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CHAPTER -I
INTRODUCTION

1.1 Background of the study

History of modern commercial banking industry in Nepal begins from 1937, when
Nepal Bank Limited was incorporated. However, it wasn't until 1984 when the then
HMG/Nepal started to liberalize the banking sector in the country. Private sectors
rushed into the finance industries especially after the restoration of democracy in
1990 (Baral, 2005). NRB's major changes in policy measures has led to significant
changes in the Nepali Banking Industry in the past three decades; these changes
resulted into entry of foreign joint-venture banks and domestic private banks into
the market and widened the scale and scope of activities undertaken by the banks
(Gajurel & Pradhan, 2010).

NRB Directives for Investment Policy
o Investment on priority sector:-

NRB has pointed priority sector as agriculture sector, cottage and small

industry sector, service oriented sector, corporative sector etc. In which the
commercial bank must invest 10% of their total deposits. The provision totally
based on the objectives for uplifting life style of people in remote and village area.
o Investment on Co-operative sector (Deprived sector)
Co-operative institutions, rural development banks etc which are licensed by NRB
are also to be compulsory invest by commercial bank. In certain ratio determined to
joint-venture Banks as per such regulation. JVB's has invested 3% of total
outstanding credit of for co-operative sector.

1.2 List of the Bank in sample

In Nepal there are more than 30 commercial Banks, but only 5 commercial Banks

were taken as samples, there are,
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Everest Bank Limited
Himalayan Bank Limited
NABIL Bank Limited
Kumari Bank Limited
Nepal SBI Bank Limited

1.3  Profile of the selected Bank

Everest Bank LTd.

Everest Bank LTd. started its operation in 2051/ 07/01 B.S. from its head office
Lazimpat, Kathmandu with a view of extending professionalized and efficient
Banking services to various segments of the society in the beginning of its
establishment irt was managed by United Bank of India Ltd. later on EBL joint
hands with Punjab National Bank (PNB), India as its Joint venture partner in 1997
AD.

The shareholding of Everest Bank Ltd. is considered of three different investors
namely the Nepalese Promoters 50%, Punjab National Bank 20% and General
Public 30% initially of the time of establishment.

The Bank was successful to register operating profit in the very first year of its
operations which is indeed historical. EBL provides a full range of commercial
Banking services through its outlet across the nation and reputed correspondent
Banks across the Global.

Himalayan Bank Limited

After the opening of Nepalese door to foreign commercial Bank during mid
eighties, Nepal took pride in growth and progress in the Banking Industries with
this development by his Majesty Government. Himalayan Bank Ltd. was
incorporated in 1992 by a few distinguished business personalities of Nepal in
partnership with employees provident fund and Habib Bank Ltd., one of the largest
commercial Bank of Pakistan, Banking operation commence from January 1993. It

Is the first commercial Bank of Nepal whose maximum shares are held by the
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Nepalese private sector besides commercial Banking services, the Bank also offers
industries and merchant Banking services. It is the fourth Joint venture Bank in
Nepal established under the commercial act 2031 B.S.

HBL is pioneer to bring products like credit cards ATM and Tele -Banking,
Cheques that are hard to counter felt and so forth. It also provides full range of
Banking product and service such as current saving, call and term deposit account
funds transfer services, safe deposit lockers , priority Banking in home Banking,
Auto loan , home loan , foreign exchange services , personal loan, corporate
employee account, letter of credit, commercial lending etc. catering to a wide range
of customer from individual to mid- market local corporate to multinational and
large public sector companies as well as embassies and agencies airlines, hotel and
Government corporation.

Large no. of nonperforming loan is the main cause of Bank, failure with respect to
performance Banks now use various measures to asses Bank efficiency and related
functions in the Bank lending process. Traditional Banks determined operating
efficiency by using measures of Bank profitability such as Return on Equity,
Return on Assets such as monitory output per staff member and total operating
expenses per unit of output.

