CHAPTER-I

INTRODUCTION

1.1 General Background of the Study

This is the age of globalization. The present market and economy has been more
competitive, challenging and complicated due to globalization. Every sort of change
occurring in one sector of the world influences the other areas. The development and
diversification of business ensures sound economic upliftment of the country. The
industry and commerce are the backbone of business which indicates the economic
condition of the country.

The primary objective of any commercial banks is to move scare Loan able funds from
those who have surplus and to those who make investment in new equipment and
facilities. For this purpose, commercial banks collect deposit from savers group by
promising a certain percentage of interest. Out of the collected funds, they provide loan to
customers. The difference between interests of borrowing is interest spread. It is the
major sources of income of all the commercial banks. While giving credit, bank use its
deposits and capital. But fulfilling immediate cash needs, bank balance or T-Bill. The
funds are called liquid funds. Liquid funds plays vital role to any bank. So NRB has
formulated difference rules and regulation about the liquidity position and its

management criterion.

One of the most important tasks in the effective management of any financial institution
like bank lies in maintaining and adequate liquidity. Liquidity can regarded as the
capacity of meeting short-term obligation. Liquidity is the availability of cash at the time
needed at a reasonable cost. The capacity of banks to exchange cash for deposit is the
liquidity. It is the assets of bank in the form of cash and near about cash. Near about cash
means the assets, which can be converted into cash immediately without losing their

value. The bank liquidity is the capacity of bank to meet liabilities.

Liquidity is the part of total assets, which can be paid immediately to meet the current
obligation. Commercial banks need high degree of liquidity in its assets. The liquidity of

assets refers to the ease and certainty with which it can be turned into cash. Bank must



hold sufficient liquidity in the form of cash and liquid assets, such as government

securities, CRR in central banks.

The basic sources of bank liquidity are capital and various form of deposit. However,
banks can borrow cash from NRB for short period. Deposits are liabilities for the bank.
People deposit their saving in the bank because they trust on bank that their money will
be safe in the bank and they get their money at the time of need on their immediate
demand. In other words source of bank fund is people’s trust. Bank cannot hold all money
without investing them on various sectors. Bank pay cost of capital and liabilities.
Without investment bank cannot earn profit and cannot pay interest on deposit. So bank
invests those funds in various sectors. Investment can be made for both longer and shorter
period. Generally investment for longer period provides higher rate of interest because
long term investment are more risky than short term investment. So such investment is
made on policy backed by vision of their bank. The portfolio risk of any bank consists of
credit risk, interest rate risk and liquidity risk. Credit risk to the uncertainty is associated
with loan repayment, interest rate risk arise due to the variability of the market interest

rate. Another but important thing is liquidity risk.

Liquidity is the availability of cash in the amount and at the time needed at reasonable

cost.
Bank needs liquidity for two reasons:

e To meet deposit withdrawal

e To fulfill customer’s loan demand

Therefore, maintaining adequate liquidity is one of the most important tasks to be
performed by any financial institution like bank. A bank is considered to be liquid if it
either has right amount of immediately spendable funds on hand when they are required

or quickly raise funds by borrowing or by selling assets.

A liquid assets process three essential characteristics: price stability, ready marketability
and reversibility. An assets must be considered liquid if its price tends to be reasonably
stable over time, if it has an active resale market, and if it is reversible so that investors

can recover their original investment without loss.(Rose; 2003:25)



1.2 Growth of Commercial Banks in Nepal

Commercial banks means a bank which operates currency exchanges transactions, accept
deposits, provides loan, performs dealing relating to commerce except the banks which
have been specified for the cooperative, agriculture, industry or other similar specific

objectives.

Nepal Bank Limited is the first commercial bank established in 1994 under the Nepal
bank Act 1993. Under Banijya Bank Act, 2021 the government established” Rastriya
Banijya Bank” with investment capital employed by government resources. Again the
government established the third bank” Agriculture development bank” which is fully

owned by government for the purpose of developing agriculture.

When Nepal Government permitted the establishment of foreign joint Venture Bank in
early 1980s, Nepal Arab bank Limited (Now Nabil bank limited) was established in 2041
B.S. as the first joint venture bank. Similarly, other joint venture banks like Nepal
Indosuez Bank Limited (At present, Nepal Investment Bank Ltd.) were opened. After
restoration of democracy, elected government adopted the liberalization and market
oriented policy. As a result, number of joint venture banks and commercial banks like
Himalayan Bank Ltd, Nepal bank of Cylon (At present, Nepal credit and commercial

Bank Ltd.) increased dramatically.

At present there are 32 licensed commercial banks in Nepal. These commercial banks
have given a new horizon to the financial sector of Nepal regarding healthy competition,
foreign capital investment and technology transfer as well as skill development through

research.

1.3  Introduction of Sample Banks

e Everest Bank Limited (EBL)

Everest bank limited started in 1994 with a view and objective of extending
professionalized and efficient and efficient banking services to various segment of the
society. EBL joined hands with Punjab National Bank (PBN) India as its joint venture
partner in 1997. PBN is the latest nationalized bank in India having 110 years of banking
with more than 4500 office all over India. In this bank 50% share holding by Nepali
promoters and 30% by general by general public and 20 % by Punjab National Bank.



The bank is providing customer-friendly services through its Branch Network. All the
branches of the bank are connected through Anywhere Branch banking System(ABBS),

which enables customers for operational transactions from any branches.

With an aim to help Nepalese citizens working abroad, the bank has entered into
arrangements with banks and finance companies in different countries , which enable
quick remittance of funds by the Nepalese citizens in countries like UAE, Kuwait,

Bahrain, Qatar, Saudi Arabia, Malaysia, Singapore and UK.

Bank has set up its representative offices at New Delhi (India) to support Nepalese citizen

remitting money and advising banking related services.
e Nabil Bank Limited (NABIL)

Nabil Bank Limited, the first foreign joint venture bank of Nepal, started operations in
July 1984. Nabil was incorporated with the objective of extending international standard

modern banking services to various sectors of the society.

Nabil, as a pioneer in introducing many innovative products and marketing concepts in
the domestic banking sector, represents a milestone in the banking history of Nepal as it
started an era of modern banking with customer measured as a focal objective while
doing business.

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 with
modern technology which includes ATMs, credit cards, state-of-art, world- renowned
software Infosys Technologies System, Bangalore, India, Internet banking system and

telebanking system.
1.4 Focus of the Study

Liquidity management refers to as using money to get long-term benefit. Investment in its
broad sense means the sacrifice of certain percent value for(possible uncertain)future
value. In pure financial sense, the subsequent use of the term investment will be in the
prevalent financial sense, of the placing of money in the hands of other for their use, in
return for a proper instrument entitling holder’s to fixed income payment or the

participation in expected profits



The present economic position of Nepal is encouraging the savers to deposit their money
in banks rather than investing in stocks, assets and new business etc, which in turn is
hampering the bank’s portfolio because deposits are higher and limited safe investment

areas are decreasing day by day.

In spite of low interest rate, the depositors are secured towards commercial banks but the
highest surplus deposits are almost idle in the bank due to continuous fall in Nepalese
economy because of conflict situation, changed taxation policy, and adversely affected

tourism industry and agriculture industry.

The study focuses on the mobilization of deposits and reinvestment aspects of two banks
viz. Everest bank Ltd & Nabil bank Ltd. The study is mainly focused on the optimum
portfolio between deposits and investment. It revolves around the concept of managing
the surplus financial assets in which a way, which leads to the wealth maximization and
provides a significant future source of income. It focuses on analyzing the causes of
investment problems, their management and remedies, and developing the new

investment areas and sectors, which can again boost the Nepalese economy.
1.5 Statement of the Problem

Commercial banks are the profit-oriented financial services institution. They provide
credit to those who need the funds ensuring their productive use by mobilizing otherwise
rigid and scattered saving of public. But it has to determine “how commercial banks
maintain the appropriate level of liquidity?” to maintain short-term obligation such as to
meet deposit withdrawal and to fulfill customer’s loan demand. Furthermore, it is
important to determine the factors affecting the liquidity and its management. The need of
liquidity management for economic development of a country is no more to question. But

we are facing an acute problem of resource mobilization.

Liquidity and profitability management is an important function of any business because
it is the determinant of whether the entity will be in operation in the foreseeable future.

Liquidity management is even more crucial as the lifeline of banking itself is money.

