CHAPTER 1

INTRODUCTION

1.1 Background of the study

The development of any country can’t be imagined without economic
activities. The development of financial institutions in Nepal is the
consequence of different reasons. In fact, behind the development of such
Institutions there are many argumentative reasons among which the growth
of people’s consciousness can be taken as a main reason. Another important
reeson that can be considered important is the influence of
internationalization and liberalization in the financial sector. Financia
Institutions play a vital role in economic development. “The financial
intermediaries collect savings from individual and companies in various
accounts and invest in different projects for or business, where they expect
maximum possible returns with a minimum risk. The small savers who don’t
have exposure or access to capital markets get benefit from the services of
such intermediaries in efficiently putting their saving into productive use”.
(Pradhan, 1992; 20) Financia intermediary are generally classified into three
broad groups as follows:

1. Banking System
2. Non bank financia institution and
3. Other ingtitutions in financia activities.

The Nepalese financial sector is composed of banking sector and non-
banking sector. Banking sector comprises Nepal Rastra Bank (NRB) and
commercial banks. A phenomenal growth has been observed in non-bank
financia intermediaries. The non-banking financial institutions operating in
Nepal includes:

1. Insurance Companies 4. Micro-credit Development

2. Finance Companies Banks

3. Credit Guarantee 5. Development Banks
Corporation 6. Employee Provident Fund



7. NGO’s involved in lending 10.Mutual Saving Banks

activities 11.Citizen Investment Trust
8. Nepal Stock Exchange 12.Employee Provident Fund
9. Co-operative Institutions 13.Postal saving offices

“The history of Nepalese financia institutes dates back to the
commencement of the ‘Tejarath Adda’ in 1880 A.D. It was established on
the tenure of Rana Prime Minister Ranodip Singh. At the beginning years,
its services were confined within the Kathmandu valley. It provided loan by
taking gold and silver ornaments, as collateral and interest rate was 5%.
Similarly, this ‘Adda’ used to provide loan to civil servants by deducting
installments from their salary”. (Thapa, Timalsina, Dahal, 2054)

“The history of banking begins with the opening of Nepal Bank Limited in
1937 A.D. During the interval between 1980 and 1937, ‘Tejarathe Adda’
played an important role in financial sector.” (Thapa, et al. 2054)

“The history of non banking financia institution is not very old. When
banking sector carrying out current activities of finance companies, large
number of finance companies were established and they expanded at a rapid
pace in the developed countries, U. K., U.SA. in 1960. Their growth was
very rapid in comparison to commercial banks as they used to offer higher
interest rate on deposits, lower interest on loan and swifter service than
commercial banks.” (Dahal, Bhuban, Sarita, 2056).

In the context of Nepal, there were few Insurance Companies and
Employee’s Provident Fund working as non-banking financia institutions
before the enactment of Finance Company Act 2042 B.S. Need of finance
company was felt because unorganized sector was collecting saving from
common public in the name of “uphar” and “dhukuti” programme. People
showed great interest and enthusiasm in these programmers, benefits of
mobilizing such savings in productive sector, banking sector’s inability to
carry out capital market activities and to meet customers need for credit,
government felt the need of finance companies and introduced finance
company Act 2042 B.S. When the Finance Company Act 2042(1985) came,
in 2042, it was a golden chance for the persons working in non-banking
sector. But by the lack of sufficient knowledge, it was not utilized for 6/7
years after the Finance Company Act was introduced.  “Where it is
desirable to establish finance companies for performing non banking
functions by bringing together making institutionalized investment of the



capital scattered over the country in order to bring about dynamism in the
economic development of the country and maintain the economic interest of
the common people”. (Finance Co. Act, 1985)

Finance Company Act 1985 has permitted finance companies to discharge
following functions:

1. Providing installment or hire purchase |oan.

2. Granting loans to construct residential houses, construction of offices
ware houses, commercial complexes etc.

3. Make avall of lease financing and leasing of such properties.

4. Providing short term loan to business industry and trade, serve in the
capacity of financial intermediaries and also provide guarantee of loan
if needed.

5. Undertake transaction in Government securities, underwrite shares,
participate in loan syndication and conduct trading in securities in
accordance with the rules of securities transaction act.

6. Collection and mobilization of deposits within the limits specified by
NRB.

7. Do other needful works to accomplish the objectives stated.

A finance company is a kind of financial institution. A finance company is
also called a loan company. According to the Finance Company Act 1985,
the finance company, by becoming a mediator, in one hand between the
saver and the investor and another hand, between the big financial
Institutions and the smaller debtor, functions as an instrument to supply the
loan. The hire purchase business of Finance Company is very important. The
annua interest rate in loan of finance company is very high. The finance
companies, take the loan from the big financial institutions, mix own capital
and take the deposit from the common people and it forms afund. Generadly,
the finance companies, giving the high interest rate in the deposit, provide
different types of presents, or gifts insurance and other attraction, collect a
great quantity of deposit. The small savers are much attracted towards the
finance companies.

The policy of liberalization, globalization and privatization pursued in the
overall economic sector during 1990’s has led to speedy financial
liberalization as well. Financial sector liberalization and reform program
adopted since Eight Plan (1992-1997) has been further extended in the Ninth



Plan (1997-2002). Nepa Rastra Bank Act, 2001 has been passed. The Debt
Recovery Act has also been passed. However, there exist still some
limitations. Credit flow has not been made sufficient as required by the rural
and agricultural sector. The Tenth Plan has endeavored to accomplish the
objective of the monetary policy through necessary adjustments in bank rate,
compulsory cash ratio and open market transaction and also to reduce the
cost of financia intermediation of the commercial banks. Financid
intermediation increased through efficient execution of the fiscal and
monetary policy has supported towards the overall economic stability.

Some of the Financial Policy adopted in the Tenth plan are: The system of
monitoring, supervision and regulating of the financial sector will be further
strengthened; Policy and program related to banking, credit and financial
institutions will be motivated to concentrate towards rural areas, Bank and
financia institutions under government ownership will be gradually
privatized; Financial intermediaries will be increased to supply micro credit
to socially and economically deprived people and women in rural sector;
Operating area of the rural development banks will be expanded to provide
banking servicesin the potential mountain districts.

Economic liberalization policy of government has encouraged the
establishments and growth of finance company in the country. In eight plans
(1992-1997) it has been clearly mentioned that the vacuum in the present
national financial system needs to be filled by institutionally developed
capital institutions like investment companies, leasing and housing finance
in order to create healthy competitive financial sector. “In a situation when
the existing financial institutions especially commercial banks are unable to
carry capital market activities and aso not in a position to meet consumer
need for credit, it istimely to encourage the growth and opening of finance
companies to meet the individual credit needs, undertake fee based merchant
banking function and to gradually curtail the “uphar” and “dhukuti”
programmers which were run officially” (Shrestha, 1992)

During the last two and half decades the number of financial institutions has
grown significantly. At the beginning of the 1980s there were only two
commercial bank and development banks in the country. After the induction
of economic liberalization policy, particularly the financial sector
liberalization, that impetus in the establishment of new banks and non-bank
financia institutions. Consequently, by the end of mid-July 2007 atogether



208 bank and non bank financial institutions licensed by NRB are in
operation. Out of them, 20 are “A” class commercial banks, 38 “B” class
development banks, 74 “C” class finance companies, 12 “D” class micro-
credit development banks, 17 saving and credit co-operatives, and 47 NGOs
(NRB Banking and financial statistics 2007)

The participation of finance companies in Nepa Stock Exchange has been
encouraging, though not all of established companies are listed in Nepal
Stock Exchange. Those that are listed have been showing a good
performance. Out of 53 listed finance companies, 10 have declared cash
dividend, 13 have declared bonus shares, and 14 have declared cash
dividend and bonus shares, one declared share capitalization. This shows
that the listed finance companies have been performing well; however, the
investment activities of these companies and their performance could be the
area of study. Hence, an attempt will be made to explore the areas of
investment and their performance. It will aso betried to find out the trend of
finance companies in different sectors of their activities.

As it is dready mentioned that financial intermediary collects the scattered
fund and channel it to the productive sector which is known as investment
activities. Thus, investment activity is the maor function of financia
intermediary. Finance company, being a financia intermediary has its
concern towards investment activity. Efficiently managed investment
activities enhance the performance of finance companies. Performance here
in our study represents the financia performance. Financial performance is
the combination of two words “finance” and “performance” and it gives an
integrated meaning. The financial performance is the quantitative analysis of
firm’s efficiency. The company’s financial plan and policy prepared and
implemented by management should be judged on the basis of its financial
performance. Conceptually, the vocabulary financial performance concerns
with the measurement and analysis of financial operation of a firm through
ratio analysis, correlation and regression analysis and trend analysis.