Nabil Bank Limited

Nabil Bank limited is the first joint venture bank of Nepal. It started operations in
July 1984, Nabil was incorporated with the objective of extending international
standard modern banking services to various sector of the society pursuing its
objective, Nabil provides a full range of commercial banking services through its
19 points of representation across the kingdom and over 170 reputed correspondent
banks across the globe. Nabil is come as a pioneer in introducing many innovative
products and marketing concepts in the domestic banking sector, represents a
milestone in the banking in story of Nepal. It started an era of modern banking with

customer satisfaction, measured as a focal objective while doing business.
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Operation of the bank including day to day operations and risk management are
managed by highly qualified and experienced management team. Bank is fully
equipped by modern technology which includes ATMs, credit Card, state of art,
and world renowned software from Infosys technologies system. Bangalore, India,
Inter banking system and tele-banking system. Financial times of London have
announced Nabil Bank Ltd as the whiner of the "Bank of The Year" 2004.

Kumari Bank Limited

Kumari Bank Limited came into existences as the 15th commercial Bank of Nepal
by starting its Banking operations from Chaitra 21, 2057 B.S. (April 03, 2001) with
an objective of providing competitive and modern Banking services in the
Nepalese financial market, the Bank has paid up capital of Rs. 1603800000 of
which 70% is contributed from promoters and remaining from public.

Kumari Bank Limited has been providing wide- range of modern Banking services
through 29 points of representations located in various urban and semi urban part
of the country. The Bank is pioneer in providing some of the latest /lucrative
Banking services like E-Banking and SMS Banking services in Nepal. The
adoption of modern globus Software, developed by temenos NV, Switzerland and
arrangement of centralized data base system enables customers to make highly
secured transactions in any Branches regardless of having account with particular
branch. Similarly the Bank has been providing 365 Days Banking facilities,
extended Banking hours till 7 pm in the evening, utility Bill payment service,
inward and outward Remittance services, online remit services and various other

Banking services.

Nepal SBI Bank LTD.

Nepal SBI Bank LTD started its operations in 2050/03/23 B.S. from its head office
Kathmandu. Nepal SBI Bank LTD (NSBL), is the first indoor- Nepal joint venture
in the financial sector sponsored by 3 institutional promoters ,namely State Bank of

India, Employee Provident Fund and Agricultural Development of Nepal through a
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Memorandum of understanding signed on 17th July 1992 . The Bank operates with
the objectives of providing loan to industry, commerce and Trade. The Bank has
more than 10 branches in various places SBI Bank also provides management
support as per the technical services agreement. The main objective of the bank is
to carry out modern Banking business in the country. The Bank provides loans to
agriculture, commerce and industrial sectors. This has not only helped the Bank to
constantly improve its service level but has also kept it prepared for future
adaptation of new technology.

1.4  Focus of the Study

This study focused on the tradeoff between liquidity and profitability of the 5
Banks namely NABIL Bank, Kumari Bank, Himalayan Bank, Nepal SBI Bank and
Everest Bank Limited from the period of 2006/7 to 2011/12. In this study attempts
was made to get knowledge about the liquidity and profitability, operational
efficiency of the management, efficient use of total assets by the management, etc
by identifying strength and weakness of respective banks for the purpose of this
study. Evaluation of the Bank is made with respect to liquidity and profitability
ratios.

1.5 Statement of the problem

To avoid the developed countries' problems and contribute the welfare of national
economy, various commercial Banks have established. The present study seeks to
explore the efficiency and weakness of NABIL Bank Limited, Kumari Bank
Limited, Himalayan Bank Limited, Everest Bank Limited and Nepal SBI Bank
Limited with the help of liquidity and profitability ratio. These Banks are
competing in the same economic environment and financial market and are
operating fully under computerized system to meet the growing competition in
banking system. Liquidity and profitability management is an important function of

any business because it is the determinant of whether the entity will be in operation
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in the foreseeable future. Moreover, a position considered adequate for a Bank in

one time period may not be so in another.

The study especially dealt with the following problems:

) What was the Liquidity and Profitability position of the Banks?

i)  Are the stakeholders being benefited by the Liquidity and profitability
performance of the Banks?

1) How is the financial performance of the company?

iv)  Whether all five Banks were using accounting rules and regulations?

v)  Are the available fund properly utilized or not?

vi)  What is the relationship between investment on loan, advance and
deposit, net profit and net profit?

vii)  What is the investment portfolio behavior of the
banks?