Sufficient liquidity is a signal to the wider market as a whole that the bank is prudent,
profitable and well managed. This helps to reduce the risk premium that a bank has to pay

on its borrowed funds. However, more than enough liquidity is also harmful and thus



invites profitability risk. Thus, proper liquidity and profitability management ensures that

all of a bank’s lending commitments are met. The main problems are as follows;

e How the commercial banks are managing their liquidity?

e What are the main causes of increasing or decreasing liquidity in commercial
banking sector?

e s the liquidity position of commercial bank related to security problem?

e Are they maintaining sufficient liquidity?

e s there any necessity to reform in regulation?

e Does insecure investment outlet result increase in liquidities

e How to make optimal management of liquidity in commercial banks?

e What is the relationship between investment, loan and advances and total
deposits?

e What is the deposit position of the sampled banks?

e What is the invest position of the sampled bank?

e What is the gap between deposits and investment of the sampled banks?
1.6  Objectives of the Study

Holding liquid assets and utilizing them in proper investment sector is one of the crucial
decisions of commercial banks. In this context, the main objective of this study of this
study is to have true insight into the liquidity management of Everest Bank Ltd and Nabil
bank Ltd. This aims to examine its efficiency and effectiveness in disbursing and

recovery of loans as well following the directives of NRB Acts and its own policies.

e To analyze the liquidity Position of sampled banks.

e To analyze the deposit and investment position of the banks.

e To analyze the relationship between deposit, investment, loans and advances and
net profit.

e To find out the trend of deposit, investment, loans and advances and net profit.

e To provide suggestion for the improvement based on findings.



1.7

Significance of the Study

Proper mobilization and utilization of domestic resources become indispensable for any

developing country aspiring for a sustainable economic prosperity of the nation. The

success and prosperity of the banks relies heavily upon the successful formulation and

effective implementation of investment policy.

The significances of the study are pointed out as below:

1.8

The study helps to know how well the banks (Everest Bank and Nabil bank) are
utilizing their deposits.

The study is important to policy makers and academic professionals to formulate
policies and plans based on the performance of these banks

The study helps these banks to compare each other’s performance and plan
accordingly for future.

The study helps these banks to make sound programs and policies based on the
recommendation suggested.

The study guides to investors, customers (depositors, Loan takers as well as other
types of clients), competitors, personnel of the banks, stockbrokers, dealers,

market makers, etc to take various decisions regarding deposits and borrowings.

Limitation of the Study

This study is conducted for the partial fulfillment of master’s of business studies, so it

possesses some limitation of its own kind. The limitations of the study are as follows:

The study is based only on secondary data so it may contain reporting errors.
There are in total, 32 commercial banks in the financial market but this researcher
takes only two from them. The sampled banks are Everest bank Ltd and Nabil
bank Ltd.

The study covers the past and present state of the commercial banks in Nepal and
will not make any projection in future.

The study is made within limited timeframe, limited data and with lack of research
experiments.

The study covers the data of only five fiscal years and the conclusion drawn

confines only the above period.



e This research used only the selective tools for analysis and interpretation of data.
1.9 Chapter Plan

The present study is organized in such way that the stated objectives can easily be
fulfilled. The structure of the study will try to analyze the study in a systematic way. The
study report has presented the systemic presentation and finding of the study. The study

report is designed in five chapters which are as follows:
Chapter- I: Introduction

This chapter describes the basic concept and background of the study. It has served
orientation for readers to know about the basic information of the research area, focus of
the study, problem of the study, objectives of the study and need or significance of the
study and limitation of the study. It is oriented for report giving them the perspective they

need to understand the detailed information about coming chapter.
Chapter-11: Review of literature

The second chapter of the study assures readers that they are familiar with important
research that has been carried out in similar areas. It also establishes that the study as a
link in a chain of research that is developing and emerging knowledge about concerned
field.

Chapter-111: Research Methodology

Research methodology is the technique to achieve the stated objectives of the study. This
chapter studies how research to be conducted, how the research is made effective and
what are the steps of research so that the study and goal of the related study can be easily
achieved. Especially research refer sequential step's to be followed by researcher at the
time of solving problem or studying the concerned subject matter in detail that include

following steps.

e Research design

e Sources of data

e Population and sample

e Data collection techniques

e Data Analysis Tools



Chapter-1V: Presentation and Analysis of data

This chapter analyzes the data related with study and presents the finding of the study and
also comments briefly on them.

Chapter-V: Summary, Conclusion and Recommendation

On the basis of the results from data analysis, the researcher concluded about the

performance of the concerned organization for better improvement.

Bibliography, appendix and other supporting documents have also been incorporated at
the end of the study. The list of bibliography and appendixes are given at the last for

references.



CHAPTER-II
REVIEW OF LITERATURE

2.1 Conceptual Framework

2.1.1 Liquidity Management

“Managing liquidity involves estimating liquidity needs and providing for them in the
most cost-effective way possible. Bank can obtain liquidity from both sides of the
balance sheet as well as from off-balance-sheet activities. A manager who attempts to
control liquidity solely by adjustment on the asset side is sometimes ignoring less costly
sources of liquidity. Conversely, focusing solely on the liability side or depending too
heavily on purchased wholesale fund can leave the bank vulnerable to market conditions
and influences beyond its control. Effective liquidity managers consider the array of
available  sources when establishing and implementing their  liquidity
plan.”(Khubchandani; 2002:61)

Bank management should understand the characteristics of their funds providers, the
funding instruments they use, and any market or regulatory constraints on funding. In
order to accomplish this, management must understand the volume, mix, pricing, cash
flows, and risks of their bank’s assets and liabilities, as well as other available sources of
funds and potential uses for excess cash flow. They must also be alert to the risks arising
from funding concentration. (Dahal & Dahal; 2002:39)

Liquidity means having sufficient funds to meet regulatory, contractual and
relationship obligations when required and at a reasonable cost to the banks are
unique because there will not be large volume of deposit payable on demand in
other types of business. If banks fail to repay the deposit on demand, the bank
looses the trust of the public. So liquidity is the lifeline of the bank. In this regard,
the term liquidity management is used to describe any types off assets or cash that is
readily convertible into money within short span of time to fulfill the short term

obligation of any types of organization

“Liquidity refers to bank’s capacity to pay off the liabilities in all those currencies.

Maintaining excess liquidity in one currency is not effective liquidity management

10



for other currencies because the liabilities in the demanded currency cannot be
met.” (Dahal and Dahal;2002:95)

“Liquidity is the availability of cash in the amount and at the time needed at a

reasonable cost.” (Rose;2003:345)

“Liquidity management is the part of the risk management framework of the
financial services industry, which concerns all financial institution whether they are
commercial banks or developmental banks or financial companies or other
institutions.” (Shrestah; 2061:16)

One of the most important tasks faced by the management of any bank is
ensuring adequate liquidity. A bank is considered to be liquid if it has ready
access to immediately spendable funds at a reasonable cost at precisely the time
those funds are needed. This suggests that a liquid bank has either the right
amount of immediately spendable funds on hand when they are required or can

quickly raise liquid funds by borrowing or selling its assets.

Liquidity management is a tough task to be discharged by the management of
every business entity. Managing liquidity for a bank involves having enough cash
on hand and being able borrow cash at a reasonable cost in order to meet cash

needs exactly when they arise.

To meet the foreign demands or liquidity, banks can use new customer’s deposits.
Another important element in the supply of the bank liquidity comes from
customers repaying the loan, which provides fresh funds for meeting new liquidity
needs, as do sales of bank assets, especially marketable securities from the bank’s
investment portfolio. These various sources of liquidity demand and supply come

together to determine each bank’s net liability position’s at any movement in time.

The significant exposure of banks to liquidity pressures arises from several
sources. First, bank borrows large amount of short-term deposit and reserve from
individual and business m and from other lending institutions and then turn around
and make long term credit available to their borrowing customers. Thus, most
banks faced some imbalance between the maturity dates on their assets and
maturity dates attached to their liabilities. Rarely, will incoming cash flows from

assets exactly balance the cash flowing out to cover liabilities.
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A problem rated to maturity to maturity mismatch situation is that bank hold
unusually high proportion of liabilities subject to immediate payment, such as
demand deposit, money market borrowing. Thus, banks must always stand ready to
meet immediate cash demands that can be substantial at times, especially near the

end of aweek, at the first of each month, and during certain seasons of the year.

Another source of the bank liquidity problem is the bank’s sensitivity to change
in interest rates. When interest rates rise, some depositors will withdraw their
funds in search of higher return elsewhere. Many loans customers may postpone
new loan request or speed up their drawing on those credit lines that carry interest

rates.