“The basic financial statements are the balance sheet and profit and loss
account. The information contained in those statements is used by
management, creditors, investors and other to judge about the operation
performance and financial performance of the firm"(Pandey, 1987; 500).
The analysis of performance is designed to make a careful study of recent
financia records of finance companies. Through financial statements, the



performance of financial companies is analyzed. “Performance analysis
should not be exclusively focused upon the criterion of short term
profitability or any other single standard which may cause managers to act
contrary to the ling range interest of the company as a whole” (Andrews,
Kenneth R, 1972; 202). “The balance sheet reflecting the assets, liabilities
and capital as of a certain date and the income statement showing the result
of operation during certain period”. (Myer, 1974; 3) In this way, it is evident
that financia statement refersto profit and loss account and balance shest.

“The proper analysis and interpretation of financial statement is a felt
necessity in our corporations, banks, private enterprises and other similar
organization to find out what information are indicated from the baance
sheet, income statement and other accounting information. On the basis of
this information, it becomes easy to chalk out the problem faced by the
corporations of Nepal. A capable financia manager if he wants to prove his
competence must select the best analytical tools to determine the liquidity,
profitability, turnover and capital structure of corporation and enterprises.”
(Shrestha, 1980; 188)

In the conclusion, financial development is one of the important indicators
of economic development of any country. A financial activity is an integra
part of national plan to accelerate the rate of economic development.

The main objective of finance companies is mobilization of small and large
resources from urban as well as rural areas and their channeling into
prospective, structured and high priority areas to assist in the economic
development of nation. The establishment, growth and development of
finance companies as financial instruments will provide investment
opportunities to attract the small and medium savers. Thus, financia
Institutions are the pillars of the national economy.

Nepalese financial companies lag far behind fulfilling the responsibilities to
operating management performance and financial management performance
in the crucia sectors of the economy for the economic development. Thus,
the problem is very serious one in developing countries like Nepal, which
can be solved through the total appropriate management performance.
Appropriate management performance ensures maximum amount of return
to all sectors with proper utilization. So that, “The total management
performance is net profit divided by net worth.” (Kuchhal, 1974; 71)



1.2 Statement of Research Problem

Very low per capita income, high population growth rate, and lack of
adequate infrastructure for development and low economic growth rate
characterize Nepalese economy. Nepalese economy is based on agriculture;
however, there prevails agreat level of underemployment. The resource base
of the agricultural sector has been relatively weak to the population pressure,
Increasing fragmentation of land and primitive technology.

The following are the critical problems confronting the Nepalese financial

sectors:

The government is an active player in Nepal’s financial sector.
The dominant role of government in the financial sector has
resulted in : Strong political influence and interference in the
activities of the sector; Poor management and performance of
the sector; Strained capacity for lending; inadequate
capitalization; Conflict of interest problem in regulatory and
supervisory role for government sector institutions vis-a vis
private sector institutions; Distortions in pricing deposits and
lending decisions.

The financial sector of Nepa suffers from inefficiency,
excepting the large private sector banks. This is so despite
excessive liquidity in the system.

The financial sector in Nepal suffers from inadequate and
ineffective supervision. The Nepal Rastra Bank lacks sufficient
autonomy from the Ministry of Finance to effectively perform
its roles. The rapid growths in the number of financial
institutions and their technologica advancement have overtaxed
NRB’s capacity for supervision. After all NRB is still one of
the least computerized financial institutionsin Nepal .

Nepal’s financia sector is highly compartmentalized. ADB/N
focuses agriculture while NIDC focuses industry. Finance
companies deal mainly with hire purchase, leasing and housing
loans. Big private sector banks focus on foreign exchange
transactions.

A number of financiad institutions in Nepa are indirectly
controlled by big family houses. This has created considerable
risk of insider lending to group of interconnected companies.
The private sector banks, finance companies and insurance
companies are especially vulnerable to such risk.



- Nepal has a plethora of financial laws and regulations. They are
Institution-specific rather than function-specific. They tend to
overlap conflict with or create uncertainty among sector
participants. The legal environment is fragmented. Court
procedures are slow and time consuming.

- Nepal has no accounting standards. The country lacks capacity
in professional accounting. There are about 160 professionaly
gualified accountants in the country. (Dr. Govind Ram
Agrawal, 2002)

Capital is a prerequisite for the commencement of any business. Finance
companies, among the financial institution, work as the intermediaries
between the savers and users of the funds. Thus, they play a critical rolein
the mobilization of capital from less productive sectors to the more
productive sector. Finance companies loan money to consumers and
business with special loan arrangements. Loans are granted directly and
usually meet the specific need of the borrower. In recent years, the
investment behavior of financia institutions has been the major areas of
research studies of which finance companies are not exceptions. It has
attracted widespread attention mainly because finance companies are
regarded as the mobilizes of funds to various productive sectors. The funds
they gather is then distributed among different investment areas according to
risk and return performance. Another reason of its getting such an attention
Isthat the fund finance companies invest is not of their own rather represents
variety of savers ranging from household to institutional.

There are mainly two sources of credit in Nepal viz. private credit agencies
and institutional credit agencies. Village money lenders, professiona money
lenders, landlords, agricultural traders, friends and relatives come under the
purview of private credit agencies and are important sources of credit.
Similarly, finance companies, co-operatives, agricultural development bank,
rural development bank and commercial banks, which are common in Nepal,
come under the area of institutional credit agencies. The agriculture credit
survey report, NRB 1980 revedls that the proportion of farm families
borrowing from institutional credit agencies was only 24.03 percent whereas
from private credit agencies it was 75.98 percent in 1976/77 in Nepal.
Among the private credit agencies, the proportion of borrowings from
village moneylender was highest at 33.87 percent. This clearly reveals that
working and financing process of institutional credit agenciesis very poor at



grass root level. Rural people are bound to take loans from private credit
agencies especially moneylenders. After the enactment of finance company
Act 1985 and democratic movement of 1989, finance companies are
increasing quantitatively but qualitative development is essentia for the
sustainable development of the finance companies.

Generally, the focus of the studies in the developed economicsis on the role
played by finance companies in the overall economic take off. Another area
of study is on the investment activities and performance of the finance
companies. In the context of Nepal, the study conducted in this area is not
adequate. One of the main reasons behind this may be the short history of
finance company growth in the country. Another reason may be relatively
limited scope of investing options. And, yet another may be the role played
by finance companies in overall economic development and growth.

1.3 Resear ch Questions

This study will be focused mainly on the investment activities and
performance of the listed finance companies in Nepal. It will be tried to
demonstrate the areas of investments and the overall profitability and growth
trend of the finance companies. In course of the study, following issues will
be raised:

How the investment activities in terms of fund mobilization of the
finance companies are going on?

What is the relationship of investment and loan and advance with total
deposits?

Does the change in total assets results change in net profit?

Whether the finance companies are successful to manage their
Investment activities by utilizing their available fund for the future?

Is there any stability in various ratios of selected finance companies
and do they explain the properly managed investment activities and
performance?

What are the implications of the study on investment activities and
performance of concerned finance companies?



1.4 Objective of the Study

The main objective of the study is to have in depth anaysis of investment
activities and performance of listed finance companies of Nepal. The objectives
written in the specific form below:

) To examine the investment activities and financial performance of
selected finance companies in terms of liquidity, activity,
profitability, leverage, capital adequacy, and growth ratios.

i)  To find out the relationship between various important variables
pertinent to investment activities and performance i.e. deposits, loans
and advances, investments, net profit etc and make comparisons
between the selected finance companies.

lil)  Toexamine whether there is gradient effect on net profit by changein
total assets.

Iv)  To analyze deposit and its utilization trend and its projection for next
five years of the concerned finance companies.

V) To provide viable suggestions to the concerned parties regarding the
enhancement of investment activities and performance of finance
companies.

1.5 Resear ch M ethodology

The research design of this study is based on exploratory as well as analytical
type. The study is more perspective than descriptive since the result of
secondary data is dominant throughout the study. However, qualitative aspect
regarding management that affects investment activities and performance has
also been taken into consideration. The population of the study consists of 50
finance companies listed in Nepal Stock Exchange and 8 finance companies are
taken as sample which constitutes 16% of the population. The sample is taken
using non probability random sampling technique i.e. purposive sampling. The
data pertinent to study are taken from the respective finance companies, Nepal
Stock Exchange, Nepal Rastra Bank (NRB) , Securities Board of Nepal etc. In
addition to that general observation method is used to collect information
related to managerial and behavioral aspect. The data thus collected are
anayzed through financial and statistical tools. The information regarding
managerial and behavioral aspect are used to make the concluding remarks and
recommendation.

