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risk banks. Overall, their findings show that
diversity of assets does not ensure improved
performance and/or greater safety for banks.
According to Behr, et al (2007), specialized
banks had somewhat higher returns, smaller
relative loan-loss buifers, and smaller shares
of non-performing loans than diversified
banks. According to Langrin and Roach
(2008), increased diversification does not
guarantee decreased risk and/or higher re-
turns, and conventional wisdom suggests that
concentration rather than diversification of
bank-level loan portfolios is more consistent
with achieving minimal systemic risk. Diversi-
fication, according to Inder Singh (2014), has
a negative impact on banks' return on assets
and does not assist them to decrease risk. Fur-
thermore, Abbasian, et al (2016) found that
increasing loan portfolio diversity increases
credit risk for banks, which is independent of
the effect of the ownership structure of the
Iranian banks. Sebcequently, Kumanayake, et
al (2019) claim that loan portfolio diversifica-
tion has a negative-significant impact on com-
mercial banks' performance in Sri Lanka, and
they have suggested commercial banks, limit
their diversification as much as possible to en-
hance their performance. Increased sectoral
loan portfolio diversification affects Vietnam-
ese banks' returns, according to Huynh and
Dang (2021), however not all banks are
equally affected in Vietname. Meanwile,
HUYNH and DANG (2020) claim that loan
portfolio diversification has significant and

positive impact on non-performing loans ra-
tio.

As it is reflected in above paragraphs, and can
be considered easilly, according to the experi-
mental studies, the results will come up finally
with one of the two well-known strategies in
regards to loan portfolio mangement. Since
there is not any additional strategy in relation
to the mentioned issue, it i1s required to em-
pirically analyse the interaction of banks per-
formance in relation to the applied strategy in
a specific geographical area. Therefore, con-
sidering the results of empirical investigations,
the best fitted approach may be selected for
policy making, and in that case, the selected
policies and any other guidliness will be in line
with the actual status of the banking sector.
This means that the banking sector will ex-
perience extra and continous success as a re-
sult of implementation of the best fitted poli-
cies. Therefore, the findings of this paper in
coordination with the previous papers” find-
ings, help to specify the applicability of diver-
sified strategy according to traditional theory
of portfolio management in banking sector of
Afghanistan.

Note: The remaining part of this article will
follow in next issues of the magazine.

Abhdul Shaheer Aris. Economic Lectorer. Takhar

sl
Ekramuddin Rahimi, Banking Examiner, Bank-

ing Supervision Department. DAB
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timated following the Ordinary Least Squares
(OLS) method.

The next chapter of this paper contains the lit-
erature which is discussed briefly. The meth-
odolozy and data, which include data, a diver-
sification index, and an econometrics model,
are covered in the third chapter of the study.
The paper's analysis and findings are ad-
dressed in the fourth chapter, and the paper's
conclusion is offered at the end.
LITERATURE REVIEW

As discussed in the introduction, there are two
major viewpoints on how to manage the credit
portfolio in the banking industry, and both of
them are supported by empirical facts as well.
Because empirical investigatons do not al-
ways support one of these ideas and provide
diverse results based on investigations/
findings in relation to the abovementioned
strategies concerning the investment portiolio.
In this part, the results of papers will be ex-
plained first which comply with traditional
theory of portfolio management. Subse-
quently, the researchers” findings that empha-
size the concentration approach of loan port-
folio management will be explained.
According to Firestone and Wang (2014), loan
portfolio diversification helps banks in credit
risk management since diversified banks' loan
loss provisions are better predictive of future
net charge-offs than specialized banks in the
United States. There is no link between geo-
graphical diversification and credit risk, ae-
cording to Mokaya and Jagongo (2014), how-

TA

ever, industry diversification and scale have a
significant effect on commercial banks' credit
risk management in Kenya. Acecording to Fos-
ter and Bailey (2015), loan portfolio diversifi-
cation enhances the banks' stability as evalu-
ated by the Z-score index and improves reve-
nue for Jamaican commercial banks. Ndam-
biri, et al (2017), investigated the impact of
loan portfolio features on the rate of non-
performing loans for savings and credit coop-
erative societies in Kirinyaga, Kenya. They
suggested these organizations, diversified loan
portfolios by advancing a variety of products,
considering adjusting loan payback lengths
appropriately, avoiding focusing too much on
interest rate modifications, and maintaining a
high loan-to-shareholder equity ratio. Accord-
ing to Mulwa (2018), credit portfolio diversifi-
cation has a positive and significant impact on
banks® profitability in the East African Com-
munity. Credit diversification has a substantial
effect on financial distress prediction and can
minimize the likelihood of borrower default by
offering new types of facilities, as per Chep-
kori, et al (zo19).