“Thus, changing rates affect both customers demand for deposit and customer
demand for loans, each of which has potent impact on a bank’s liquidity position.
Moreover, movement in interest rates affects the market values of assets the bank
may need to sell in order to raise additional liquid funds; they directly affect the

cost of borrowing in the money market.” (Rose; 2003: 350)

“Liquidity risk involves the inability to fund increases in assets, manage unplanned
changes in funding sources and to meet obligations when required, without
incurring additional costs or inducing a cash flow crisis. Primarily, an effective and
strong liquidity risk management policy and framework will ensure that a bank has
sufficient liquid assets to meet liabilities that fall due short term and to meet any
unexpected demands for funds by its depositors or creditors. The effectiveness of
a bank’s liquidity risk management will determine the extents to which the
institution may be subject to cash flow crisis and additional costs.” (Reserve Bank

of Fiji- Banking Supervision Policy Statement No: 9A- 2001)

2.1.2 Types of Liquidity

Mainly the liquidity of the firm are categorized under two heading. They are:
1. Assets Liquidity

“Banks typically hold some liquid assets to supplement liquidity from deposits and
other liabilities . These assets to supplement liquidity from deposits and other liabilities.

These assets can be quickly and easily converted cash at a reasonable cost, or are

12



timed to mature when the managers anticipate a need for additional liquidity.
Liquid assets include those that can be pledged or used in a repurchase
agreement. Although management expects to earn some interest income on their
liquid assets , their main purpose is to provide liquidity.” (Reed, Cotter, Gills &
Smith; 1976:35)

A) Money Market Assets

“Money market assets (MMASs) are usually the most liquid of a bank’s assets. MMAs

include:

e Fed funds sold with an overnight maturity or term maturity within 30

days.
e Short-term deposits placed.
e CDs purchased, provided they are negotiable in the secondary market.

e Negotiable banker’s acceptances purchased from banks with good credit
standing. A banker’s acceptance is atime draft drawn on and accepted
by a bank. It is often used to facilitate trade transactions, is usually
collateralized by merchandise, and is guaranteed by a bank.” ( Reed,
Cotter, Gills & Smith; 1976: 39)

“Large banks generally hold a range of MMA instruments and may diversify
their short term assets to improve yield or maintain market presence. Because
large banks have access to wholesale funding sources, they often do not rely on
MMAs for liquidity to the same extent as community banks, MMAs are primarily

Fed funds sold to their correspondents.” (Grywinski; 1991: 27)
B) The Investment Portfolio
A bank’s investment portfolio can provide liquidity in three ways:

e The maturity of a security
e The sale of securities for cash

e The use of “free” securities as collateral in a repurchase agreement or other

borrowing.

13



For an investment security to be saleable, it must not be encumbered, i.e. the
security cannot be sold under repurchase agreement or pledged or used as
collateral, and it must be marketable. A “free” security is an instrument that can
be used as collateral in a transaction. A security that is severely depreciated, a
small face amount, already pledged or encumbered, or poor credit quality is not a

good candidate for collateral and should be considered “free”.

Because of these judgmental factors, the amount of free securities owned by a
bank cannot easily be determined from the general ledger, and levels are generally
estimated. Periodically, management should analyze in detail the investment
portfolio to validate the bank’s estimates of free securities.” (Reed, Cotter, Gills &
Smith; 1976:40)

For accounting purposes, investment portfolios are seperated into two categories,
available-for-sale(AFS) and held to maturity (HTM). These designation may affect

how a bank uses its securities for liquidity purposes.
C) Cash Operating Accounts

“Operating accounts such as vault cash, cash items in process of collection,
correspondent accounts, and the Federal reserve accounts usually are not liquid
assets in an ongoing institution. These accounts are needed to accommodate daily
business transaction; ih these funds are used, they must be replenished before
further business activities are conducted. Most well-managed banks maintain the
minimum balance needed to accommodate transactions in the accounts, since the

balances do not generally earn interest.” (Reed, Cotter, Gills & Smith; 1976:41)
D) Reverse Repurchase Transactions

“In a securities purchased under resale agreement, also known as a ‘reverse
repurchase agreement,” a bank lends money to a counterparty by purchasing a
security and agreeing to resale the security to the counterparty at a future date.
This is an exchange of the most liquid asset (surplus cash) for a less liquid asset
(a security). A reverse repo provides earnings to the lending bank with limited

credit risk because the loan is collateralized.” (Grywinski; 1991:30)
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2. Liability Liquidity

“Large regional and money center banks, and increasingly more community banks,
rely heavily on liability liquidity. Larger banks generally have ready access to
money markets and usually find that borrowing is the most economical way for
them to meet short-term or unanticipated loan demand or deposit withdrawals.
While community banks generally do not have the same broad access to money
markets, their reliance on liability liquidity is increasing as the availability of core

deposits continues to decline.

“ By managing liabilities instead of assets, banks can tailor liabilities to fit their cash flow
needs instead of apportioning asset types of and amounts to a given liability base.” ( Bedi

and Mardikar; 1993: 65)
A) Retail Funding

“ Retail funding is supplied by the deposits a bank receives from the general
public, primarily consumers and small businesses. These deposits are most bank’s
primary funding source and for many banks continue to be a relatively stable
source of funds. Retail funds providers usually maintain balances of $100,000 or

less, to be fully insured by the Fdic. Retail accounts include:

e Transaction accounts such as demand deposit accounts (DDAS), negotiable
order of withdrawal accounts (NOWSs), or money market demand accounts
(MMDAS); and

e Saving accounts and time certificates of deposit (CDs).” (Bedi and
mardikar; 1993:66)

B) Wholesale Funding

“Many banks are increasing their use of wholesale funding, replacing lost retail
deposits with funds provided by professional money managers. Wholesale funds
providers are typically large commercial and industrial corporations, other financial
institutions, governmental units, or wealthy individuals. Wholesale funds
transactions are typically not insured or are in amounts that exceed the FDIC
insurance limit. As aresult, these funds are generally very sensitive to credit risk

and interest rates, and pose greater liquidity risk to a bank.” (Singh; 2005:15)
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(@3] Other Debt Securities

“Many large banks also use other debt securities to provide longer - term sources
of funds. Under the provisions of the Gramm-Leach _Biley Act (GLBA), if a bank
is one of the 100 largest insured banks and owns a financial subsidiary, it must
have outstanding “eligible debt” that is rated in one of the three highest
investment grade rating categories by a nationally recognized statistical rating
organization.” (Singh; 2005:15)

3. Importance of Liquidity Management

“Liquidity risk is a greater concern and management challenge for banks today than
in the past. Increased competition for consumer deposits, a wider array of
wholesale and capital market funding products, and technological advancements
have resulted in structural changes in how banks are funded and how they

manage their risk.” (Natarajan; 2001:87)

In particular, two recent trends in funding make it more important for banks to

actively manage their liquidity risk:

e The increased use of credit- sensitive wholesale funds providers and

e The growth of off-balance-sheet activity. (Mishra;2003:31)

“Traditionally, banks have relied upon retail transaction and savings accounts as a
primary funding source. These deposits generally represent a stable and low-cost
source of funds. However, for the past several years, core deposits as a
percentage of assets have steadily declined. More recently, the absolute growth of
core deposits has been flat and may well decline in the future as retail consumers
continue to evaluate the variet of completing savings vehicles and their relative
returns. The growth in, and consumers’ acceptance of, Internet banking and other
electronic technologies may accelerate this trend by making it easier for consumers
to compare rates and to transfer funds between competing institutions easily and
rapidly.” (Mishra; 2003:32)

“Banks are successfully adjusting to this secular shift by using market sources, to
meet loan demand and investment needs. By using market sources, banks are able

to diversify their funding bases among funds providers and across maturities.
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Unlike core deposits, whose maturities are generally determined by the preferences
of depositors, funds in the professional markets can be accessed at a variety of
tenors. The many choices among market funding alternative have provided banks

with greater flexibility in managing their cash flows and liquidity needs.