1.6 Limitation of the Study
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Like every research study this study also has some limitations. They are given
below:

) The data used in this study ranges from 2060 to 2064. It means the
results thus obtained will explain about situation concerning
investment activities and performance between 2060 to 2064 not
before 2060 and not after 2064.

i)  Thestudy in based on only 8 finance companies listed in Nepal Stock
Exchange.

iii)  The study is fully based on the student’s limited financial resources
within alimited time frame.

Iv)  Non probability sampling i.e. purposive sampling technique is used
for sampling. Therefore the result of the sample might not be
generalized to the population.

v)  Thestudy isnot afina study on the subject.

1.7 Organization of the Study
This study has been divided into 5 chapters which are as follows:

Chapter 1: Introduction

It includes background of the study, statement of research problems, research
guestions, objectives of study, research methodology, limitation of the study
and organization of the study.

Chapter 2: Review of Literature
This chapter consists of the review of books, articles, journals, reports and
other relevant materials.

Chapter 3: Research Methodology
It covers on research design, population of sample, nature and sources of data,
analytical tools and techniques, data gathering procedure etc.

Chapter 4: Data presentation and Analysis
This chapter attempts to analyze and evaluate data with the help of analytical
tools and interpret the results obtained.

Chapter 5: Summary, Conclusion and Recommendation

It sums up the results obtained through analysis and recommends some
suggestions.
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CHAPTER 2

REVIEW OF LITERATURE

This chapter highlights on the literature that is relevant to the topic. Scarcity
of literature regarding finance companies has been felt in the course of
review however; this researcher has gone through various books, articles
journals, papers, periodicals, related books, booklets etc. The relevant
findings of the academicians, researches and professionals of related field
are reviewed throughout this chapter. This chapter will be helpful to provide
the foundation knowledge in order to undertake this research more precisely.

2.1 Conceptual Framework

The more developed financia system of the work characteristically fallsinto
three parts. the central bank, the commercia banks and other financial
institutions. They are also known as financial intermediaries. However,
central Bank is main bank of any nation that directs and control to al the
financia institutions exist within the country. Nepal Rastra Bank (NRB) is
the Central bank of our country. All the financial institutions perform their
function under the rules and regulation imposed by NRB. The financia
institutions and separate finance companies are defined in many ways,
however, the simplest and clearest definitions are given below.

An ingtitution that uses its funds chiefly to purchase financia Assets
(deposits, loans and bond) as opposed to tangible properly. Financia
institutions can be classified according to the nature of principle claims.
They issue on deposits, intermediaries include among other life and property
Insurance companies and pension funds, those claims are the polices they
fall on the promise to provide income after retirement; depository
intermediaries obtain funds mainly by accepting deposit from the public.
Finance companies are financial institutions, which plays a significant role
in the development of the country. It has been a subject of growing
Importance and facilitates to provide employment as well as consumer’s
funds and helps to increase in purchasing power, which develops standard of
living. Finance company in our economy is not an old word. They came into
existence after 1992 like the mushrooms of rainy season. Today the
activities of the finance companies are mainly confined within the urban
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areas of the kingdom. The role of financial institutions to develop the
economy of the country is great and banking transaction is not sufficient to
mobilize the capital. Finance companies have an important role in
accelerating the pace of socio economic development the country.

After the political change of 2046; democratic government came into
existence and adopted liberal economic policy. Nepal has adopted mixed
economy to attract private sector investment. But, private parties were not
interested to invest on large scale or process of banking transaction rather
than immediate return from their investment. In such a situation, interested
Investors invested their capital on small scale operating finance companies,
which are in same way more profitable and provide return immediately.
With a view to boost financial development, finance company has emerged
as an important sector in the national economy. However, it is the resource
of economic development, which maintains the self confidence of various
segments of society and extends credit to the people.

Besides providing the service of loan, and deposit to the people; they also
have been providing services in an integrated way. They is aregular upward
trend in saving mobilization of people by institutional credit facilities.
Actualy, finance companies of Nepal are catering their customer buy the
services that might not come under purview of Banks.

2.1.1 Establishment, Growth and Development of Finance Company

There are different views about finance company that exist in different
countries. Most of the countries have common viewpoint that finance
company in terms of their function and area of coverage. By finance
companies, they mean, the organization that receive time deposit of different
maturity dates, providing loans for hire purchase, house, construction
business and aso taking merchant banking function such as share issue,
management of portfolio, management of mutual fund, project counseling,
manager and acquisition etc. The establishment growth and development of
finance companies is organized into the following three subsections
according to the context of different countries.
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2.1.1.1 Development Countries

The first investment bank began in  Philadelphia in 1794. The first
Investment company, the Massachusetts Hospital life Insurance Company
was founded in 1818 in Boston. The postal saving systems are al the
products of late 19" and early 20" century. The more interesting
development in US credit market in the 20" century. Then there has been
rapid growth in consumer credit. Installment credit was used for only a few
items such as pianos, encyclopedias, sewing machines and total house hold
expenditure. But the activities increases towards consumer durable good
such as automobile boats and household appliances (Ranlett: 1976:209).

Regarding the nature of business finance companies can be studied under
sales finance companies, consumer finance companies and credit union. The
finance company was developed largely to serve specialized loan markets.
At the present time there are many types of specialized finance companies.
The oldest and most familiar are the consumer finance companies the
consumer finance companies that were formed to serve the demand for small
personal loans (Smith:1974.107).

2.1.1.2 Asian Countries

The concept of finance companies in recent innovating in South Asiaand its
establishment, growth and development was initiated from mid 1950’s. The
first group of finance companies was established in Philippines and
Singapore in the same year . The member of finance companies about over
250grew rapidly by 1962; the finance companies in Thailand are still in the
beginning stages . Two major companies are listed in the Bangkok-stock
exchange was established in 1961 and other in 1965 finance companies were
established in HongKong at the end of 1967 . There are about eight finance
companies all sponsored by commercial banks ( Shrestha 1995:10)

The finance companies licensed under finance company act 1969 are the
second largest group of deposit taking financia institutions in Malaysia
Historically, the finance companies were a creation of early 1960’s
established as limited companies engaged in many lending activities not
unlike the larger licensed money lenders, that is providing loans mainly to
support the purchase of consumer durables, particularly, motor vehicles on
hire purchase terms and short to medium term business finance. At the end
of the first year of enactment of finance companies act 1969,28 finance
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companies with a total paid up capital of $ 40.2 million and 169 offices in
Malaysia were authorized to carry on business under act (Negra Bank of
Malaysia, 1959-1984:195).

The department for the supervision of non bank financial institutions which
was established in 1988, took over its responsibilities from development of
Bank supervision which earlier carried out the registration and supervision
of finance companies in Shri Kanka. The monetary Board, while registering
finance companies in terms of control of finance company act no 27 of 1979,
also issued directions of such companies with regard to the terms of
deposits. The need to maintain liquid assets limitations among other issues
consequently to the failure of certain finance companies to adhere to these
regulation and their near collapse, the government introduced new regulation
under section 5 of the public security ordinance on 17" June 1988, vesting
the monetary board of the central bank with special process to direct and
control the affairs of finance companies Act no. 78 of 1988, vesting the
monetary Board of central Bank with special powers to direct and control
the affairs of finance companies of 1988, replaced al previous legidation
relating to finance companies (Central Bank of Srilanka, 1950-1990:218)

The industrial finance corporation of India is the oldest of the financial
institution established in July under a specia act of legidative. However, the
passing of the industrial Development Bank of India Act 1964 made it
Inevitable to the certain changes in the Industrial Finance Corporation Act
ACSO. The Indian companies Act, 1956, which come into force on April
1956 marks an important stages in the Development of company law in
India (Simha, 1986:102)

In India there had been mushroom growth of finance companies. So that,
Reserve Bank has started regulating finance companies from the beginning
of 1997. After issue native of central bank of India, that the July 8, 1997,
about 37000 companies had applied their application for registration in
Reserve Bank (Timilsina, 1998:108).
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2.1.1.3Nepalese Context

Finance company is relatively a new concept in Nepal ese economy. As soon
as the country has adopted liberal and open economic policy, the opening of
the non banking financial has an encouraging trend. This was done as per the
objective of HMG to make the national economy more liberal dynamic and
competitive through increased participation of private sector in economic
development. The first legislative provision related with finance company.
Act 1985 (with its amendments) governs the establishment and functioning
of finance company. Despite this provision, private sector kept some silence
till 1992, the first finance company came; Nepal housing development
finance company limited was established in 1990, which is specialized in
government sectors. The second came in 1992; Nepal finance and saving
company limited which isrelated in private sector.

