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Chart 1: NPL Ratio
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Understanding Non-Performing Loan
By: Mr. No Lida, Deputy Chief Executive Officer

2) Never before in the last fifteen years has the banking sector in
Cambodia experienced a high non-performance loan (NPL) ratio.
At the end of 2023, the NPL ratio stood at 5.4% and 6.5% in the
banking and microfinance sectors, respectively, compared to an
average NPLratio of 2.18% between 2009 and 2022 (Chart 1). At the
same time, as of February 2024, 133 of 2,070 accounts guaranteed
by CGCC have become NPL, amounting to USD 9.76 million. The
percentage of cumulative non-performing guaranteed amount
over the guaranteed amount is 8.02%. Despite the challenging
environment, NPL is manageable, and Cambodia’s banking sector
remains resilient. Understanding NPL is critical to mitigating
adverse impacts on borrowers, lenders, and the economy.

What is a non-performing loan?

A non-performing loan occurs when the borrowers cannot fulfill
their repayment obligations due to financial difficulty, i.e, late
payments of more than 30 days for short-term loans, or more
than 89 days for long-term loans. The criteria for classifying loan
status are different from country to country. In Cambodia, the
NBC classifies loans into five categories based on the number of
days past due, as shown in Table 1 below. Loans under Normal
and Special Mention are performing, while loans that fall under
the Substandard or worse are considered non-performing.

Table 1: Loan Classification

Days Past Due

Normal Less than 14 days Less than 30 days
Special Mention I 15 - 30 days I 30 — 89 days
Substandard 31 -60 days 90 - 179 days
Doubtful | 61-90 days | 180-359 days
Loss 91 days or more 360 days or more

Source: National Bank of Cambodia

If unresolved, NPL can have adverse impacts on lenders, borrowers,
and the economy as a whole (table 2). For instance, a borrower’s NPL
is recorded in a credit report, i.e., Credit Bureau Cambodia’s report,
damaging his reputation and making it difficult for him to access loans
in the future. On the other hand, lenders with high NPL will have to
set aside a large provision that will reduce profitability and available
capital to lend out more. Lenders with high NPL also face high-cost
sources of funding. The economy will be negatively affected by the
loss of investors” confidence and lower investment because lenders
have to restrict lending. The impacts of NPL are contagious and can
lead to financial sector instability.

Table 2: Impacts of NPL

Borrower Lender Economy

« Loss of credibility « Lower profitability | e LOwer access to

« Lessaccesstofinance o Less ability to lend finance
in the future (reductionin capital | e Loss of investors’
« Reputation damage adequacy ratio) confidence

« High-cost sources

e Financial instability
of fund

What are the reasons for NPL?

NPL may be caused by lenders, borrowers, or economic
factors. First, lenders may contribute to NPL due to poor credit
assessment, ineffective loan monitoring, inefficient recovery, etc.
Second, the borrower may cause the NPL because of accidences,
over-indebtedness, business failure, poor cashflow management,
lack of transparency, fraud, and so on. Third, when the economy is
weak, for instance, during COVID-19, high inflation rates, or high
interest rates, the borrowers maybe struggle to repay the loans due
to reduced income, unemployment, or a deceased asset’s value.

How to deal with non-performing loans?

Itisinthe bestinterests of both lenders and borrowers to prevent
and resolve NPL. The best way to deal with NPL is to prevent it
from happening in the first place. The lender should implement
standard credit assessment, effective loan monitoring, and
prompt recovery actions. Indeed, lenders alone cannot prevent
NPL; borrowers must play a part. Borrowers must be transparent
and provide sufficient and relevant information to the lenders
to conduct a proper credit assessment. Borrowers must also
develop proper business plans and cash flow projections to
ensure sufficient repayment capacity throughout the loan
tenure. If the NPL does occur, the borrowers must take proactive
actions to consult the lenders to adjust the repayment schedule
to fit their foreseeable financial situation. Lenders should try to
restructure the terms and conditions of the loans to help the
borrowers get through their financial difficulties.

According to NBC, debt restructuring may be undertaken for
debtors that have good business prospects and have or are
expected to experience temporary difficulties in repayment of
credit principal and/or interest. NBC allows the restructuring of
the facilities as below:

1. Reduction of the principal amount of the facility or the amount
payable at maturity

2. Decrease of the interest rate below the terms of the original
facility’s agreement

3. Deferral or extension of interest or principal payments,
including interest capitalization.

4. Extension of the maturity date, or

5. Addition and/or medication of co-borrower and/or guarantor if
there are any co-borrower or guarantor.

The worst CGCC wishes for is for the guaranteed loans to become
NPL. As such, CGCC encourages the PFls to take proactive
actions as early as possible to prevent guaranteed loan status
from deteriorating. Before the loans turn NPL, CGCC allows the
PFls to restructure guaranteed loans if there are signs that the
borrowers have financial difficulties. CGCC will issue a new Letter
of Guarantee for the restructured guaranteed loans in this case.
When and after the guaranteed loans turn NPL, the PFIs must
continue to take recovery actions, and CGCC will withhold the
guarantee fees for all guaranteed loans under NPL status. Some
restrictions on credit criteria have also been implemented to
improve the guaranteed loan quality. Effective controls and
management of NPL can help maintain low NPL ratio.



