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sector, which limited the availability of rele-
vant data. Previous research has indicated that
panel data would be more appropriate for as-
sessing the performance of commercial banks.
However, due to restrictions and the absence
of financial statements on the websites of all
commercial banks, we had to rely on time se-
ries data for this study. Ideally, monthly or
quarterly data would have been preferred for

analyzing time series data and estimating re-

had access to annual banking data from Af-
ghanistan's Central Bank bulletins.

Given the challenges outlined in this paper re-
garding Afghanistan's banking sector, it is rec-
ommended that future researchers empirically
test the accuracy and adaptability of all bank-
ing regulations, particularly in light of the re-
cent government change in the country. This
would ensure the development of useful and

applicable banking regulations.

gression coefficients. Unfortunately, we only
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soundness of the overall economy, and the
condition of the banking and financial systems
in developed countries can be a good example
in this regard. Therefore, students and re-
searchers who are involved with economic
studies, have attempted to evaluate previous
strategies and present new strategies for better
arrangement and promotion of the banking
system soundness. Following the previous in-
vestigations, this paper has examined the in-
fluence of loan portfolio diversification on
credit risk in the Afghanistan banking sector
from 2007 to 2019.

Banking activities in Afghanistan started with
the establishment of the first bank called Bank
-e-Millie Afghan in 1933 and it has already ex-
perienced many ups and downs. The financial
system was also harmed as a result of the
country's political crisis, which was followed
by an economic 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. As proven by the Kabul bank
bankruptcy, the amount of non-performing
loans has increased in recent years, reflecting
the country's inefficient banking sector prac-
tices.

The major goal of this paper is to evaluate the

effect of the loan portfolio management ap-

proach in Afghanistan on credit risk. Because,
according to the theories, there is no clear
view of how to manage the investment (loan)
portfolio and there are disagreements in this
regard between theoreticians. Among the ar-
guments, the Basel Committee guidelines are
the most famous which the central bank of Af-
ghanistan has also established a regulation by
the name of "Large Exposure regulation" that
compels commercial banks to diversify their
credit portfolios accordingly. The mentioned
regulation persuades commercial banks to
prevent the concentration of investment in a
specific sector or geographical area.

The model estimation results in this paper, in
which coefficients have been obtained using
the Ordinary Least-Squares method, indicate
that loan portfolio diversification has negative
-significant effects on credit risk and commer-
cial banks should strengthen the diversifica-
tion in their loan portfolio to reduce their
credit risk level. Therefore, it can be concluded
that stated null-hypothesis in introduction
section which claims regarding the ineffective-
ness of diversification approach implementa-
tion in Afghanistan, can be rejected and there
are enough reasons to accept the alternative
hypothesis claiming that the traditional theory
of portfolio management is applicable in bank-
ing sector of this country.

In addition, a major challenge encountered
during the research process was the lack of

sufficient studies on Afghanistan's banking




ghanistan 's banking sector. Moreover, as cov-
the null-
hypothesis in this paper argues regarding the

ered in introduction section,
failure of diversification strategy implementa-
tion; but as an estimation result, there are
enough reasons to rejected the null-hypothesis
and accept the alternative one in this paper.
Besides, in line with the moral hazard hy-
pothesis, the coefficient of capital adequacy
ratio (CAR) seems to have a substantial nega-
tive influence on the amount of non-
performing loans; and its coefficient demon-
strates that a percent increase in CAR, can re-
duce the level of credit risk by 0.74%. But in
the meantime, only the estimated coefficient
of economic growth is at odds with the usual
theory. This may be justified since as eco-
nomic activities grow, investors would seek
more credit from banks, resulting in a rise in
the amount of non-performing loans as a per-
centage of total loans.

Generally, as discussed above, the findings of
the current paper are in line with the tradi-
tional theory of portfolio management and
similar with the findings of some previous re-
searches as well. As reflected in literature re-
view section, some researches which are con-
ducted in the United States (2014), Kenya
(2014), and East Africa Community (2018)
show that the loan portfolio diversification
strategy has significant effect on credit risk of
commercial banks. Therefore, by considering a

snapshot from previous researches and cur-

rent paper findings, it can be concluded that

it 2| SESEENS -

loan portfolio management strategies and
level of economic development are not linked
with each other and every country's authori-
ties are required to conduct empirical assess-
ment before applying any policy in this regard.
Although, it is better to use panel data in these
types of research; but considering the limita-
tion of data collection in Afghanistan, it was
impossible to collect all commercial banks"
financial statements through their websites.
Therefore, it was decided to collect sector-wise
data via published bulletins of Central Bank of
Afghanistan. It is worth to mention that, in
collecting sector-wise data, there was another
limitation which is non-existence of quarterly
data for all time periods, and the published
bulletins only contains annual sector-wise
data for the period (2007-2019). Finally, it
was unavoidable to use only annual data for
running the regression and testing the hy-
pothesis. But in analyzing stage, all the Gauss-
Markov assumptions have been tested and it
was testified that the Ordinary Least Square
Method is the most fitted. Since all the Gauss-
Markov assumptions are according to the
theoretical view, it can be concluded that the
OLS result is acceptable for hypothesis testing
and conclusion.