There are 53 listed finance companies in Nepal. Regarding the listing date
Nepal Finance & Saving Co. Ltd. Listed at first i.e. in 02/02/1993 and Patan
Finance Ltd. Listed at 11/05/2007. Among 53 finance companies 88.68%
have conducted their AGM. It means number of finance companies holding
AGM is 47. Regarding Dividend/Bonus Share Declaration and Share
Capitalization, 38 finance companies out of 53 have done so 10 out of 38
finance companies have given Cash Dividend. Similarly, 13 out of 38
finance companies have given Bonus Share. 14 finance companies declared
both cash dividend and bonus shares. 1 out of 38 finance companies have
done share capitalization. (Securities Board of Nepal, 2006/07).

Poudyal (1997) opines finance companies are of recent origin Nepal, which
virtually are subsidiaries of commercia banks and other financia
institutions.  As such they are assigned a limited commercia banking
functions in terms of deposit mobilization, but finance companies are as a
group are becoming largest immobilizers of public savings in Nepal. At
present NRB has demanded detail feasibility studies to ensure qualitative
growth of finance companiesin the country.
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2.2 Impact of Finance Companies in the Economic
Development

The role of financial activities to the development of the country cannot be
undermined. In fact, it is financia activities that rods the country to the
pinnacle of economic development financial development is one of the key
indicator of the economic development of the country. Financial activities
are the integral part of national planning to accelerate the rate of economic
development.

Shrestha (1995), opined that finance companies are the outcome of
government’s economic liberalization policy and also conclude that even
though there is mushrooming growth of finance companies there is no
significant contribution towards national economy has been felt because
finance companies schemes regarding hire purchase has increased the
buying of foreign goods resulting the outflow of scare foreign currency.

Following are the positive and the negative impact of the Nepalese finance
companies:

2.2.1 Positive Impact

For the economic development of the nation, finance companies
systematically collect the scattered capitals from different institutions,
companies or persons. The positive impact for the economic development of
the nation that is caused by finance companiesis given below.

a) They argue with a sense of confidence that the growth of finance
companies has made it possible for client to have easy assess to fulfill
individual credit needs which can be difficult in commercial banks as
aresult to too many unwanted and complicated procedures.

b) The depositors have new alternatives to choose a finance company
where they can put their funds with aternative return and incentive
and favorable terms and conditions, which they don’t enjoy earlier.
The only thing is that finance companies are gaining experience and
have to restore full confidence of depositors.

¢) Finance companies are competing for funds in the market. This is
healthy thing since only those finance companies who can manage
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d)

f)

and utilize funds who tap them in efficient ones will be automatically
driven out of the market.

Finance companies tend to balance their funding portfolio by linking
deposit with investment and landing function deposit together, so asto
encourage growth of capital market in one hand and meeting customer
demand fro credit and industrial growth on the other hand.

Finance companies have come up with an idea to encourage consumer
to strengthen their purchasing power through channel of consumer
credit as a hedge against inflation to build their consumer asset
portfolio today by paying from future income. Even in hire purchase
for instance, it is not fully exhausted as many consumer durables can
be brought under list of consumer asset building portfolio such as
engineering equipment, medical appliances, kitchen tools etc.

Finance companies are in better position to match repayment
schedules by linking the cash inflows to credit outflows by
minimizing credit defaults through strong internal management and
strict credit monitoring in addition to timely credit supervision and
controls by NRB. Finance companies are trying to develop credit
appraisal expertise within the organization.

2.2.2 Negative | mpact

In practical term, the criticism on the growth of finance companiesis and
escapade reality. Within a short span of time, the mushroom growth of
finance companies has raised reasonable denotes among the intelligential
and professionals their arguments against finance companies are
streamlined below:

a)

The worldwide experience regarding the relationship between finance
companies and economic development is found to be uncertain. Take
for instance, the growth of finance companies in a member of
countries such as U.K., Maaysia, U.SA.. India etc. have face loan
repayment problems arising from growing credit defaults. There are
also cases where the depositors are neither paid interest nor the
principle amount. The saving and loan association of U.SA. has
experience liquidity crunch and cash flow problems. As such the
probability of failure even a single finance company would bring a
wider chain effect of pushing number of finance companies into a
critical situation of closures and collapses.
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b)

The injection of too many finance companies in the financial system
of the country is dangerous for the simple reason that they are
repaying on consumer goods that are mostly imported without any
relationship between consumption pattern and domestic industrial
production. This kind of credit financing cannot remain sustainable to
the extent that the performance of finance companies will not have
favorable impact on the overall national economy.

As it is evident that the mushrooming growth of finance companies in the
absence of their contribution of industrial production and expansion would
bring the financial sector to face higher exposure to risk of in solvency
leading to total national bankruptcy.

A country cannot offer to encourage imports from consumer credit financing
through finance companies at present have drained the scarce foreign
exchange to finance imports and their expensive operations continue to bring
massive capital outflows to other neighboring countries. That is what is
called shadow growth resulting from activities of finance companies that
failed to invest in productive industrial sector.

c)

d)

Moreover, finance companies tend to bring wider bandwagon effects
in the economy, once cash inflows are not properly matched with
repayment schedules. As loans are going only for consumption
purpose without emphasis on productive sector loans, the risk of
default is sure to come since how one can pay credit if there is no
paper relationship between use of credit and its probable cash flow
generation failure to pay interest and principle will come together at a
time when finance companies face serious cash flow problems.

The flat rate of finance companies interest rate charge on the lump
sum loan has came to the criticism from clients that they are being
exploited for their ignorance and laxity of controlling authority.
Instead of charging the interest on declining balance of loan, the flat
rate has raised the actual cost of loan to the clients. But in this regard,
finance companies have opened both options either to pay at lower
flat rate in which the size of installments is adjusted automatically or
at a reducing balance method requiring higher rate on interest to be
paid on loan 12% flat rate versus 19% interest rate at reducing balance
method.

In the growth of finance companies, public criticism is focused to the
promoter’s strategy of getting quick risk by raising funds from the
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f)

9)

h)

2.3

public to serve their limited invested interest without actually have
any long term sustainable strategy when they were promoted. But, this
Is more of a wishful thinking as some other remarked since NRB is
there to regulate finance companies with strict regulatory guidelines
requiring promotersto follow.

Finance companies are composed to a greater degree of risk since they
are still weak and deficient in credit analysis and appraisal. Many of
them have not given priority to the development of credit appraisal
expertise since loans are given even now on the basis of persona
influences and relationship. The credit standards necessary to regulate
and control finance companies are still in infant stage.

Finance companies are not gaining adequate public confidence
because of fear that there is risk of depositing money in the finance
companies. Many of the finance companies have not been able to
prove professional competency and also not making selective credit
strategy to have proper linkage between credit and cash flow
generation,

The gradual shift of lending from the hire purchase to housing loan is
also not providing productive since the generation of income prove a
long generation period on the one hand and there is no guarantee that
the income will come after completion on the other hand. Again,
housing loan is for own use and in such a case how the income will be
generated to repay the loan.

Failure to recycle the funds in income generating sectors will have a
serious rebounding effect to the extent that the future of finance
companies in the depend upon their high pop with better success.

Finance Companies Differ from Banks and other
Financial I nstitutions

Sthrestha (2054) argued that the line of demarcation between finance
companies and commercial banks including other financia institutions
exists. Given the functional delineation in various respect such as.

a)

Asset Vs. Management Orientation

Commercial banks and other financial institutions are assets-oriented and
their lending decisions are guided by detailed credit analysis, as they are
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generally risk avoiders. But finance companies are generally management
oriented and are willing to accept risk of business by placing greater
emphasis on growth, management and cash flows from the perspective
clients which they finance.

b) Financiers Vs Financial Architects or Engineers

Commercia banks and other financia institutions simply act as financiers
but finance companies are more than that to act as financial engineers and
architects. It is because every time commercial banks and other financial
Institutions strive on financial muscles while finance companies depend
much on the strength of the ability to anticipate, innovate and discovery of
new ideas.

c) Debt Vs. Equity Related Activities

Because of differences in approaches and attitudes, commercial banks and
other financial institutions basically deal with debt and debt related finance
as their activities are arrayed towards credit proposals, credit appraisals and
loan sanctions. But in contrast, finance companies have sphere of activities
dealing with equity and equity related finance since their power lies in
raising funds from capital market but with backing of credit line from
commercia banks.

d) Slow Vs. Quick Delivery of Financial Services

Moreover, the difference between finance companies and commercial banks
including other financia institutions lie in the delivery of financial services
In market because the activities of finance companies have decisive impact
on the growth stability and liquidity of capital and money market both in
secondary and primary capital market as they manage to underwrite and
support public issues with willingness to take risk compared to commercia
banks that consider risk compared to commercial banks that consider these
functions secondary and undertake only there are no inherent risk involved.

e) Borrowing Vs. Deposit Collection

Commercia banks and other thrift institutions obtain most of their funds by
Issuing time savings and demand deposits while finance companies top
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majority of their funds in large amount by borrowing directly from
commercial banks and other financial institutions or by selling securities in
capital and money market.

f) Risk Avoiding Vs. Risk Taking

Commercial banks and financia institutions do not venture to take risks
unless adequately covered by security and return while finance companies
venture to manage risk by mobilizing funds from non risk taking banks and
financid institution. In fact, finance companies tend to enter such fields or
potential areas while commercial banks and other financial institutions
hesitate to enter.

g) LessVs More Regulations

Finance companies are not very much strictly regulated like that of
commercia banks and other financial institutions athough they suffer from
policy inconsistencies, procedural lapses and inadequacy of guidelines.

h) SizeVs. Potentiality

In terms of size and resource base, finance companies are very small
compared to commercial banks and other financial institutions. But in terms
of potentiality and financial services, finance companies are faster in the
delivery of financia services.