Increased reliance on market funding sources, however, has left banks more exposed
to the price and credit sensitivities of major funds providers. As a general rule,
institutional funds providers as more credit sensitive and will be less willing than retail
customers to provide funds to a bank facing real or perceived financial difficulties. A
bank’s ability to access the capital markets may also be adversely affected by events not

directly to them.” (Natarajan; 2001:89)

“Along with the shift from relatively credit-neutral to credit-sensitive funds
providers, bank have turned increasingly to asset securitization and other off-
balance-sheet strategies to meet their funding requirements. As these off-balance-
sheet activities have grown, they have grown, they have become increasingly
important in the management and analysis of liquidity risk, depending on the

specific transaction and the level of interest rates at the time.” (lvany; 1993:132)
2.1.3 Liquidity Risk

“Liquidity risk is the risk to a bank’s earnings and capital arising from its inability
to timely meet obligations when they come due without incurring unacceptable
losses. Bank management must ensure that sufficient funds are available at a
reasonable cost to meet potential demands from both funds providers and
borrowers. Although liquidity risk dynamics vary according to a bank’s funding
market, balance sheet, and inter corporate structure, the most common signs of
possible liquidity problems include rising funding costs, requests for collateral, a
rating downgrade, decrease in credit lines, or reductions in the availability of long-

term funding.

The sophistication of a bank’s liquidity management process will depend on its
business activities and overall of risk. However, the principles of liquidity
management are straightforward: a well-managed bank, regardless of size and
complexity, must be able to identify, measure, monitor, and control liquidity risk

in a timely and comprehensive manner.” (Khan and Jain; 1997:97)
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2.1.4 Early Warning Indicators of Liquidity Risk

“Management should monitor various internal as well as market indicators of
potential liquidity problems at the bank. These indicators of potential liquidity
problems at the bank. These indicators, while not necessarily requiring drastic
corrective action, may prompt management and the broad to do additional

monitoring or analysis.” (Varshney & Swaroop; 1994:27)

“An incipient liquidity problem may first show up in the bank’s financial monitoring
system as a downward trend with potential long-term consequences for earnings or

capital. Examples of such internal indicators are:
e A negative trend or significantly increased risk in any area or product line.
e Concentrations in either assets or liabilities.
e A decline in indicators of asset quality.
e A decline in earnings performance or projections.

e Rapid asset growth funded by volatile wholesale liabilities or brokered deposits.”
(Varshney & swaroop;(1994:28)

“Professional analyst and other market participants may express concerns about the

bank’s credit capacity. Examples of these third-party evaluation include:
e Bank is named in market rumors as a “troubled” bank.
e Downgrades of credit rating agencies.

e Customers are contacting relationship managers, fixed income sales

representatives, and branch employees requesting information.

Bearish secondary market activity in the bank’s securities may signal declining value.

Examples of these market events include:
e Drop in stock price.

e Wider secondary spreads on the bank’s senior and subordinated debt, and

increasing trading of the bank’s debt.
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Broker/dealers are reluctant to show the bank’s name in the market, forcing bank

management to arrange “friendly” broker. Dealer support.” (chopra; 1989:35-38)

“Finally, the bank’s funding market may begin to contract or demand credit support,

better credit terms, or shorter duration lending, any of which may increase liquidity costs.

Examples of funding deterioration are:

Overall funding costs increase.

Counterparties begin to request collateral for accepting credit exposure to the
bank.

Correspondent banks eliminate or decrease credit line availability, causing the
bank to make larger purchases in the brokered funds market.

Volume of turndowns in the brokered markets is unusually large, forcing bank

to deal directly with fewer willing counterparties.

Rating- sensitive providers, such as trust managers, money managers, and

public entities, abandon the bank.

Counterparties and brokers are unwilling to deal in unsecured or longer dated

transaction.

Transaction sizes are decreasing, and some counterparties are unwilling to

enter into even short-dated transactions.

Bank receives requests from depositors for early withdrawal of their funds, or

the bank has to repurchase its paper in the market.” (Chopra; 1989:40)

“When evaluating a bank’s potential liquidity risk, the examiners will consider not only

the factors considered by bank management but also a bank’s current position and trends

in the following ratios:

Loans to deposits.
Short-term liabilities to total assets.

On-hand liquidity.
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e Dependence or reliance on wholesale funding.” (Varshney & swaroop; 1994:31)
2.1.5 Relationship of Liquidity Risks to other Banking Risks

“Bankers and examiners must understand and assess how a bank’s exposure to other risks
may affect its liquidity. The nine categories of risk are credit, interest rate, liquidity, price,
foreign currency translation, transaction, compliance, strategic, and reputation. These
categories are not mutually exclusive any product or service may expose the bank to
multiple risks and a real or perceived problem in any area can prevent a bank from raising

funds at reasonable prices and thereby increase liquidity risk.” (Johnson; 1940:132)

“The Primary risks that may affect liquidity are reputation, strategic, credit,
interest rate, price, and transaction. If these are not properly managed and
controlled, they will eventually undermine a bank’s liquidity position.” (Johnson;
1940: 133)

A brief description of how these risks may affect liquidity is provided below.
A) Reputation Risk

“Reputation risk is the current and prospective impact on earnings and capital arising
from negative public opinion. A bank’s reputation for meeting its obligations and
operating in a safe and sound manner is essential to attracting funds at a reasonable cost

and retaining funds during troubled times.

Negative public opinion, whatever the cause, may prompt depositors, other funds
providers, and investors to seek greater compensation, such as higher rates or additional
credit support, for maintaining deposit balances with a bank or conducting any other
business with it. If negative public opinion continues, withdrawals of funding could

become debilitating.

To minimize reputation risk and its potential impact on liquidity, bank management
should assess the bank’s reliance on credit-sensitive funding. A bank that is exposed to
significant reputation risk should seek to mitigate liquidity risk by diversifying the
sources and tenors of market funding and increasing asset liquidity, as appropriate.”

(Johnson; 1940:134-135)
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B) Strategic Risk

“Strategic risk is the current and prospective impact on earnings or capital arising from
adverse business decisions, improper implementation of decisions, or lack of
responsiveness to industry changes. No strategic goal or objective should be planned
without considering its impact on a bank’s funding abilities. The bank must be able to
raise money required to meet its obligations at an affordable cost. The ability to attract
and maintain sufficient liquidity is often an issue at banks experiencing rapid asset
growth. If management misjudges the impact on liquidity of entering a new business
activity, the bank’s strategic risk increases. Management should carefully consider
whether the funding planned to support a strategic risk initiative will increase liquidity

risk to an unacceptable level.” (Johnson;1940:136)
C) Credit Risk

“Credit risk is the current and prospective risk to earnings or capital arising from an
obligor’s failure to meet the terms of any contract with the bank or otherwise to perform
as agreed. A bank that assumes more credit risk, through asset contraptions or adoption of
new underwriting standards in conjunction with untested business lines, may be
increasing its liquidity risk. Credit- sensitive funds providers may worry that the bank’s
increased credit exposure could lead to credit problems and insufficient profits. The
bank’s ability to meet its obligations may eventually be compromised. Wholesale funds

providers and rating agencies consider the level of past-due loans,

Non-performing loans, provisions to the allowance for loan and lease losses, and loan
charge-offs as indications of trends in credit quality and potential liquidity problems. If
credit risk is elevated, the bank may have to pay a premium to access funds or attract
depositors. If credit risk has undermined the bank’s financial viability, funding may not
be available at any price. Most large bank failures have involved the combined effects of

severe credit and liquidity deterioration.” (Johnson; 1940: 138)
D) Interest Rate Risk

“Interest rate risk is the current and prospective risk to earnings or capital arising from
movements in interest rates. Changes in interest rates affect income earned from assets

and the cost of funding those assets. If a bank experiences a reduction in earnings from a
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change in market interest rates, funds providers may question the financial stability of the

bank and demand a premium. They may even refuse to provide funding.