1.6 Objectives of the study

The basic objectives of the study were to evaluate the financial performance
of Bank comparing the various financial approaches of current year regarding with
previous year. In the absence of specific objective, the study loses its value. The
general purpose of the study was to discuss, examine and evaluate the tradeoff
between liquidity and profitability position of various commercial Banks in Nepal.
The basic objective of the study is to evaluate the financial performance of
different Banks in different year. The specific objectives of the studies were as
follows:
o To analyze the liquidity and profitability position of Banks.
o To measure the efficiency in management and utilization of the assets.
o To lookout the financial strength and weakness of the Bank.

o To make necessary suggestion and recommendation of specific problems

and financial performance.
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1.7  Significance of the study

Suitable strategy plays vital role in a bank for their sustain existence. The study
will be helpful to aware the shareholder regarding investment policies of their
banks. The study suggests to the management how they can improve their
managing power and recommends what is the clue to raise the profit. Though, this
Is only study but it gives feedback to policy makers, will useful them who
formulate the policy for regulation. All stakeholders can identify which bank is the
best and to whom have to invest.

1.8 Limitation of the study

As every study has been conducted within certain limitation and
assumption. The present study of liquidity and profitability position of Banks had
the following limitations:

This study is concerned to only five banks and on the latest six year data.

The whole study is based on secondary data from the respective banks
and websites on net, article, newspapers.

In This study only selected tools and technique are used.

This study is conducted only for suggestion not for directing.

1.9 organization of the study

The study will be organized into five chapters:

Chapter 1

Introduction

This chapter deals with the subjects matters of the study consisting Background of
the study, statement of the problem, objective of the study, significance of the

study , limitation of the study and organization of the study.
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Chapter 2
Review of literature
This chapter deals with review of the different literature of the study field.
Therefore, it includes conceptual framework along with the review of major books,

journal, research work and thesis etc.

Chapter 3

Research methodology

This chapter deals with research methodology and it includes research design,
population and sample, source and technique of data collection, data analysis tools
and limitation of the methodology

Chapter 4

Presentation and analysis of Data

This chapter deals with analysis and interpretation of the data using financial and
statistical tools describe in chapter three. Similarly this chapter also includes the

major findings of the study.

Chapter 5
Summary, Conclusion and Recommendations
This chapter deals with summary of the study held, the conclusion made ultimately

and the possible suggestion.
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CHAPTER I
REVIEW OF LITERATURE

The past on historical know ledge parody the base: therefore the literature is based
on the previous knowledge. The effort has been to cover as much literature,
articles, and thesis & research paper as possible to make the study in informative &
broad. This chapter has been divided into two main sections: The four sector of the
chapter implores with the capital frame work of study. Second sector implores the

review of previous studies.

2.1 Commercial Bank

Commercial bank Get 1975 A.D. defended "A commercial bank is one which
exchange money deposits accepts deposits, grant loans & per forms commercial
banking function & Co-operatives, agriculture & industries for such specific
purpose"

Commercial bank is a corporation which accepts demand deposits subject to check
& makes short term loans to bus mess enterprises, regardless of the scope of its
other service (banking USA 172).

"A bank is one who in the or diary covers of This bus mess recovers money which
he repays by honoring chives of persons from which of one whose account it
receives it" (Bardford, 453-454)

Commercial bank has main role in the economic development. For economic
development, commercial bank should mobilize the collection towards the

profitable, secured & marketable sectors.

The income & profit of the bank depend upon the lending procedure applied by the
bank as well as lending policy & investment in different securities also affect the

18



income & profit in the investment procedures & policies it is always taken in
MMD that “the greater the credit created by the bank-Higher will be the
profitability.” Sound policies help commercial banks to maximize quality &
guantity of investment and thereby: achieve the own objective of profit

maximization & social welfare.

2.2 Investment

Investment can be defined as sacrifice of present consumption with expectation of
return in future. Investment takes place at present but return can be expected in
future but return in uncertain too. Uncertainty is measured by risk that is why there

is always involvement of risk in investment.

Investment usually involves putting money into a debt, which is not necessarily
marketable in order to enjoy a series of return the investment is expected to yield.
On the other hand speculation is usually a shorter than phenomena. Speculators
tend to buy assets with expecting of a profit that can be earned from subsequent
price change & sale. Investments are usually made expecting a certain stream of
income, which has existed, will not change in the future.