1) Low VsHigh Net Worth

Finance companies have low net worth base compared to commercia banks
and other financial institutions

j) Consumption Vs Production Linkage

Finance companies are basically targeted to meet a wide variety of
consumption loan by creating demand for industrial products athough loan
also goes for business and industry but commercia banks and other financia
Institutions provide loan to produce means of production to encourage
capital formation in the country.
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k) Dynamic Vs Traditional Lending

Lastly finance companies management have come under increased pressure
from gradual changes in the regulatory and institutional structure to have a
dynamic and considerable shift in their assets portfolio from consumer
lending to business lending compared to commercia bank and other
financia institutions. Moreover, finance companies because of rising costs
may come under regulatory restrictions coupled with binding interest rate
ceilings and thereby reduce their profitability.

In the context of Nepal, finance companies despite being different from
commercial banks and other financia institutions are still undertaking more
of commercial banking business of accepting deposit to support lending
rather than exploring innovative areas of merchant banking services and
developing wide variety of financia instruments to mobilize funds from
capital market.

Thus, the review of above relevant literature has no doubt enhanced
fundamental understanding and foundation of the knowledge base, which is
prerequisite to make this study meaningful and purposive. The choice of
research methodology and future analysis of the researcher’s study would be
under track and pertinent to suggest future workable suggestion for finance
companies.

2.4 Literatureabout Finance Companies

The relevant literature regarding finance companies were found very few.
However, this researcher has attempted to go through all possible materials
that are relevant with this study. Relevant materials here mean books,
articles, thesis, periodicals and the matter concerning finance companies.

2.4.1 Review of Books

There are some books that explain about establishment, growth,
development and functions of finance companies and their impact on
economic development. “The growth of finance companies can be directly
tied to change in life styles, preference for private home ownership and the
related demand for economic durable. Finance companies are provided in
the form of short term and long term debentures/ or bonds. These bonds and
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subordinate to the claims of other creditors and are therefore riskier. They
command a higher rate of return (Edmister,1980; 144).

In the words of Donglas Vickers, “The balance sheet items of finance
companies; their principle sources of funds are long term debt and short term
commercial paper. Some of these companies enjoy high credit ratings,
making a automobile loans and they are able to borrow in the unsecured
commercia paper market. Their assets are mainly various from of consumer
and business account receivables.” (Vikers, 1985;236).

He further states, an examination of the typical asset and liabilities structures
of the various financial intermediaries highlighted the fact that different
institutions are traditionally suppliers of money capital funds to different
sections of the capital market. Finance companies are among the principle
holders of the consumer installment debt. This relative speciadization of the
Intermediaries investment activities an portfolio has important implications
for the economy. When changes occur in the structure of the channels of the
flow of investable funds, noticeable impact can be felt on the relative costs
and availabilities of fundsto different sectors of the economy.

In the words of Roland I. Robinson and D. Ware Wrightsman. “Finance
companies are second stage intermediaries. Large amounts of funds loaned
by finance companies are funds that are borrowed by finance companies
from commercial banks. Indirectly, those commercia banks lend to ultimate
borrowers of marginal credit worth. The risks are assumed and the profits
are taken, however, by the finance companies layered between the banks and
the borrowers. Finance companies aso procure funds in very large amounts
by issuing long term bonds and short term paper. Most of the buyers of these
securities are banks, business and other organizations very little persona
saving gets placed directly with finance companies (Robinson and
Wrightman, 1980: 86).

Gustafson (1968) advocates that The world bank model capital structure for
a development finance company, referred to provide a useful base for
examining the problem. There was no experience by which to judge the
proper relationship among companies. The initial ratios were determined not
only by analytical findings as to what was reasonable in a particular
economy for a particular company doing a particular kind of business, but
rather by feeling that the “Model” capital structure was reasonable. The
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management of these companies have not had to question the
appropriateness of the initial debt equity relationship; for the younger
companies the problem of the initial debt equity relationship; for the younger
companies the problem of the relative amounts of outside capital to
shareholders capital is not important, since it takes severa years before a
company’s initial borrowings capacity is fully utilized. Experience to date
with this capital structure has not been unfavorable. A number of companies
have incurred no losses.

In the words of Kent (1972) “On the basis of classes of borrowers to which
they direct most of their loans, finance companies have a threefold
classification business finance companies. In all these three classes, the
companies are variously proprietorships, partnerships and corporation, but
with few exceptions, the larger ones are corporations, with these
corporations having large proportions of total loan outstanding.” He further
says. “A distinguishing feature of finance companies generally is that they
depend upon borrowing to obtain most of their loan funds, rather than by
taking deposit or selling stocks or shares of some mind.” (Ibid: 233). When
possible, the typical finance company obtains a substantial share of its loan
funds by long term borrowing in addition to the equity investment of its
proprietors or stockholders and the remainder by short term borrowing that
Is especially depended upon to take care of fluctuations in the loan demands
of its own customers for much of their short term borrowing finance
companies rely upon the commercia banks as lenders. But the larger
companies also borrow extensively in the open market by selling short term
promissory notes to all individual and institutions that are willing to buy,
and they shift substantial amounts of their borrowings back and forth
between commercial banks and the often market in consideration of the
availability of money and the terms on which they may borrow from the two
sources,

Kenneth J. Thygerson writes finance companies are the largest and least
regulated financia institutions in the United States. These firms got their
start by providing financia lending services to two entirely different
markets. The commercia finance companies developed largely as captives
to large manufacturing firms. These business customers typically needed
financing for equipment purchases forms that sold equipment developed
their own companies to finance sales. Because many of these firms were
subsidiaries of large highly capitalized firms with strong credit ratings, they
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were able to obtain financing at highly favorable rates (Thygerson
1993:314).

He further writes another group of finance company began by financing how
and moderate income consumers. The consumer finance companies had a
business strategy for different from their commercial firms companies
sisters. Many of these firms lend money to individual s through retail offices.
The consumer finance company succeeds by segmenting the market and
concentration on the lower income household that is unable to meet
commercia bank underwriting credit standards (1bid:315).

Prof. Dr. Manohar K. Shrestha expresses his view as “Finance companies
have to be established, organized managed and operated with a professional
team of mixing innovative ideas with money and experience. The financial
performances of finance companies vary from each other of their
profitability, dividend payment and market prices.” (Shrestha 1995:56).

The need to strengthen the institutionalization of finance companies is
important to have meaningful relationship between finance companies and
national development through shift of credit to the productive industria
sectors. At the same time the series of reforms such as consolidation of
finance companies and commercial banks, direction attention to venture
capital financing, appropriate risk return trade off by liking credit to timely
repayment schedules, deposit insurance schemes, achieving exceptional
impacts of depositors and clients, avoiding imperfections, alowing
flexibility in lending, one window service from NRB, need of strong
supervision and monitoring from NRB, diversity scope of activities to fee
based activities, allow funds transfer, refinancing facilities for finance
companies professional culture within finance companies etc. All these are
necessary to ensure better future performance of finance companies that
have already been established and growing in Nepal. He further adds, the
anaysis of their lending and investing activities show only every few
finance companies have aggressive investing strategy compared to most of
them following conservative strategy. Mgor part of their lending is in
consumer durable through higher purchase and then to housing loan. But
rather there has been loans that consists of business and individual loan. But
rather there has been loans that consists of business and individua loan
(Ibid:57).

26



Finance company helps to boost the economy by mobilize the funds from
unproductive sector to productive sector. By means of higher purchase it has
increased the market for consumer durables. It also plays the role of mere
hand banking to industrialize the nation. In mobilization and inadequacy of
capital are the magor hindrances for industrialization of our country, in this
regard finance company has great prospective. However, in order to perform
well it should reduce its dependence upon fund based activities to fee based
activities.