Off-balance-sheet instruments that a bank uses to manage its interest rate risk may also
pose liquidity risk. The cash flows of those instruments often are very sensitive to
changes in rates, and, if not properly managed, can result in unexpected funding
requirements or other cash outflows during periods of volatile interest rates.” (Crosse;

1963:89)
E) Price Risk

“Price risk (market risk) is the risk to earnings or capital arising from changes in the value
of traded portfolios of financial instruments. Price risk may result in volatile earnings.
This risk is most prevalent in large banks that actively trade financial instruments. Price
risk is closely monitored by funds providers when assigning a bank’s financial position
and creditworthiness. If price risk and its perceived impact on earnings or capital is too
great, funds providers may require the bank to pay increased rates for funds, may not be
willing to invest in longer term maturities, or may not be willing to provide funding on

any terms.” (Crosse; 1963:91)
F) Transaction Risk

“Transaction risk is the current and prospective risk to earnings and capital arising from
fraud, error, and the inability to deliver products or services, maintain a competitive
position and manage information. Systems that directly affect liquidity include wire
transfer systems for check and securities clearing, electronic banking, and operations
governing credit, debit, and smart card usage. If product lines change, management must
adjust the systems to ensure that all transactions can be handled. Significant problems can
develop very quickly if the systems that process transactions fail or delay execution. If
customers have difficulty accessing their accounts, they may close them, which will
diminish liquidity. Transaction risk should be considered in the bank’s contingency

planning process.” (Crosse; 1963:93)
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2.1.6 Profit and Profitability

“In business, profits are the excess of revenue over cost. In other words, business profits
are the residual income, which is equal to sale proceeds minus costs. In a simple term,
profits mean the residual balance of earning expected to be available with the firm that is
obtained after deducting entire expenses, costs, charges and provision from total revenue
of a period of time. Profit is the resources left to the firm for future growth and expansion
or reward to be distributed to the entrepreneurship in the form of dividends.” (Richard;
1996:80)

2.1.7 Need for Profit
Profit is must for the following reasons:
A) Measurement of Performance

“Profit is only one factor to measure the management efficiency, productivity and
performance. Profit is the most widely used yardstick to see what really is to be achieved
and where the firm is to go in the future.” (Saunders & Cornett;2004:61)

B) Premium To Cover Costs Of Staying In Business

“Business environment is full of risks and uncertainties. To grasp the globally changing
technologies, to stay in the market uncertainties, to replace and acquire assets and

enhancing business scope etc. require a profit margin.” (Saunders & Cornett; 2004:61)
C) Ensuring Supply Of future Capital

“Profit is necessary to plough back in the investment like innovations, Business
expansion and self-financing. It also attracts investors for further investment.” (Mishkin;
1998:26)

D) Return to the Investors

“Shareholders provide equity capital to the business because they expect the entity will
provide return to their funds at least equal or above market rate of return. To maintain the
shareholders expectation, is the most important that a firm should earn sufficient profit so
that it can distribute dividends.” (Mishkin; 1998:26)
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2.1.8 Concept of Bank

Generally, an institution established by law which deals with money and credit is
called bank. Itis obvious that in a common sense, an institution involved in

monetary transactions is called bank.

A bank is a financial institution, which plays a significant role in the country. It
facilitates the growth of trade and industry, and boost national economy. However,
a bank is a resource of economic development, which maintains the self-

confidence of various segments of society and extends credit to the people.

“A bank is a business organization that receives and holds deposits of funds from
others, makes loans or extends credits and transfers funds by written orders of
depositors.” (The Encyclopedia America; 1984:302)

The business of the banking is collection of funds from community and extending
credit to people for useful purposes. Bank plays a vital role in making money
from lenders to borrowers. Bank is a profit seeking business, not a community
charity profit seeker. It is expected to pay dividend and otherwise, add to the

wealth of shareholders. (Encyclopedia; 1984:6)

Hence, in concise, we can say that there is no single universally accepted
definition of bank. In brief, it is an institution, which accepts deposits in different

accounts, provides loans of different types, and creates credit.
2.1.9 History of Banking in Nepal

The history of banking in Nepal is not very old. It goes at least back to the
Lichchhavi era. There were ‘Gosthies’ to work as credit banks established under
the permission of royal order and they were conducted through local legislation
called ‘Panchali’. Then the King Jayasthiti Malla from malla dynasty, allowed
‘Tanakadhari’, a class of people, to deal in depositing and lending of money and
ornaments. The Banda who still worked in ornaments used to deal in lending and
depositing the ornaments in that time also. Then, came the king, Ram Shah, in
developing the banking system in Nepal. He found that unorganized lending was
taking place in the society at very high interest rates. So, he fixed up the interest

rates of lending.
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Though it seemed realizing the development of banking in those early times, it
could not be materialized till the end of rana regime. The first government
institutionalized credit house called ° Tejrath Adda’ was established during the
tenure of Prime Minister, Ranoddip Singh (1993-1994 B.S). The ‘Tejarath Office’
used to give loans to government employees against the securities of gold, silver,

etc.

Banking in true sense started with the inception of Nepal Bank Limited on 30"
Kartik, 1994 B.S. as the first commercial bank of Nepal under Nepalese Banking
Law and Nepal bank act 1994 B.S. formulated by the Industrial board of Nepal.
After that, Nepal rastra bank was established as a central bank on 14" Baisakh,
2013 under Nepal Rastra Bank Act, 2012 B.S. The bank was empowered by the
Act to have direct control over banking institution of the country to manage the
circulation of national currency along with foreign exchange rate. Then came
Rastriya Banijya bank established on 10" Magh, 2022 B.S. established under
Rastriya Banijya Bank Act, 2021 B.S. Nepal Arab Bank Limited was established on
26th Ashad, 2041 B.S. as a first joint venture bank in Nepal opened under
Banijya Bank Act, 2031 B.S. Having observed the success of Nepal Arab Bank
Limited ( currently named as Nabil Bank Limited) and of liberal economic policy
adopted by the government, various other commercial banks including joint venture

banks and privately ownership banks established in Nepal.
2.1.10 Concept of Commercial Bank

Commercial banks are that financial institution which deal in accepting deposits of
people and institutions and giving loans against securities. They provide working
capital needs of trade, industry, and even to agricultural sector. Commercial banks
also provide technical and administrative assistance to trade, industries, and
business enterprises. Commercial bank is a corporation, which accepts demand
deposits, subject to check and makes short-term loan to business enterprises,

regardless of the scope of its other services.

“A commercial banker is a dealer in money and substitutes for money, such as
cheque or bill of exchange. It also provides a variety of financial services.”(The New
Encyclopedia; 1985:605)
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“The American institute of banking has laid down for functions of the commercial
banks i.e. receiving and handling deposits, handling payments for its clients,
granting loan and investment and creating money by extension of credit.”

(American Institute of Banking; 1985:609)

“Principally, commercial banks accept deposits and provide loans, primarily to

business firms, thereby facilitating the transfer of funds on the economy.”

(Bhandari; 2003:65)

“In The Nepalese context, a commercial bank is one, which exchanges money,

deposits money, accepts, grant loans, and performs commercial banking functions.”

(Commercial bank Act, 2063)

“Commercial Banks are those banks which pull together the savings of the
community and arrange for their productive use. They supply the financial needs
of modern business by various means. They accept deposits from the public on
the condition that they are repayable on demand on short notice. Commercial banks
are restricted to invest their funds in corporate securities. Their business is
confined to financing the short-term needs of trade and industry such as working
capital financing. They cannot finance in fixed assets. They grant loan in the form of
cash, credits and overdrafts. Apart from financing, they also render services like
collection of bills and cheques, safe keeping of valuables, financial advising, etc, to
their customers.” (Vaidya; 2001:38)

2.1.11 Functions of Commercial Bank

Commercial banks are the most important types of financial institution for the
nation in terms of aggregate assets. Traditional functions of commercial banks are
only concerned with accepting deposits and providing loans. But modern
commercial banks work for overall development of trade’ commerce’ services, and
agriculture also. The business of banking is very broad in modern business age.
The number and variety of services provided by bank will probably expand.
Recent innovation in banking include the introduction of credit cards, accounting
services for business firm, factoring, leasing, participating in the Euro-Dollar market,

and lock-box banking. The main functions of commercial banks are as follows:
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A) Accepting Deposits:- It is fair deduction that no person or body, corporate
or otherwise, can be banker who does not take deposits, issue and pay cheques
and collect cheques from his customers. Here, all functions are related with the
acceptance of deposits. Therefore, accepting deposits by bank is the oldest function
of bank

A bank accepts in three forms viz saving, current and fixed. Saving deposit is one of
the deposits collected from small depositors and low-income depositors. The bank
usually pay small interest to depositors for their deposits. Current account is also
known as demand deposits. Under this, any amount may be deposited. There are no
restrictions regarding number and amount of withdrawals as contrary to saving
account. The banks do not pay any interest on such account but charge small
amount on the customers having current account. A fixed or time deposit is one
where customers are requested to keep a fixed amount in the bank for specific
period, generally by those who don’t need money for stipulated time. The bank

pays a higher interest on such deposits.

B) Advancing Loans:- The second major function of a commercial bank is to
provide loans and advances from the money, which it receives by way of deposits
for the development of industry, trade, commerce, services, and agriculture. The
main purpose of commercial bank is to boost up the development pace of

communities and the economy as a whole.

