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ABSTRACT

Non-performing Loan Management: Theory and Practice

The issue of non-performing loans dominates the history of
the failufe in the international banking. This project, with the
objective to examine, on both theoretical and empirical bases,
the activities of a commercial bank resulting in its low quality
loan assets and the specific problem of the Chinese state-owned
banks, consists of the following parts: overview of the history of
the bank failure in the world, bank portfolio theory and the anal-
ysis of the assets structure and risk profile of the Chinese banks,
bank perforrﬂance theory and the reasons leading to the non-per-
forming loan, and the case study of the non-performing loan in
the Chinese banks.

The first chapter reviews the historical background of the
bank failure and the non-performing loan, starting from the Bar-
di family of Florentine bankers ruined by the failure of Edward

I to meet outstanding loan obligations in 14th century to cur-
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rent Japanese banking crisis, with a conclusion that the non-per-
forming loan is the main reason leading to the bank failure, al-
though there exists others. -

The analysis of the bank portfolio stems from the introduc-
tion of the standard commercial bank model. On the basis of the
model, the growth, factor market imperfections, the deposit un-
certainty, costs of assets transactions are analyzed. Finally, the
loan default risk is introduced and stimulated with the data of the
Chinese state-owned banks.

The loan and customer relationship is analysed with the help
of the two-period model. The loan customer relationship signi-
fies that a bank tends to increase the volume of its loan in order
to foster the customer relationship for sake of the future profit-
making. The data analysis of the Chinese situation shows there
exists the loan customer relationship after the banks being on the
way to commercialization.

Loan pushing is the situation that lending banks try to sup-
ply more credit to borrowers than the later would voluntarily
take at the prevailing interest rate. A characteristic of this model
is loan pushing equilibrium. The existence of the loan-customer,
loan-deposit relationship, the inter-bank competition, and loan
pushing, is the dominant reason making the loan turn sour.

In order to handle the problem successfully, it is the precon-
dition to analyse and identify the problem loan. The main

method in analysing and identifying the problem loans includes:
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1)Using the early warning signs, such as, delinquency, adverse
trends, fraudulent information, loss of debtor cooperation, dis-
appearance or depreciation of collateral and other signs expressed
in the debtor’s financial statements;2) Technical methods, con-
sisting of CART analysis and Zeta model, etc. The most impor-
tant thing in managing the non-performing loans is to handle
them proerly. The possible ways embrace co-operative workout
arrangements, collateral liquidation, collecting by means of
judgement and bankruptcy. Additionally, it’s also necessary to
make enough loan loss provision, in line with the relevant regu-
lations. Meanwhile, to follow the right loan strategies is also
crucial to non-performing loan management, which consist of
loan pricing properly, loan diversification, creditrationing, and
making suitable loan policies. '

The non-performing loan problem in Chinese banking sys-
tem, different from those in developed countries, is inherited
from the former era of command economy and become obvious in
conjunction with the transformation from the planned economy
to the market one. The current situation of non-performing loan
in China is serious and the diversification of problem loan among
different areas and sectors is vast.

The non-performing loan has various impact on the national
economy : 1)It has been contributing to the inflation of China. An
empirical analysis is made and the relation between the problem

loans and inflation has been found out. 2)It has a adverse impact
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on the banking sector, lowering the quality of the assets, foster-
ing a latent financial crisis unless the problem is solved in the
near future. 3)It also makes the SOEs on the spot, evidenced by
the high level of debt. 4) Apart from these aspects, it will possi-
bly ruin .the national public finance, and has been distorting the
normal welfare distribution mechanism.

The reasons that caused the problem loans are broken down
into three;

1) The policy reasons. The policies in former command
economy forced some loan into inviable SOEs or unprofitable
projects. 2) The economic reasons. The problems in the manage-
ment of SOEs and banks, and the comparatively low level of fi-
nancial development contributed a lot to the problem loans. 3)
Legal reasons. The laws failed to protect the loan from loss,
meanwhile the laws relevant were not seriously abided by and
bank staff’s lack of the knowledge of law also made the bank
loan loss.

The experience of Central and Eastern European countries ,
which have the similar problem with China, is analysed and the
possibility of applying these experiences to China is assessed.

The rules for dealing with non-performing loans in China in-
clude: to avoid triggering off severe turbulence, to co-operate
with the government, banks and SOEs, and to work together
with SOEs’ reform. The stable political climate, the high

growth rate of the national economy and the market economy
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mechanisms already taking shape will make it possible to solve
this problem. At the end, the detailed plan of dealing with China
problem loan is deducted.

This research reveals that banks tend to adopt aggressive
strategy in order to foster the loan customer relationship, espe-
cially under the competition, which is the main internal reason
that leads to non-performing loans, although there exist the ex-
ternal reasons at the same time. The strategy to curb the prob-
lem loan should focus on adjusting the loan management philoso-
phy and strengthening the loan quality monitoring on a timely
basis. According to the research results and allowing for both
t.he international experience and the special situation of China,
the policy recommendations about solving the non-performing

loan problem in China are made.
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