2.4.2 Review of Articles

In this section an effort has been made to examine and review of some
related articles in different economic journals, NRB discussion papers,
magazines, newspapers and other related materials.

Neupane (1993) in his article has concluded that finance companies with
new financia instruments and innovation are highly needed in the economy.
Regarding the establishment of these companies, there is still ample room
for developing varieties of companies and financial instruments to attract the
small savings. This will provide investment opportunities to small and
medium savers. Nepal ese people have the better experience of being cheated
by as called uphar, installment and other prize awarding schemes. Therefore,
efforts could be made to create a sound institutional base so that people will
not be cheated by breaks.

Karki (1995), in her article has presented with the future of opening finance
companies might not be always strong. When the company is not successful
in mobilizing deposit, then the saving condition of deposit holders, is at too
much risky. Thus, the justification of deposit insurance is a must finance
companies are opening and running to flow loan following the same foot
step of commercia banks area is not favorable. They should direct
themselves in different identification to motivate the flow loan in new area
instead of new commercial bank’s ideas and knowledge. They are not
successful to take opportunity is and expand the adequate service in the
existing and economic activities of the country. So, before providing
authorities, concerned should be careful thinking that the finance companies
can manage long time or not.

Similarly, Nepal (1996), in his article has concluded that the certain
competition among the finance companies, their numbers, last savings of
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people and consecutive dealing with finance companies have pointed to the
crisisin the future. Nepa Rastra Bank is expected to assess and observe the
finance companies established by natives and foreigners. It should hear
discussion from concerned experts on the matter without any delay.

In the same way, Poudya (1997), in his article has presented with
comparison to the commercia banks the interest rate is relatively longer that
Is provided and accepted by finance companies. The activities of the finance
companies should not be confined within the valley. They should extend
their services to the rura sectors of will hill and terai to reduce regional
Imbalance. To sustain themselves in the environment of competition they
should introduce new methods to collect deposits and investments. They
should learn from the draw back, failure and success of commercia banks to
effectively maintain as alternative status.

In the words Palikhe (199), in order to trigger timely change in the economy
of country and living standard of Nealese people, the role of finance
companies is important. But the quality of the finance companies does not
count. Presently the trend of servicing in the urban areas should be
discouraged and the rural region should be made the main target area. In the
political environment where commitment is lacking and open boarder with
India, the finance companies have a difficult task to struggle against
minimum prerequisites.

Besides these, Pradhan (1992) has made a conclusion that the finance
companies are centered in the city as like commercial banks. If this trend
remains, the central bank is to consider novel strategy. However, financial
and banking transactions don’t take place in vacuum. The emergence of
closure of finance companies in market economy is common phenomenon.
But keeping mind is our economy we should not undermine the regional
imbalance that prevails in our economy. The government and central banks
are expected to create/play a positive role in expanding finance companies
throughout the country. The capita structure should be changed
immediately. The opening up finance companies like furniture shops is a
good trend. They should aim at novelty and wide possibilities, which is not
felt sufficient as yet. The most of loan transaction shares have occupied like
wire purchase but not forget the other transaction like housing; term loan
leasing etc. should be given important alternative.
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Timilsina (1998), in his article, advocates that especially the finance
companies are gathering in urban areas. Under company act they are
registered in registrar office and licensed from NRB only can transact after
having required terms and condition are fulfilled. Learning from the
experience of Indian finance companies and becoming conscious of crime
risk, failure and cheating in the bank and other financial institutions. The
central bank and other officiated offices should give proper attention timely
to evauate and monitor their presentation and activities.

Sapkota (1998), has concluded that the finance companies have contributed
much to the use of financial equipment in the system of Nepalese finance.
The habit of saving and depositing is on rise among Nepalese customers as
the finance companies are serving door to door. They are interested in
promoting capital. The debtors are also facilitated by quick service in loan.
As the finance companies are focusing on consumer commodities. They
have not been able to contribute in the productive sectors like agriculture
industry and other.

2.4.3 Review of Thesis

Before this, nominal thesis works have been conducted by some students
regarding the aspects of finance companies such asinterest rate structure and
financia performance which are the most important to the researcher for the
purpose of study are presented below.

Ranabhat (1997), in his thesis concluded that the uses of fund toward the
hire purchase and housing loan has been gradually decreased, but the term
loan and leasing gradually increasing. He further emphasizes that the
anaysis of their lending and investment activities show only few finance
companies have aggressive investment strategy compared to most of them
following conservative strategy.

Wagle (1997) in his thesis concluded that the major portion of lending isin
the areas of consumer durables through hire purchase and housing loan but
not to forget the term loan that consists of business and industrial loan. The
need to strengthen the institutionalization of finance companies is important
to have meaningful relationship with the national development through shift
of credit to the productive industrial sectors. It is also fund that finance
companies tend to balance their funding portfolio by linking deposits with
Investment and lending function.
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He has further stated that the information regarding the different financial
Institutions is not found to each due to lack of proper co-ordination of their
activitiesin credit business and investment pattern. This had and unfortunate
tendency hampers the whole economic activities and financial business of
the country. The co-ordination should be tendency in operation of finance

company is and it may be suggested that to make “Bank Board” system for
blank listed lender.

Here in this section the researches have made an attempt to go through other
relevant literature regarding finance companies.
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CHAPTER 3

RESEARCH MERHODOLOGY

To accomplish the objective stated in chapter 1, this study follows research
methodology, described in this chapter. This study includes the various
financia as well as statistical tools to analyze the data in order to come to a
certain conclusion. This chapters highlights the research design, population
and sample, nature and sample of data, financial statement analysis etc.

3.1 Research Design

kerlinger 1994, opined research design is the plan, structure and strategy of
Investigation conceived so as to obtain answers to the research questions and
to control variance. As this opinion suggests any research project would be
unthinkable without the research design clearly concelved by the researcher.
Research design is highlighted for ascertaining the basic objectives of the
study. Research design includes definite procedures and techniques which
gives adequate insights to analyze and evaluate the study.

The research design of this study is based an exploratory as well as
anaytica type. The study is more perspective than descriptive since the
employment of secondary data to anayze the investing activities and
performance of listed finance companies of Nepal However, qualitative
information regarding management aspect of the finance companies related
with investment activities and performance has also been considered.

3.2 Population and Sample

The population of this study constitutes all the finance companies in Nepal
listed in Nepal Stock Exchange. There are 53 finance companies listed in
Nepal Stock Exchange. So, population of the study is 53 companies (Annex
A). Among them 8 finance companies are taken using non probability
sampling technique i.e. purposive sampling as samples. The sample covers
15.10% of the population. The selected finance companies are mentioned
below.
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1) Annapurna Finance Co. Ltd

2) Goodwill Finance Co. Ltd

3) Lalitpur Finance Co. Ltd.

4) NIDC Capita Markets Co. Ltd.
5) Nepal Share Markets Co. Ltd.
6) National Finance Co. Ltd.

7) Peoples Finance Co. Ltd.

8) Universal Finance Co. Ltd.

3.3 Nature and Sour ces of Data

This research is basically based on secondary data. The data are based on the
AGM reports of the finance companies are collected though from finance
companies, security board and Nepal Stock Exchange. The study covers and
period of five years commenced from 2003 and ends in 2007. In addition to
that general observation method is used to collect information related to
managerial and behaviora aspect.

3.4 Analytical Toolsand Techniques

In order to analyze the data the researcher will employee financial as well as
statistical tools. Financial tools includes ratio analysis the researcher will
employ various ratios under activity operating, profitability and growth
ratios. Similarly, under statistical tools the researcher will employ mean,
standard deviation, coefficient of variances, correlation analysis, regression
analysis and time series analysis according to the demand of objectives set
previoudly.

3.4.1 Financial Statement Analysis

Financial statements reflect the financial condition of the organization. This
study aims to find out the investment activities and performance of listed
finance companies. The pertinent data regarding investment activity and
performance is found on the financial statements. However, they are
required to be anayzed to get the result that could able to answer the
guestion raised and objectives set previoudy for this financial statement
analysisis highly desired.
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Pandey (1979) explains, financial statement anaysis is largely a study of
relationship among the various financial factors in a business as disclosed by
the single set of statement and a study of these factors as shown in a series of
statements. It is the process of identifying the financial strengths and
weaknesses of the firm by properly establishing the relationship between the
items of balance sheet and profit loss account. Thus, the analysis of financial
statement is an important and aid to financial analysis. It is helpful in
accessing the financial position and profitability of business concern.