C) Agency Services:- The bank also performs number of services on behalf of

the customers. The following are the agency functions provided by the bank;
e Dealing with the transaction of foreign exchange business
e Serving as an agent of correspondent on behalf of the customers
e Issuing letter of credit, circulate note, traveler’s cheques, etc
e Purchasing and selling different kinds of securities and remitting funds
e Keeping valuable article in safe custody

e Providing financial advice to various persons and bodies whenever required
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D) Creating Money:- The major function of the bank that separates it from
other financial institution is the ability to create money and to destroy money,
which is accomplished by lending and investing activities. The power of the
commercial banking is of great economic significant as it results in the elastic
credit system that is necessary for the economic progress at a relatively steady
growth rate. (American Institute Of Banking; 1985: 149)

2.1.12 Concept of Joint Venture Bank

Joint venture banks are the mode of trading to achieve mutual exchange of goods
and services for sharing comparative advantages by performing joint investment
scheme between Nepalese investors, financial, non-financial institute as well as
private investors and their parent banks each supplying 50% total investment. The
parent banks, which have been experiencing highly mechanized and efficient
modern banking management skill and an international of banking institutions, Joint
venture banks in Nepal as full-fledged commercial bank under the economy Act,
2021 B.S. and operated under the Banijaya bank Act, 2032 B.S.

“Nepal Government’s deliberate policy of allowing foreign Joint Venture Banks to
operate in Nepal is basically targeted to encourage local traditionally run
commercial banks enhancing their banking capacity through competition, efficiency,
modernization, and mechanization via computerization and prompt customer
service.” (Vaidhaya; 1999: 44-45)

2.1.13 Needs for Liquidity Mobilization

The following are the reasons for why liquidity mobilization is needed in a
developing country like Nepal. Workshop report “Liquidity mobilization why and

how” states the following points as the needs for liquidity mobilization:

e Capital nis needed for the development of any sector of the country. The
objective of liquidity mobilization is to collect the scattered capital in
different forms within the country.

e It is much more important to canalize the collected liquidity in the priority

sectors of a country. In our developing country, we have to promote our
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business and other sectors by investing the accumulated capital towards
productive sectors.

e The need for liquidity mobilization is felt to control unnecessary
expenditure. If there is no saving, the extra money that the people have, can
be forwarded by buying unnecessary and luxury goods. So, the government
also should help to collect more liquidity, steeping legal procedures to
control unnecessary expenditures.

e Commercial banks are playing a vital role for national development. Liquidity
mobilization is necessary to increase their activities. Commercial banks are
granting loan not only in productive sectors, but also in other sectors like
food grains, gold and silver etc. however these loans are traditional in nature
and are not helpful to increase productivity, but it helps, to some extent, to
mobilize bank’s liquidities.

e To increase saving is to mobilize liquidity. It is because if the production of
agriculture and industrial products increases, it gives additional income,
which helps to save more, and ultimately, it plays a good role in liquidity
mobilization. (NRB, Banker’s Prakashan, Group A; 1984: 10)

Low national income, low per capita income, lack of technical know-how, vicious
cycle of poverty, lack of irrigation and fertilizers, pressure of population increase,
geographical conditions, etc are the main problems to bring economic development
in a under development country like Nepal. Liquidity mobilization helps in capital

formation and thereby plays a vital role in economic development of a country.

2.1.14 Liquidity Maintenance (CRR) of Commercial Banks and NRB

Provision

Liquidity is the term used to refer to the capacity of the bank to pay cash in
exchange of the deposits. A large part of the bank deposits is withdrawn able on
demand and hence the bank must maintain a sufficient degree of liquidity in its
assets. Such assets may be cash or other readily realizable assets. The foundation of
the entire banking system rests on the confidence that the bank is able to create
in the minds of the people. If the confidence is lost and all the depositors decide
to withdraw all their deposits from the bank on the same day, even the best

institution cannot survive. The investors feel confident about a bank, only if it is
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able to produce cash on demand. The bank must, therefore, maintain sufficient
cash reserves in its vault to honor every cheque that is presented across the

counter

Holding too much cash in vault is also not a good sign for the bank. Cash is an
idle asset and hence holding of large balances in cash will affect the profits of the
bank. The cash reserves should not also be very meager. In that case, the bank
would be inviting dangers as it may not be able to produce cash on demand. A
prudent banker always keeps an extra amount of cash for the sake of safety. Thus
liquidity management is a very tough and crucial job and NRB has formulated
certain guidelines regarding the maintenance and management of liquidity to
commercial banks in Nepal. According to the new directive effective from Mid-July
2004, the banks are required to maintain cash balance with NRB of at least 6% of its
total deposit liability. The previous provision for maintaining minimum balance
with NRB was 7 % of savings and current deposit liability and 4.5 % of fixed
deposit liability. The bank also had to maintain 2 % of its total deposit liability on
its own vault for daily operation but this provision has already been withdrawn
from its new circular effective from July 2004. A new CRR provision of 5.5% has
been applied and practiced since end of Fiscal Year 2004/05 by NRB and now the

commercial banks are required to maintain its CRR under this new provision
2.1.15 Mobilization of Liquidity

“When we discuss about the liquidity mobilization, we are concerned with
increasing income of the low income group of people and to make them able to
save more and to invest again the collected amount in the development activities.”
(NRB, Bankers Prakashan; 1984: 10)

“The main objective of the liquidity mobilization is to convert the idle saving into

active saving.” (Nepal Bank Patrika; 2037:7)

In developing countries, there is always the shortage of capital for the
development activities. There is the need of development in all the sectors. It is not
possible to handle and develop all the sectors by the government alone at a time.
Private people also can’t undertake large business because the per capita income

of the people is very low and their propensity to consume is very high. Due to
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the low income, their saving is not sufficient for carrying out developmental

works.

To achieve the higher rate of growth and per capita income, economic
development should be accelerated. Economic development may be defined in a
very broad sense as a process of rising income per head through the

accumulation of capital.

“Capital formation is possible through collecting scattered unproductive and small
savings from the people. This collected fund can be utilized in productive sectors
to increase employment and national productivity. Liquidity mobilization is the

most important source of the capital formation.” (RBB, Upahar; 2055: 14)

“Banking transaction refers to the acceptance of deposit from the people for
granting loan and advances, and returning the accepted deposit at demand or after
the expiry of the certain period according to the banking rules and regulations.
This definition clearly states that liquidity mobilization is the starting point of
banking transactions. Banking activities can be increased as well as the
accumulated liquidity can be mobilized effectively.” ( NRB, Nepal Bank Patrika,
2037:7)

“A commercial bank changes the scattered unproductive small savings into loanable
active savings. The bank not only collects saving, but also provides incetives to the

savers and helps them to be able to save more.” (RBB, Uphahar; 2055: 15)

“Commercial banks are set up with a view to mobilize national resources. The first
condition of national economic development is to be able to collect more and
more deposits. In this context, the yearly increasing rate of commercial banks
deposit clearly shows the satisfactory progress of liquidity mobilization.” (RBB,
UphaHar; 2055: 20)

2.1.16  Factors Affecting the Needs of Bank Liquidity
A) External Environmental Factors:

e Prevailing interest rate: If prevailing interest rate is high, the cash demand
through cheque as well as loan demand will also be decreased. Hence an
increase in bank interest rate leads to decrease the need of bank liquidity.
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Saving and investment situation: If the income of public is in increasing
trends and public expenditure is not increasing trends and public saving. In
this situation, less degree of liquidity is enough in banks.

Public investment habit: The investment habit of general public plays an
important role in the needs of bank liquidity. If people prefer to invest in
business, bank should maintain more liquidity. Contrary to this, if they do
not like to bear risk, they deposit saving in banks. In this situation, less
liquidity will be adequate in banks.

Trends of national economy: The economy of the country greatly affects
the liquidity needs of banks. If the economy is in the position of growth
and boom, bank can maintain comparatively less liquidity. But banks should

maintain more liquidity in the declining and slack economy.

B) Internal Environmental Factors:

2.1.17

Lending policy of the bank: When bank follows the policy of providing
advance loan more in long-term basis, it needs more liquidity. Contrary to
this if bank invests its funds more in short term loan and marketable
securities comparatively, less liquidity will be adequate for such bank.
Managerial capacity: The managerial talent and attitude of executive also
affect the need of bank liquidity. If the managers are very talented,
experienced and ready to bear higher risk and committed to earn more
profit, then less liquidity is maintained and vice versa.

Nature of fund: Generally, banks holding more current deposit should
maintain more liquidity, because current deposit should be refunded on
demand. Contrary to this, banks should not maintain much liquidity if there
is holding of fixed deposits because fixed deposits are not withdrawn

before due date. Thus, such deposits can be invested in production sectors.

Why Banks Face Liquidity Problem?

The significant expose of banks to liquidity pressures arises from several sources.