In contrast to the previous studies, Acharya, et
al (zo02) found that manufacturing eredit di-
versification seeks to mitigate bank return
while endogenously generating riskier loans
for all 105 Ttalian banks in their dataset from
1993 to 1999, with the effect being greatest for
high-risk banks. Additionally, sectoral leoan
diversification benefits high-risk banks solely,
whereas geographical diversity benefits low-



and growing knowledge in specific areas, but it
is unclear which way is the best. Both tactics
are observed in the actual world: en one side,
the banking law sets upper limits on exposure
to a single borrower, which is a proponent of
portfolio diversification (assumed). But from
the other hand, some banks have developed
expertise in specific industries in which they
have a superior understanding, in the hopes of
increasing risk-adjusted returns through their
prior superior monitoring abilities (Behr, et al,
2007).

It is worth mentioning that the Central Bank
of Afghanistan's Large Exposure Regulation
(2011) mandates that commereial banks pur-
sue a diversification strategv, and avoid con-
centrating their assets in specific geographic
areas or sectors. According to this regulation,
the concentration of credits in a single indus-
try for foreign banks' branches in Afghanistan
cannot exceed 12% of their total assets and for
local commerecial banks, this limitation is 40%
of their tier-one capital.

The banking business in Afghanistan began in
1933 with the foundation of Bank-e- Millie Af-
ghan and has grown steadily. The financial
systern was also harmed as a result of the
country's political crisis, which was followed
by an economie crisis; nevertheless, the bank-
ing sector has undergone considerable im-
provements as a result of Afghanistan's new
governance structure, which was implemented
in 2001. According to the Central Bank of Af-
ghanistan's annual report (2019), the coun-

try's banking system had 12 conventional and
1 Islamic banks. Recently, as proven by the
Kabul Bank bankruptey, the amount of non-
performing loans has increased in recent
years, reflecting the country’'s inefficient bank-
ing sector practices.

Since the number of scientific researches re-
lated to Afghanistan’s banking sector is lim-
ited, and the researchers were unable to find
previous research on this issue related to Af-
chanistan, it was deemed necessary to conduct
a research regarding the impact of loan portfo-
lio management on credit risk regarding bank-
ing sector of Afghanistan.

Considering the above discussions, the impact
of loan portfolio diversification on credit risk
is the research problem dealt with in this pa-
per. The main aim implies examining whether
the loan portfolio diversification has a signifi-
cant effect on eredit risk by using the Afghani-
stan’s banking sector data in the period from
2007 to 2019. Therefore, the research null-
hypothesis that has to be tested in this paper
using time series data reads as follow: “The
loan portfolio diversification does not have
any significant effect on credit risk in banking
sector of Afghanistan”. For testing the stated
null-hypothesis, it is required to calculate the
diversification of loan portfolio in banking sec-
tor using diversification indexes which in this
paper, the Hirschman-Herfindahl index (HHI)
is used. Meanwhile, the stationarity of data
has been checked using the Augmented Dicky-
Fuller test and the model coefficients were es-
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have weakened banks' ability of their interme-
diation advantages by cutting costs and infor-
Banks have frequently re-
sponded by diversifving their sectors of invest-

mation gaps.

ment to reduce their intermediation expenses.
Moreover, intermediation theories urge diver-
sification to increase efficiency and lower
costs. Banks, on the other hand, never main-
tain enough cash to guarantee full liquidity
due to the nature of their operations. They risk
incurring runs and portfolio losses if they
don't accurately track and reclaim the ad-
vances (Mulwa, 2018).