Financial statement analysis is a process of evaluating the relationship
between components/parts of a financial statement to obtain a better
understanding of a firm’s position and performance. Financial analysis is
designed to determine the relative strength and weaknesses of a company
whether the firm is financially sound and profitable relative to other firmsin
its industry and whether the firm is improving or deteriorating overtime.
Thus, it helps to managers, investors and creditors to make a good decision
about the recent and current financial situation together with investment
activities and performance. The purpose of evaluation of financid
statements differs among various groups such as creditors, shareholders,
potentia investors etc. interested in the results and relationship reported in
financia statements.

“To begin with the work of analysis, the analyst or the financial manager
must have at his proposal, certain analytical tools in order to make rational
decisions keeping in mind the overall goals of corporation. Or private
enterprises where he is working for” (Shrestha, 1980: 220). There are many
tools to analyze investing activities and performance of an organization
broadly; they can be categorized into financial and statistical tools. Both the
tools are briefly described here.

3.4.2 Financial Tools

The data available will be summarized at first. The hidden facts put forth by
financia statements will be analyzed using financial tools such as ratio
anaysis, which is given below:

3.4.2.1 Ratio Analysis

Ratio Anaysis is technique of analysis and interpretation of financial
statement. To evaluate the performance of an organization by creating the
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ratio from the figures of different accounts consisting in balance sheet and
Income statement is known as ratio analysis. It provided guides especially in
gpotting trends toward better or poor performance and in financing out
significant deviation from any average or relatively applicable standard
(Dongol, 1997). “A ratio is defined as a indicated quotient of two
mathematical expression and is the relationship between two or more
things”. (Van Horne, 1997:759). It helps to researcher to make qualitative
judgment about the firm’s financia position, performance and investment
activities. Ratios are broadly classified into four types viz. liquidity ratio,
activity ratio, profitability ratio and leverage ratio. Under these
classifications there are many sub classification too. Here in this research,
the researcher has made an attempt to select the ratios that are pertinent with
the explanation of investment activities and performance of listed finance
companies.

3.4.2.1.1 Liquidity Ratio

The ability of a firm to meet its obligation in the short form is known as
liquidity. It reflects the short term financial strength of the business. This
ratio flashes out picture of the capacity of an enterprise to meet its short term
obligation out of its short-term obligation out of its short term resources
(Pradhan: 1986). The liquidity ratio measures the ability of afirm to meet its
short term obligation. In order to ensure short term solvency the company
must maintain adequate liquidity. Liquidity ratio neither be too low nor too
high. If the liquidity ratio of the company is too low it will result bad credit
rating, less creditor’s confidence eventually lead to bankruptcy. If the
company has high degree of liquid fund, it will unnecessarily tie up in
current assets. Thus the company should endeavor to maintain proper
balance between inadequate liquidity and unnecessary liquidity for the
survival and avoiding the risk of insolvency. Liquidity ratios can be
classified as under.

1) Current Ratio
The current ratio indicates company’s liquidity and short term debt paying
ability. It shows the relationship between current-assets and current
liabilities. Thus,

Current Assets
Current Liabilities




Current assets are those assets, which can be converted into cash within
short period of time. (Khan and Jain, 1993: 83). The assets that can be
converted within a year are considered as current assets. Cash and bank
balance, money at call or short notice, loans and advances, investment in
government securities and other interest receivable, debtors, bills purchased
and discounted and miscellaneous current assets are the examples of current
assets. Similarly, current liabilities are those obligation which are payable
within a short period, generally one year. Sometimes it is called working
capital ratio. Deposit and other short term loan, bills payable, tax provision,
staff bonus, dividend payables and miscellaneous are the examples of
current liabilities,

Generdly, the current assets of the company should be twice than current
obligation to be technically solvent for many types of business 2:1 is
considered to be an adequate ratio. “If the current ratio of the firm is less
than 2:1, the solvency position of the firm cannot be considered as good.”
(Dongol, 1995:373). A relatively high value of current ratio is liquid and has
the ability to pay its bill and vice versa. Lastly, the widely accepted standard
of current ratio is 2:1 but accurate standard depends on circumstances in
case of seasonal business ratio and the nature of business.

1) Cash and Bank to Total Deposit Ratio

In the case of financial institutions current ratio itself could not be taken as
prime consideration for analysis investment activities and performance.
Hence many ratios regarding liquid assets are sought. It is known that cash
and bank balances are most liquid current assets. This ratio measures the
percentage of most liquid fund with the finance companies to make
iImmediate payment to the depositors. This ratio is computed by dividing
cash and bank balance by total deposit. This can be presented as,

Cash and Bank Balance
Total deposit

Here, cash and bank balance includes. cash on hand, foreign currency on
hand, cheques and other cash items, balance with domestic banks and
balance held in foreign banks. The total deposit encompasses current
deposits, fixed deposit money at call and short deposit and other deposit. A
high ratio indicates the greater ability to meet their deposits and vice versa.
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Moreover, too high ratio is unfit as capital will be tied up and opportunity
cost will be higher.

Iii) Cash and Bank Balance to Current Assets Ratio

This ratio examines the finance companies liquidity capacity on the basis of
its most liquid asset i.e. cash and bank balance. This ratio reveas the ability
of the finance company to make the quick payment of its customer deposit.
This ratio is computed by dividing cash and bank balance by current assets.
This can be stated as:

Cash and bank balance
Current assets

A high ratio indicates the sound ability to meet their daily cash requirements
of their customer deposits and vice versa. Both higher and lower ratios are
not desirable since if a finance company maintains higher ratio of cash, it
has to pay interest on deposits and some earnings may be cost. In contrast, if
a finance company maintains low ratio of cash, it may fail to make the
payment for presented cheques by its customers. So, sufficient and
appropriate cash reserve should be maintained properly.

Iv) Investment on Gover nment Securitiesto Current Assets Ratio

This ratio examines that portion of afinance company’s current assets which
IS invested in government securities. More or less each finance company is
interested to invest their collected fund on different securities issued by
government in different time to utilize their excess funds and other purpose.
Though government securities are not as liquid as cash and bank balance of
finance company, they can easily be sold in the market or they can be
converted into cash in other ways. This ratio is computed by dividing
government securities by current assets. It can be stated as:

I nvestment on government securities
Total current assets

Here, investment on government security includes treasury bills and
development bonds etc. This ratio shows that out of total current assets, how
much percentage of it has been occupied by the investment on government
securities.
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vi) Loan and Advancesto Current Assets Ratio

Loan and advances are included in the current assets of finance companies
because generally they provide short term loan, advance overdraft and cash
credit. Loan and advances to current assets ratio shows the percentage of
loan and advances in the total current assets. This ratio can be computed
dividing loan and advances by current assets. This can be stated as,

L oan and advances
Current assets

The numerator consists of loans, advances, cash credit, overdraft, local and
foreign bills purchased and discounted. In order to make high profit by
mobilizing its fund in the best way, a finance company should not keeps its
al collected funds as cash and bank balance but they should be invested as
loan and advances to the customers. But, high funds flow towards loan and
advances may aso be harmful to keep the finance company in most liquid
position because they can only be collected at the time of maturity only.
Thus, a finance company must maintain its loan and advances in appropriate
level and to find out position of current assets, which is granted as loan
advances.

3.4.2.1.2 Activity Ratio

Activity ratios can be used to know the efficiency of the different assets with
the help of these ratios, the analyst can know whether the assets are utilized
properly or not. Activity ratios serve as one of the powerful tools to analyze
Investment activities and performance of finance companies. These ratios
are aso caled turnover ratio. It measures how effectively the company
employees the resources at its command. Funds are collected by collection
of shares and debts owners, creditors and outside parties. The funds are
invested in processing various kinds of assets to generate profits. The better
management of asset turnover is the better indication of its financial
performances and large amount of profit. Activity ratios are the indicators of
a concern with regard to its efficiency in assets management; hence they are
often referred as efficiency ratios are computed to assess finance companies
efficiency in utilizing available resources. The types of activity ratios, taken
Into consideration, for the research purpose are explained below.
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1) L oan and Advancesto Total Deposit Ratio

This ratio measures the extent to which the finance companies are successful
in mobilizing deposits for the purpose of profit generation. It is the
proportion of efficiency i.e. loan and advance among the total deposit of the
finance company. This ratio is computed by dividing loans and advances by
total deposits. This can be stated as,

L oan and advances
Total deposits

Higher ratio shows the finance companies ability to provide the loan and
advances to the people. A high ratio of loan and advances is considered to be
the high of efficient finance companies management and better mobilization
of collected deposits and vice versa.

i)  Loan and Advancesto Fixed Deposit Ratio

This ratio indicates how much of loan and fixed deposit is the main account
of finance companies fixed deposit is the highest interest rate payable
deposit. Hence finance companies must utilize fixed deposit properly. This
ratio is obtained by dividing loan and advances by fixed deposits. This is
expressed as