“Investment is made in assets. Assets in all are of two types’ real assets (land,
building, factures etc.) and financial assets (stock, bond, t-bills etc.). These two
investments are not competitive but complementary. Highly developed institutions

for financial greatly facilitate real investment.”(Bhattarai, 2004: 142)

Investment is nothing but deploying our saving in manner that ensures safety of our
money & provides a sustained return to supplement our regular income (Delhi
Stock exchange 2002). The term investment covers a possible where there are a
devour saving. If all the income & saving are consumed to solve the problems of
hand to mouth and to other basic needs then there is no existence of in investment

are interrelated.
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2.3  Liquidity

Company liquidity and the ratios which reflect it are the basis of theoretical
considerations in this point. Liquidity can be defined in three contexts, we can
distinguish the asset, asset-equity, and cash aspects of financial liquidity. The asset
aspect of financial liquidity, which is financial liquidity of company’s assets — IS
the ability to convert assets into cash in the shortest possible time, at the lowest
possible costs and without losing their value. Appropriate resources of liquid
elements of the assets, including cash, are the enterprise’s protection against the

loss of financial liquidity.

The most common and the most frequently used concepts of financial liquidity
concern mutual relations between current assets and those current liabilities which
are financed from current assets. This is then the asset-equity aspect of financial
liquidity (Bhattarai, 2003, p. 33). Financial liquidity of an enterprise may be
defined as the ability to settle its liabilities (short-term ones, payable within one
year) on time, determining the possibility of paying these liabilities in a situation
when they become due instantly, through liquidizing possessed high-liquidity
assets (current assets). Financial liquidity of an enterprise is better when larger
parts of its assets are high-liquidity elements, and worse when the opposite is true.
The mutual relationship between assets and liabilities in shaping financial liability
also requires that we pay attention to the quality of our debts. Financial liquidity is
better when the due time of their payment is distant, that is when current liabilities
constitute a smaller part of all liabilities. Therefore, if an enterprise wants to
maintain high level of financial liquidity, it must possess a large share of cash and
high liquidity assets and a small share of short-term liabilities. The enterprise’s
solvency is defined not through the quality (size, structure, liquidity) of the
possessed current assets, but by the generally understood ability to pay with cash.
This possibility is determined by cash flows; therefore company solvency is a cash
aspect of liquidity (Kusak, 2006, p. 10).
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In financial liquidity theories we distinguish static and dynamic measurement of
financial liquidity. Static measurement relies on data included in the balance sheet,

while dynamic measurement uses data from the cash flow account.

2.3.1 Liquidity ratio

Static measurement of liquidity determines the relation between current assets and
short-term liabilities. The ratios based on this relation are the relationship of
various ranges of current assets with different liquidity levels to short-term
liabilities. They reflect, thus, various degrees of financial liquidity of an enterprise
(Nowak, 1996, p. 194). There are three basic ratios of financial liquidity.

The current ratio is the most frequently used one Dresler, 2001, p. 211). It offers a
general view of the company liquidity and is a starting point of its analysis. It
defines to what degree current assets cover short-term liabilities. It determines then
potential ability of an enterprise to pay all its current liabilities through liquidizing
possessed resources of current assets. The higher the value of the ratio, the higher
this ability is.

The least liquid element of current assets is inventory. To obtain the liquidity
measure on the basis of a group of assets which are easier to sell, we separate them
from the current ratio. The quick ratio showsto ~ what  degree  short-term
liabilities are covered with the most liquid current assets.

“Liquidity is the status and part of the assets which can be used to meet the
obligation. Liquidity can be viewed in terms of liquidity stored in the balance sheet
and in terms of liquidity available through purchased funds. The degree of liquidity
depends upon the relationship between cash assets plus those assets which can be
quickly turned into cash and the liability awaiting payment. Generally, the
definition of liquidity can't be found in the same way, in the countries of whole

world. Because, it is known , as much as the development of the monetary sector
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take place or the use of monetary device increases, so much the definition of it
goes wider. Liquidity means the whole money stock of money."(Bhandari, 2003:
143).

Liquidity ratio measures the ability of the firm to meet its current obligations. In
fact, analysis of liquidity needs the preparation of cash budgets and cash and Funds
Flow statements; but liquidity ratios, by establishing a ratio between cash and other
current assets to current obligations, provide a quick measure of liquidity. A firm
should ensure that it does not suffer from lack of liquidity, and also that it does not
have excess liquidity. The failure of a company to meet its obligations due to lack
of sufficient liquidity will result in a poor creditworthiness , loss of creditors'
confidence , or even in legal tangles resulting in the closure of the company. A
very high degree of liquidity is also bad; idle assets earn nothing. The firm's fund
will be unnecessarily tied up in current assets. Therefore, it is necessary to strike a
proper balance between high liquidity and lack of liquidity." (Pandey, 2000: 114).