Furthermore, it is widely believed that non-
performing loans and financial crises have a
direct link in both developed and developing
countries. Non-performing loans, according to
Reinhart and Rogoff (2010), can be seen as a
forerunner or indicator of the banking erisis. A
bank can provide services in one specific in-
dustry, or it can broaden its loan portfolio to
include all or almost all industries and geo-
graphic areas which is required based on tra-
ditional theory of portfolio management. In
addition, the bank's policies on how to manage
the eredit portfolio have a substantial impact
on the bank's credit risk, as described in finan-
cial thearies (Abbasian, et al. 2016).

Banks, as the backbone of the financial sys-
tem, provide a wide range of services to their
customers, which are exposed to certain sets
of risks, and banks frequently fail to reduce or
control them. As a result, it will cause financial
crisis. Among the hazards associated with fi-

nancial activities, credit risk, which refers to
the borrower's incapacity or unwillingness to
fulfill contractual obligations, is the most eru-
cial risk to the banks. In banking concepts, the
ratio of non-performing loans to total loans
(NPL ratio) is considered the credit risk indi-
cator, and bank management is always willing
to reduce it as much as feasible.

It is an important and fundamental decision of
the bank's management to choose the loan
portfolio management strategy and to specify
whether the diversified lending portfolio ac-
cording to traditional theory is appropriate or
foeus on specific business which the bank is
familiar with. The case for risk diversification
would be simple if a loan were a liquid asset
with an exogenous payment. Loans, on the
other hand, cannot be exchanged in a liquid
market, and the bank has control over the
loan's payoff, at least on its part. Depending
on a financial institution's screening and
monitoring skills, the financial institution can
remove or at least mitigate the information
asymmetry issues associated with the loan
contract, and decreasing the riskiness of the
payout (Behr, et al, 2007). Further, as Barbur-
ski (2013) claims, the analysis and assessment
of banks® operations is one of the important
management tools which facilitates banks’
management decision-making; therefore, it is
important to be an analysis based on facts and
figures before applying any policy or taking
any decision. Moreover, it appears that there
is a compromise between risk diversification



The Impact of Loan Portfolio
Management on Credit Risk: Evidence
from Banking Sector of Afghanistan

ABSTRACT

This article empirically examined the effects of
loan portfolio diversification on commercial
banks' eredit risk in Afghanistan from 2007 to
2019. In this paper, the annualized data is
used to run the regression model, and the least
-squares method was followed; meanwhile,
the Hirschman-Herfindahl index is used as a
diversification index. Eventually, the estima-
tion results in compliance with traditional the-
ory of portfolio management representing that
loan portfolio diversification has a negative-
significant impact on credit risk, while the
capital adequacy ratio coefficient according to
the meral hazard hypothesis indicates that the
amount of non-performing loans decreases
when the proportion of the shareholders’ capi-
tal in the total capital of the bank's increases.
Therefore, commercial banks have to promote
their portiolio diversification and increase the
proportion of shareholders’ capital in the
banks® financing resources to efficiently man-
age their credit portfolio and reduce the credit
risks associated with their loan portfolios.
INTRODUCTION

Banking activities all across the world have
changed dramatically throughout the years.
Finaneial institutions have expanded and di-

versified their lending portfolios as a result of
financial integration and competitiveness. A
healthy and productive financial system allows
the economy to maximize the value it provides
to its stakeholders. [n financial economics, re-
sources shift from markets with lower mar-
ginal rewards to those that have hisher mar-
ginal usefulness. Therefore, the financial sys-
tem strives toward efficient and frictionless
financial resource circulation. The major task
of the banks in an economy is providing cred-
its, and as Hasan and Ashfaq (2021) claim that
banks" loans are an important source of firms'
financing in an economy. Although, the bank-
ing services are important for economic
growth of a country, according to Todorovic
(2013), having unrealistic picture of bank's fi-
nancial condition and establishment of inade-
quate legal and institutional framework may
lead the sector to crisis and complicate its con-
trol. Thus, it is required to empirically assess
the real picture of banking sector, before im-
plementation of any regulations or related
policies.

Banks have always been thought of as a means
of decreasing fransaction costs and informa-
tion inequities. But, technological advance-
ments, deregulation, and financial complexity
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