L oan and advances
Fixed deposits

Loan and advances to fixed deposit ratio indicate how properly the fixed
deposit is utilized.

i)  Loan and Advancesto Total Working Fund Ratio

Loan and advances is the major component in the total working fund (Total
Assets), which indicates the ability of finance companies on working fund
ratio for the purpose of income generation. This ratio is computed by
dividing loan and advance by total working fund. Thisis stated as,

L oan and advances
Total working fund
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Here the denominator includes al assets of balance sheet items. In other
words, this includes current assets, net fixed assets, loans of development
bonds and other investment in share, debenture etc. A high ratio indicates a
better mobilization of fund as loan and advances and vice versa

Iv)  Investment on Government Securities to Total Working Fund
Ratio

This ratio shows that finance companies investment on government
securities in comparison to the total working fund. It is very significant to
know the capacity of finance companies to mobilize their working fund of
different types of government securities to maximize the income. All the
deposits of the finance company should not invest in loan and advances and
other credit from security and liquidity point of view. Therefore to some
extent, finance companies should invest to the government securities. This
ratio is calculated by dividing investment on government securities by total
working fund. Thisis presented as,

| nvestment on government securities
Total working fund

This ratio shows that out of total working fund how much percentage of it
has been occupied by the investment on government securities.

v)  Total Investment to Total Deposit Ratio

Investment is one of the major forms of credit created to earn income. This
implies the utilization of firm’s deposit on investment in government
securities and share, debenture of other companies and banks. This ratio
measures the extent to which the finance companies are successful in
mobilizing total investment on total deposit. The amount of deposit should
be soundly as the finance company has to put only interest on its deposit but
also has to declare handsome dividend to its owners i.e. shareholders. This
ratio can be calculated by dividing total investment by total deposit. This
ratio can be mentioned as,

Tota Investment
Total deposits
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The numerator consists of investment of government securities, investment
on debenture and bonds, share in subsidiary companies, shares in other
companies and other investment. A high ratio indicates that the finance
company’s efficiency is more on investing its deposits and low ratio
indicates in ability to put its deposit for the lending activities.

3.4.2.1.3 Profitability Ratios

Profitability ratios show the overall efficiency of business concerns. The
relation of the return of the firm to either its sales or its equity of asset is
known as profitability ratio. Profit is necessary to survive in any business
field for its successful operation and further expansion. It measures
management’s overall effectiveness as shown by the return generate on sales
and investment.

The difference between total revenues and total expenses over a period is
known as profit. Efficient operation of a firm and its ability to pay and
adequate return to different parties depend upon firm’s profit. It is regarded
as the most essential element for companies’ growth, survival and to
compete with competitors. In fact, sufficient profit must be earned to
maintain the operation of the company to be able to acquire funds from
investors for expansion and to contribute towards the goals of nation. This
implies that the measuring rod of companies for the investing activities and
financial performance. Higher the profitability ratio, better the investing
activities and financial performance of the finance companies and vice versa
Profitability of the finance companies can be evaluated through the
following different ways.

1) Net Profit to Total Assets Ratio

Net profit refers profit after interest and taxes. Minimizing taxes within the
legal options available will also improve the return. It is aso known as
return on assets (ROA). Return on total assets evaluates the efficiency of a
company in utilization and mobilization of assets and its survival. This ratio
Is calculated by net profit (loss) by total assets. This can be mentioned as

Net profit (Loss)
Total assets
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The numerator indicates the position of income left to the interval equities
after all costs charges expenses have been deducted. Total assets comprise
those assets, which appear asset side of the balance sheet. The high return on
total assets ratio usually indicates that high profit margin and high turnover
of total assets and vice-versa.

i)  Net Profit to Total Deposit Ratio

Net profit to total deposit ratio examines whether management has been
capable to mobilize and utilize the deposits. It also helps to know the overall
performance and generation of profit of finance companies. This ratio is
most important to identity whether the organization is well efficient or not in
mobilizing its total deposits, so that corrective action could be taken. The
return on total deposit ratio can be computed by dividing net profit by tota
deposits. This can be expressed as:

Net Profit
Total Deposit

i) Net Profit to Net Worth Ratio

The net profit to net worth ratio is used to measure to see the profitability of
the owner’s investment or company’s earning power against owner’s equity
the excess amount of total assets over total liabilities is known as net worth.
Net worth refers to the owner’s claim of a finance company. This ratio is
calculated by dividing net profit by net worth (Total equity capital). This can
be stated as:

Net Profit
Net Worth

Here, net worth focuses not only the paid up capital but also include general
reserve, capital reserve, ordinary share, preference share, premium on share
and other reserve which may distribute to shareholders as dividend.

Iv)  Total Interest Earned to Total Working Fund Ratio

To depict the earning capacity of a finance company on its total assets/or
working fund, total interest earned to total working fund ratio is very helpful
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and significant. In other word this ratio reflects the extent on which the
finance companies are capable to mobilize their total assets to generate high
income as interest. This ratio is calculated to find out the percentage of
Interest earned to total assets (working fund). Thisis stated as:

Total interest earned
Total working fund

The numerator comprises total interest income from loans, advances cash
credit and overdrafts government securities, inter finance companies and
other investment. A high ratio is an indicator of high earning power, and
better performance of the finance companies on its total working fund and
vice-versa

v)  Total Interest Paid to Total Working Fund Ratio
This ratio measures the percentage of total interest paid on liabilities with
respect to total working fund. This ratio can be calculated by dividing tota
interest paid by total working fund, which can be presented as:

Total interest paid
Total working fund

Here, the numerator consists of total interest expenses on total deposits, loan
and advances, borrowing and other deposits. A high ratio indicates high
Interest expenses on total working fund and vice-versa.

3.4.2.1.4 Leverage Ratio

A firm should have a strong short-term as well as long-term financial
position. “To judge the long term financial position of the firm these ratios
help to measure the financial contribution of owners and creditors
comparatively. These ratios indicate the situation of the capital structure,
which is calculated to measure the companies ability of using debt for
benefit of shareholders.” (Cannedy, 1986: 213). Long-term creditors like
debenture holders, financial institutions etc. are more interested to the firm’s
long term financial strength. The capital structure ratio mainly highlight on
long term financial hedlth, debt servicing capacity and strengths and
weaknesses of the concerns. This ratio may be calculated from the balance
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sheet items to determine the proportion of the debt in total financing. In
summary, debt ratios tell us the relative proportions of capital contribution
by creditors and by owners. These ratios are powerful financial tools to asses
the performance of the organizations.

1) Debt-Assets Ratio

Total debt to asses ratio shows that what portion of the capital assets are
financed by out-side funds and measures the financial safety/security to the
outsiders. It is calculated by dividing total debt by total assets. This can be
stated as.

Total debt
Tota assets

The numerator consists of short-term and long-term debt. Debt is that sum of
money that must be payable. Creditors, bills payables, are the examples of
debt. A high debt to total asset ratio represented a greater risk to creditors
and shareholders and vice-versa. This ratio implies a finance company’s
success in exploiting debt to be more profitable.

i)  Debt-Equity Ratio
Debt-equity ratio examines the relative claim of creditors and owners against
the firm’s assets. Alternatively, the debt to equity ratio indicates the
contribution of debt capital and equity capital fund to total investment. This
ratio is computed using the following formula:

Total Debt

Tota equity (Net Worth)

Here, equity comprises shareholders capital, genera reserve, genera loan
loss provision inappropriate profit and loss balance etc. This ratio helps to
ascertain to measure stake in finance company between lenders and owners.
If debt portion is too high, there is danger tempting irresponsibility in the
parts of the owners.
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3.4.2.1.5 Capital Adequacy Ratio

Capital adequacy ratio is one of the powerful tool to analyze the investing
activities and performance of the organization since it measures the strength
of the capital. A high or low capital adequacy ratio is undesirable items of
lower return or lower solvency respective. Therefore, appropriate capital
adequacy is needed but is a controversiad matter. There capital adequacy
ratio is measured by analyzing following ratio.

1) Shareholder’s Fund to Total Deposit Ratio

Shareholders fund to total deposit ratio shows how well finance companies
are maintaining sufficient amount as shareholder’s fund in comparison to the
amount of total deposit. This ratio is calculated by shareholder’s fund
divided by total deposit, which is presented as:

Shareholder’s fund
Total deposit

Here, Shareholder’s fund is equal to the total equity/or net worth.
i)  Shareholder’s Fund to Total Assets Ratio

Thisratio is concerned with the sufficiency of shareholder’s fund against the
total assets. It is very essential for every financia institution to have a
balance of required percentage of total assets at shareholder’s fund i.e.
capital fund. This ratio is derived by dividing shareholder’s fund by total
assets. This can be stated as:

Sh