First,

banks borrow large amount of short-term deposit and reserve from

individuals, business and from other lending institution and then turn around and
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make long term credit available to their borrowing customers. In this situation,

most banks faces

A problem related to the maturity mismatch is that banks hold an unusually high
proportion of liabilities subject to immediate payment, such as demand deposit,
NOW account, and money market borrowing. In this situation, banks must always
stand ready to meet immediate cash demand that can be substantial at times,

especially near to the end of a week, at the first of certain seasons of the year.

Another source of liquidity problem is the bank’s sensitivity to change in interest
rates. When interest rates rise, some depositors withdraw their funds in search of higher
elsewhere. Many loan customers may postpone new loan request or speed up their
drawing on those credit lines that carry lower interest rates. In this situation,
changing interest rates affect both customers demand for deposit and customer
demands for loans, each of which poses a potent impact on a bank’s liquidity
position. Moreover, movement in interest rates affects the market values of assets
the bank may need to sell in order to raise additional liquid fund, and they
directly affect the cost of borrowing in the money market. Beyond these factors, a
bank must give high priority to meet the demands for liquidity. If banks fail to
maintain such position then it may lose public confidence in the institution. We
can imagine the reaction of bank customers if the teller windows and teller
machine had to be closed one morning because the bank temporarily out of cash
and could not cash cheques or meet deposit withdrawals (As happened to a bank

in Montena several years ago, prompting a federal investigation)

One of the most important tasks of a bank’s liquidity manager is to keep close
contact with the bank’s largest depositors and holders and holders of large unused
credit lines to determine and when withdrawals of funds will be made and to

make sure adequate funds are available.

2.2 Review of Previous Studies

2.2.1 Review of Related Journals and Articles

Matz, L. (2001) “Liquidity Risk Management and Self Paced A\L Management.”
Undoubtedly suggest that the quantity of liquidity you have or can get must be
related to the quantity of liquidity that you think you may need. The quantity of
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liquidity that you need is mainly, the sum of current liabilities you may lose plus
new assets you have to fund liquidity Risk, the amount of liquidity you might
need, is highly scenario specific. Liquidity cannot be intelligently measured without
using scenario analysis. Sources available in some scenario are less or unavailable in
others. He emphasized that the essences of liquidity risk in cash flows. Therefore,
fundamentally, liquidity gap analysis is simply an evaluation of the two
requirements. “Enough money” and” When we need it”. Liquidity risk management
tactics are more vital than managing the time profiles of maturing liabilities. He
conducted four essential liquidity management tools: a) Always keep some asset
liquidity reserve, b) Extend liabilities terms to reduce liquidity risk, c) be prepared
to enhance liquidity quickly at the first sign of increased potential need, d) Image
cash flows profile. He further recommended that banks should analyze the likely
impact of different stress scenarios on their liquidity position and set their limit
accordingly. Limits should be appropriate to the size, complexity and financial
condition of the bank. Management should define the specific procedures and
approvals necessary for expectation to policies and limits. The liquidity strategy
should set out the general approach the bank will have to liquidity, including
various quantitative and qualitative target. This strategy should address the bank’s
goal of protecting financial strength and the ability to withstand stressful event in
the marketplace. Optimal management of liquidity requires a delicate balance
between liquidity risk and income. No bank can hold enough liquidity to survive
anything close to a “worst case” Liquidity crisis. The penalty for too little liquidity
may be the failure of the bank but too much liquidity carries a penalty as well.

So, liquidity risk is highly idiosyncratic, arbitrary and inconsistent.

Shrestha, S.R (2061 B.S.) in his articles, “The Efficient of Liquidity Monitoring
and Forecasting Framework the Nepal Rastra Bank in the Context of Liquidity
Management in the Nepalese Banking and Financial System” has conducted
liquidity management is the part of risk management framework of financial
services industry. He found taking high liquidity risk as well as high credit risk
are two main factors that cause banks to fail. Although high liquidity risk alone
is not likely to cause bank to failure, a liquidity crisis usually signals a need for
change. He concluded proper liquidity management ensures that bank and financial

institutions’ financial commitments and obligation are met. Maintaining adequate
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liquidity also help in avoiding forced sale of assets. The need for bank liquidity
steams from seasonal, cyclical trend and short term irregular movements is deposit
and loans. The different sources available to meet these liquidity needs were
identify and grouped into assets and liability liquidity sources. The treasury
manager must consider the purpose of the liquidity need, the length of time for
which funds are needed, the access to liability markets, the cost and the

characteristics of various liquidity sources and interest rate forecasts.

Bank for International Settlement (June 2008); * Principles for Sound Liquidity
Risk management and supervision (Draft for consultation)” Basel, Switzerland:
Basel Committee on banking Supervision has concluded that a bank is responsible
for the sound management of liquidity risk. A bank should establish a robust
liquidity risk management framework that ensures it maintains sufficient liquidity,
including a cushion of unencumbered, high quality liquid assets, to withstand a
range of stress events, including those involving the loss or impairment of both
unsecured and secured funding sources. Supervisors should assess the adequacy of
both a bank’s liquidity risk management framework and its liquidity position and
should take prompt action if a bank is deficient in either area in order to protect
depositors and to limit potential damage to the financial system. Similarly, a bank
should clearly articulate a liquidity risk tolerance that is appropriate for the
business strategy of the organization and its role in the financial system. Senior
management should develop a strategy, policies and practices to manage liquidity
risk in accordance with the risk tolerance and to ensure that the bank maintains
sufficient liquidity. Senior management should continuously review information on
the bank’s liquidity developments and report to the board of directors on a regular
basis. A bank’s board of directors should review and approve the strategy; policies
and practices related to the management of liquidity at least annually and ensures

that senior management manages liquidity risk effectively.

This committee, in governance aspect of liquidity risk management, has also
concluded that a bank should incorporate liquidity costs, benefits and risks in the
product pricing, performance measurement and new product approval process for
all significant business activities (both on and off-balance sheet), thereby aligning the
risk-Taking incentives of individual business lines with the liquidity risk exposures

their activities create for the bank as a whole.
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Again, This committee further reveals that for the measurement and management
of liquidity risk, bank should have a sound process for identifying, measuring,
monitoring and controlling liquidity risk. This process should include a robust
framework for comprehensively projecting cash flows arising from assets, liabilities
and off-balance sheet items over an appropriate set of time horizons. Similarly,
bank should actively manage liquidity risk exposure and funding needs within and
across legal entities, business lines and currencies, taking into account legal,
regulatory and operational limitations to the transferability of liquidity. Again the
bank should establish a funding strategy that provides effective diversification in
the sources and the tenor of funding. It should maintain an ongoing presence in
its chosen funding markets and strong relationships with funds providers to
promote effective diversification of funding sources. A bank should regularly
gauge its capacity to raise funds quickly from each sources. It should identify
the main factors that affect its ability to raise funds and monitor those factors

closely to ensure that estimates of fund raising capacity remain valid.

Apart from this a bank should actively manage its intraday liquidity positions and
risks to meet payment and settlement obligations on a timely basis under both
normal and stressed conditions and thus contribute to the smooth functioning of
payment and settlement systems. Again, bank should actively manage its collateral
positions, differentiating between encumbered and unencumbered assets. A bank
should monitor the legal entity and physical location where collateral is held and

how it may be mobilized in a timely manner.

Similarly, a bank should have a Formal Contingency Funding Plan (CFP) that
clearly sets out the strategies for addressing liquidity shortfalls in emergency
situations. A CEP should outline policies to manage a range of stress environment,
establish clear lines of responsibility, include clear invocation and escalation
procedures and be regularly tested and updated to ensure that it is operationally

robust.

Beside these, a bank should maintain a cushion of unencumbered, high quality
liquid assets to be held as insurance against a range of liquidity stress scenarios,

including those that involves the loss of impairment of unsecured and typically
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available secured funding sources. There should be no legal, regulatory or

operational impediment in using these assets to obtain funding.

The committee on the aspect of public disclosure again reveals that a bank should
publicly disclose information on a regular basis that enables market participants to
make an informed judgment about the soundness of its liquidity risk management

framework and liquidity position.

Furthermore, the committee has set out the role of supervisors as they should
regularly perform a comprehensive assessment of a bank’s overall liquidity risk
management framework and position to determine whether they deliver an
adequate level of resilience to liquidity stress given the bank’s role in the
financial system. Again, supervisors should supplement their regular assessments of
a bank’s liquidity risk management framework and liquidity positions by
monitoring a combination of internal reports, prudential reports and market

information.