2.3.2 Theory of Liquidity
2.3.2.1 Trade off Theory Liquidity

Under perfect capital market assumptions holding cash neither creates nor destroys
value. The firm can always raise funds from capital markets when funds are
needed, there are no transaction costs in raising these funds, and the funds can
always be raised at a fair price because the capital markets are assumed to be fully
informed about the prospects of the firm.

The trade-off theory suggests that firms target an optimal level of liquidity to
balance the benefit and cost of holding cash. The cost of holding cash includes low
rate of return of these assets because of liquidity premium and possibly tax

disadvantage. The benefits of holding cash are in twofold:
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1. The firms save transaction costs to raise funds and do not need to liquidate

2. The firm can use liquid assets to finance its activities and investment if
other sources of funding are not available or are extremely expensive. Business
Management Dynamics Vol.2, No.2, Aug 2012, pp.10-25

©Society for Business and Management Dynamics

As theory, the use of trade off model cannot be ignored, as it explains that,
firms with high leverage attracts high cost of servicing the debt thereby affecting
its profitability and it becomes difficult for them to raise funds through other
sources. Holding cash on that point is not only maintained by the smaller firm but
also larger firms. So firm size does not matter when the question of bankruptcy
interrupt the capital structure decision.

2.3.2.2 Pecking Order Theory Liquidity

The theory emerges as a result of asymmetric information existing in the financial
markets, that is, corporate managers often have better information about the health
of their companies than outside investors. Apart from the transaction costs of
Issuing new securities, companies have to accept the information costs arising from
asymmetric information. In this way, new securities issued on the financial market
could be infra—valued because of informational asymmetries, and this is especially
true in the case of new equities.

Myers & Majluf (1984) introduced very influential pecking order theory saying;
manager prefers to finance deficit of capital by issuing SAFE security. The theory
states that, in the event where retained earnings and other internal source of
financing will be low to invest then manager will issue debt and only issue new
equity with possibility of issuing junk debt (Financial distress possibility). An
important survey of Myers (2003) documented the following findings on the

pecking order theory of corporate financing:
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1. Firms prefer to use internal source of fund as their first choice.

2. Dividend payout ratio has separate determinants. A change in dividend payout
ratio does not facilitate capital expenditure.

3. In the question of external financing, debt issuance is more preferable by the
firm than issuance of equity.

4. The firm’s debt ratio shows their requirement of external financing.

A determinant of cash holding from the perspective of pecking order theory has
been supported by other researchers more than trade off theory. Sebastian (2010)
Examine Dutch firm’s liquidity and solvency and their effect on financial decision.
He discovers that, corporate liquidity and solvency interact through information,
hedging, and leverage channels. The information and hedging channels increase
equity-value of firms which helps to pay regular dividend and most importantly
reduce volatility in cash flow.

Frank & Goyel (2002) Studied US firms (1971-1998) and came up with evidence
that bigger firms are more organized to take decision followed by this theory.
Smaller firms were not following this theory and being traded publicly during that
time which also supports trade-off theory. As the smaller firms moved away from
pecking order theory so, overall average moves further from the pecking order.

Soku (2008) tested US firms (1971-2006) and found different security issues
pattern by small, medium and large industry. While testing financial flexibility and
capital structure of the firms the author observed that, large mature firms prefer
using internal funds and safe debt in order to recharge financial flexibility rather
than issuing equity. In case of small firms though they have low leverage, in order

to cope with lack of cash at hand, they prefer to issue equity and increase cash
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holdings. However he ends up with Financial flexibility hypothesis which refers
firms hold cash and expect future cash flow, and that characterize their future

investment plan and current ability to sort out financial constraints.

Salehi & Bigler (2009) studied performance of Firms at Iran and find it relationship
with capital structure. They found that, book value and market value of equity both
are measure are often used to determining expected cash flow. For Iranian firms,
market value of equity was given more emphasis while considering responsible
variable to hold cash. Firms with high profitability and good performance hold less
debt. Two important decision has been taken here-MV of equity is an important
measurement to see how much cash is at firms hand and good firm may have less
debt, though they may have high profitability. So these firms also carry high
possible cost of financial distress. All three major variables also play an importan