CONCLUSION

It is identified that nowadays; the soundness
of the banking system and its optimal per-

formance is one of the key indicators of the
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\Jq Table 4: Unit Root Test Using Augmented Dicky-Fuller Test
4 Variables and Hypothesis At Level At Second Diference
No Variable Hypothesis T Stat. | P-Val Con. T Stat. | P-Val Con.
Null HHI is not stationary 2.50- 0.14 | Accept 5.81- 0.00 | Reject
1 HHI
Alternative HHI is stationary 2.50- 0.14 | Reject 5.81- 0.00 | Accept
Null NPL ratio is not stationary 4.27- 0.01 | Reject
2 | NPL Ratio . .. .
Alternative NPL ratio is stationary 4.27- 0.01 | Accept
Null CAR is not stationary 3.21- 0.04 | Reject
3 | CAR
Alternative CAR is stationary 3.21- 0.04 | Accept
GDP Null GDP Growth is not stationary 7.42- 0.00 | Reject
4 Growth
Alternative GDP Growth is stationary 7.42- 0.00 | Accept

Source: Estimations Using Eviews

It can be realized from the above table that the
estimation results which have been calculated
using Eviews, indicate that all variables are
stationary at level except HHI, which is sta-
tionary at the second difference. Therefore,
when most of the variables are stationary, the
Ordinary Least Square (OLS) method can be a
good approach to estimate the regression coef-

ficients, which its results are reflected in table

5.
Table 5: Estimation Results

Variable Coe/Stat. Sig.
HHI 0.69- 0.00
CAR 0.74- 0.00
GDP Growth 5.46 0.00
Intercept 12.57 0.56
Adjusted R2 0.93
F Stat. 60.99 0.00
Durbin
Watson 2:53

Source: Estimation Results Using Eviews

The estimators of the model show that all en-
gaged variables have a significant effect on
credit risk, and their coefficients are in line
with the theoretical views as well.

According to the estimation, the HHI has a
significant-negative effect on credit risk which
is consistent with traditional theory of portfo-
lio management. Moreover, the estimated co-
efficient of this index explains that if the diver-
sification of the credit portfolio increases by
1%, the level of credit risk will be decreased by
0.69%. Furthermore, as shown by the diversi-
fication index graph, the range of diversifica-
tion in Afghanistan's banking sector's credit
portfolio is mostly 70—-80%, which is the result
of Basel Committee guidelines and the Central
bank's Large Exposure regulation implemen-
tation. As a result, it can be concluded that the
diversification strategy has acted successfully
in reducing the amount of non-performing

loans or lowering the level of credit risk in Af-
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Last Part

Unit Root Test

To test the assumption of variables stationar-
ity, the Augmented Dickey and Fuller (ADF)
test is used in this paper and its equation is as
below:

5) AY, =B, + Bt +6Y,_, + L2, a, AY,_, + st
Where ( A ) is the difference operator and (= )
is the white noise error term of the equation
(Azimi & Shafiq, 2020).

FINDINGS and DISCUSSION

Since the type of data is time series, it is better
to start our discussion by testing the data

characteristics:

100
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0 ( \ / —_t
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-20

=8—CAR —0—NPLR HHI GDPG

Figure 1: Variables’ Trends

As it can be seen from the above graph, the
economic growth and credit portfolio diversifi-
cation index are almost stable over time, ex-

periencing fewer ups and downs; but the lines

related to the NPL ratio and CAR in 2010
show a structural failure/breakage, which can
be considered as the backdrop of the country's
banking system crisis caused by the Kabul
Bank crisis. Moreover, if we consider the loan
portfolio diversification index only, the graph

would have the shape as shown in Figure 2:

Hirschman-Herfindahl Index

HH

Figure 2: HHI

As it is clear from the above graph, the diversi-
fication index in the banking sector is some-
how stable, and its index is usually between
70% to 80% from 2007 to 2019. Therefore, it
can be assumed that the implementation of
the Central Bank's Large Exposure regulation,
has paved the way for the diversification of the
credit portfolio in the Afghanistan banking
sector. In this stage, for further investigation,
the discussion will be started with the test of

the stationarity of the variables.
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