more
common 0.05 threshold. According to the results of
the ANOVA, the independent variables are strong
predictors of the level of interest spread when used
together. The likelihood 0of 0.000 is much smaller than
the standard probability of 0.05, indicating that the
percentage of Net NPA was statistically significant
in explaining the log level interest spread.

The beta coefficient for the association between
the log level of interest spread and Net NPA is
-0.560, as shown by the regression analysis. Since
the Net NPA has a greater bearing on the Spread
ratio per 1 crore, the results also show that a one-
unit shift in the Log Net NPA percent will result in a
correspondingly negative and statistically significant
shift in the Log level of interest spread.

Percentage of Net NPA with Spread Ratio <than
1 Crore

Net NPA% with Spread Ratio less than 1 crore
are said to be significant since t-Statistic value is
Greater than or Equal to 2. The t-Statistics of variables
are greater than 2.so there is a significant and also
probability value (0.00) which is less than (0.05).
The R2 value (the “R Square” column) indicates
how much of the total variation in the dependent
variable in thiscasethere45.69 %total variation in the
dependent variable.

Percentage of Net NPA with Spread Ratio >than
1 Crore

Net NPA% with Spread Ratio Greater than 1
crore are said to be significant since t-Statistic value
is Greater than or Equal to 2. The t-Statistics of
variables are greater than 2.so there is a significant
and also probability value (0.00) which is less than
(0.05). The R2 value (the “R Square” column)
indicates how much of the total variation in the
dependent variable in thiscasethere36.97 %total
variation in the dependent variable

Correlations
Percentage of Net NPA with Spread Ratio <than
1 Crore

From the findings above, the relationship
between Spread Ratio and Net NPA is -.677. This
implies that there exists a Strong negative relationship
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between these two variables. The negative but Strong
relationship means that as Net nonperforming assets
goes up, Spread Ratio tend to go down in a different
direction. Therefore, the relationship between Spread
ratio and nonperforming Assets is significant. The
bank spread can indicate a bank’s profit margin. A
high spread equates to a higher profit margin, since
the difference between interest earned and interest
paid out is high.

However,bank spread measures the average
difference between lending and borrowing interest
rates, not the amount of banking activity itself, which
means that bank spread doesn’t necessarily indicate
a financial institution’s profitability.

The Correlation will always be there between
Interest Spread Ratio and NPA. Spread doesn’t
necessarily indicate a financial institution’s
profitability. Spread doesn’t necessarily have to
show positive correlation between Interest spread
and NPA. In case of Cash recovery,Up gradation,
Technical Write off, Normal Write of and
Transferring of NPA, to ARC (Assets Reconstruction
Companies) and mostly Provisioning of profit for
NPA, effecting Net NPA was Less for the particular
year. Sometimes,New or Fresh NPA or Slip pages
for the particular year is more, the position of NPA
was increasing. As per my studies the correlation is
always negative between interest spread and net non-
performing assets.

Suggestion for managing Non-Performing Assets

The study set out to look into the connection
between spread ratio and NPLs in Indian banks.
Time and money constraints meant that the study
only looked at data from 2010 to 2021. The study’s
author suggests re-examining the correlation after
ten years to see if the findings hold up over time.
Banks can reduce their NPLs by careful lending and
rigorous loan recovery. The credit officer’s skill and
experience are crucial in determining the borrower’s
creditworthiness. As a result, commercial bank NPL
rates can be lowered by providing periodic training
to the banking industry’s workforce to update their
knowledge and expertise.

As per the research study following measures
to be taken by management to curtail NPA and loss
Banks on their parts committed to reach the agreed
performance levels on important parameters such as:

e Average Growth in Deposits,Advances and
Investment.

*  Compliance with Priority Sector Credit norms.

*  Reduction in NPAs.

* Increase in staff productivity.

»  Up gradation of Technology.

*  Reduction in Other Expenses.

e Improvement in Profitability.

*  Branches are to be given strict advice to make
account wise analysis of all Fraud Classified
Accounts.

* As per latest definition of NPA classification.
The account will become NPA on 90thday itself
of default, not up to the month end. So, follow
up of Special Mention account at zero level
itself must be taken care and making frequent
call and visit to the borrower, will reduce NPA
position of bank.

*  Restructuring of loans: Frequent restructuring of
loans will lead to restructuring of Bank. Banks
are instructed to do restructuring of advances
with regular intervals particularly during closing
of accounts. Mere restructuring of loans is not
the panacea to the core problem.

* Instead of going for write off accounts, maximum
efforts should be taken to recover the dues to
avoid cut down profitability of bank. However,
there is still a strong need felt for stricter laws in
NPA management.

*  Willful defaulters must be treated under a
separate, dedicated Act. Moreover, there must
be rigorous practices adopted to take correct
decisions for granting loans to individual
borrowers or companies.

»  Latest technology to be used to get the details
of any other earnings of defaulted borrowers
of a bank from any other sources other than
scoring modules like CIBIL. NPA recovery
leads to multiple gains to the bank. Every Rupee
recovered adds up cost-free resources to the
bank. The recovered money can be recycled
for further lending which enhances the current
earning of the bank.

Conclusion

The purpose of this research was to analyse
the relationship between the spread ratio and bad
loans in Indian financial institutions. The research
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covered the years 2010-2021. via the application
of a number of statistical methods (including
Multivariate Regression, Ordinary Least Square,
Correlation, and Analysis of Variance). Spread ratio
is highly correlated with NPLs in Indian Bank. The
results showed that the influence of Spread ratio is
negative and statistically significant, contrary to
the common belief that commercial high lending
rates contribute positively to nonperforming loans.
In the 1990s, public sector banks saw increases in
profitability, efficiency (in terms of intermediation
costs), and the quality of their assets. Nevertheless,
they still had higher interest rate spreads and lower
rates of return than their private sector counterparts
due to their higher operating costs (Mohan, 2004).

As a result, loan loss provisions remain high
and asset quality declines. This indicates that while
there is room for all banks to improve their asset
quality, public-sector banks, in particular, need to
cut their operational expenses even further. A rise in
the cost of loans charged to borrowers is one way in
which interest rate spread contributes to banks’ non-
performing assets. The borrower’s ability to repay
a loaned sum of money may be affected in various
ways by the interest rate structure employed (fixed
versus floating, for example). The high cost of loans,
as reached by Goldstein and Turner (1996), is a
contributing factor to the growth of non-performing
assets. The interest rate spread in banks is heavily
influenced by interest rate regulations, and these rules
also help alleviate moral hazards associated with
NPAs, therefore they have far-reaching implications
on loan non-performance. As the quantity of non-
performing assets rises, so does the prevalence of
lax or inefficient regulation. The boards of directors,
managing directors, and credit risk management
committees of individual banks in India are
responsible for enforcing and updating bank-specific
policies and regulations. This is consistent with the
findings of Demirguc-Kunt and Huizinga (1997)
that strict controls enforced by central banks reduce
realised interest margins (spread) and, thus, loan
non-performance. Therefore, the extent to which
commercial banks’ assets fail to perform is closely
related to how well they manage credit risk.
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