Similarly, Supervisors should intervene to require effective and timely remedial
action by a bank to address deficiencies in its liquidity risk management processes
or liquidity position. Beside these, supervisors should communicate with other
relevant supervisors and public authorities, such as central banks, both within and
across national borders, to facilitate effective cooperation regarding the supervision
and oversight of liquidity risk management. Communication should occur regularly
during normal times, with the nature and frequency of the information sharing

increasing as appropriate during times of stress.

Walt (2008), in his article, “Sound Practices for Managing Liquidity in Banking
Organization” attributed Liquidity, or the ability to fund increases in asset and meet
obligations as they come due, is crucial to the ongoing viability of any banking
organization.  Sound liquidity management can reduce the probability of serious
problems. Indeed, the importance of liquidity transcends the individual bank, since
a liquidity shortfall at a single institution can have system —wide repercussions. For
this reason, the analysis of liquidity requires bank management not only to
measure the liquidity position of the bank on an ongoing basis but also to
examine how funding requirements are likely to evolve under various scenarios,

including adverse conditions.
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Reserve bank of Fiji- banking Supervision Policy Statement No: 9A (2010)
“Liquidity Risk Management Requirements for Bank.” has set out the various
policies regarding liquidity risk management. This policy statement has suggested
about “Sound Practices for Managing Liquidity in banking Organizations’”. This
policy statement, on the issue of liquidity risk management of banks, states that
the liquidity risk management policy must reflect the daily strategy and longer-
term liquidity plans, and must have (a) The measurement of liquidity position (b)

Monitoring liquidity and (c) contingency planning as its major components

This policy statement states that banks should calculate (a) Loan to Deposit ratio
(b) Loan to Adjusted Deposit Ratio (c¢) Liquid Assets to Total Deposits Ratio and
(d) Liquid Assets to Total Assets Ratio, as the indicators that a bank should

utilize at a minimum for the measurement of liquidity position.

Similarly, bank should conduct maturity Mismatch Analysis for measuring liquidity
position. For this purpose, each bank shall use maturity mismatch ladders to
compare cash inflows and outflows daily and over a series of time-bands which
maturity mismatch ladder shows the net future cash flows of the institution’s
operations in various time-bands. A bank’s net funding requirements are
determined by analyzing its present and future cash flows at selected maturity
dates, based on assumptions of the behavior of assets, liabilities and off-balance
sheet items. Calculations will include the cumulative net excess or shortfall over

the time frame of the liquidity assessment.

The policy statement again reveals that Cash Flow Projections should be made for
measuring liquidity positions. For this purpose, banks should prepare cash flow
projections on a regular basis for measuring and managing their net refinancing
risk. Projection should cover cash flows for assets and liabilities and also consider
cash flows from planned future activities. Cash flow projections should be
calculated on a monthly basis and will be assessed in the course of on-site
examinations. Similarly, each bank is to prepare on a monthly basis, a statement
of assets and liabilities, with items classed according to its liquidity level. This

can be used by the bank as auseful management tool for monitoring operations.

The policy statement further reveals that each bank is required to establish an
Asset Liability Committee (ALCO) which shall be responsible for the management
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of the overall liquidity of the institution. Similarly, the ALCO must facilitate,
coordinate, communicate and control balance sheet planning with regards to risks
inherent in managing liquidity and convergences in interest rates. Beside these, all
banks are required to maintain written report of the deliberations, decisions and

roles of the ALCO with regards to liquidity risk management.

The policy statement further reveals that each bank is required to formulate a
realistic and clear contingency plan for fast and decisive action. A contingency

plan must outline the scenarios within which such plans may be activated.
2.2.2 Review of Thesis

Pyakurel, (2007) Conducted his thesis entitled “A Comparative Study of Financial
Performance of Standard Chartered Bank Nepal Limited, NABIL Bank Limited and

Himalayan Bank Limited.” His objective was

e Toevaluate the financial position of the sample bank

e Toanalyze SWOT of commercial bank.
His major findings are;

e The normal standard, which means the three bank showed unsatisfactory
liquidity position.

e Comparatively Standard Chartered Bank Nepal Limited was better than
other banks.

e The researcher has found that Himalayan bank Limited has exceeded in
using debts with respect to total assets and shareholders’ equity. He found
that net profit to net worth ratio of Himalayan Bank Limited was slightly
higher than Standard Chartered Bank Nepal Limited and NABIL Bank
Limited.

Shrestha (2008) In his thesis “Financial Performance analysis of Nepal Bangladesh
Bank Limited”, various financial research and statistical tools have been used to
achieve the objective of the study. The analysis of data will be done according to
the pattern of data available. Likewise, some financial tools such as ratio analysis

and trend analysis and trend analysis have also been used for financial analysis.
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The specific objectives of his research are:

e To analyze the functions, objectives procedure and activities of the NB
bank.

e To analyze the lending practices and resources utilization of NB bank.

e To determine the impact of growth in deposit on liquidity and lending
practices.

e To examine the lending efficiency and its contribution to profit.
The research findings of the study are summarized as:

e NB bank has utilized most funds in the form of credit and advances.

e More than 75% of total deposits of the bank have been forwarded to
customers as a credit and advances.

e The major part of utilizing, deposits and income generating sectors. If the
bank has high deposits, bank can provide money to its customers as credit
advances.

e Therefore, there is highly positive correlation between total deposits and
credit and advances of NB bank.

e Bank is providing different schemes to attract good customers. After attracting
deposits from the customers, bank has issued the deposits from the
customers, Bank has issued the deposits to the needed area to make profit
for the bank.

Poudel, (2009) has conducted a research on “Liquidity Management of Commercial
Banks in Nepal” of BOK, NIC, NABIL, EBL and NABIL. This study has set out the

following objectives:

e To Examine the liquidity management in Nepalese commercial banks.

e To analyze the problem of liquidity management in Nepalese commercial
banks.

e To identify factors affecting the liquidity position and its management in
Nepalese commercial banks.

e To examine the effectiveness of liquidity management in Nepalese

commercial banks.

40



To provide suggestion and recommendation about liquidity management in

commercial banks.

Major findings of his study are as follows:

Cash and bank balance to current deposit ratio of NIC is high and EBL, is
too low. This implies that the liquidity position of NIC is strong, EBL is
poor and BOK, NABIL and NABIL are in moderate.

Liquid funds to total deposit ratio of all bank’s are in decreasing trend.
BOK and NABIL are reducing their fund rapidly. Whereas most of the
deposit of NIC, NABIL and EBL are remained as liquid fund.

NIC and EBL have maintained adequate balance with NRB but BOK,
NABIL and NABIL have not maintained sufficient reserve in bank for
liquidity position.

BOK has strong liquidity position; NIC has negative and poor liquidity
position. NABIL is facing liquidity management problem and NABIL has

normal liquidity position.

Dhungana, (2010) has conducted a research on “Liguidity Position of Commercial
Banks in Nepal” of BOK, SCBL, SBI, NABIL, EBL, NIB and NABIL. This study

has set out the following objectives:

To examine the relationship between liquidity and profitability.
To examine liquidity position of commercial banks.
To examine the relationship between liquidity and interest rates.

To suggest improvement for liquidity position of banks in future.

Major findings of her study are as follows:

Balance of NRB to total deposit ratio of SBI bank is greater than other
banks.

There is positive correlation between change in deposit and change in total
liquidity of BOK, NABIL, SBI, SCBL, NIB, EBL but NABIL has negative

correlation coefficient.
There is a positive correlation between total liquid funds and net profit of
BOK, NIB and EBL but negative of NABIL, SBI, SCBL and NABIL.
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Malla, (2011) has conducted thesis entitled, “ Financial = Performance of
Commercial Bank with Special Reference to Himalayan & NABIL Bank Ltd.” The

main objective of the study is to analyze the liquidity position & the profitability

of these two banks are as follows.

To analyzed the liquidity management of sample banks

To analyze the deposit and investment position of the banks.

To find out the relationship between deposit, investment, loans and advances
and net profit.

To find out the trend analysis of deposit, investment, loans and advances and
net profit.

Major findings of this study are as follows:

The high liquidity ratios are maintained by this banks.

The measurement of assets management has revealed that the total liability
to total assets of NABIL has the highest ratio than of NABIL.

Considering EPS, performance of NABIL is better than NABIL but
comparing net profit and shareholders’ equity, the performance of NABIL
is better.

The overall liquidity ratio of NABIL is better, it has low degree of
surviving capacity in the adverse liquidity position caused by interest

sensitive deposit.

Khadka, (2012) has conducted thesis entitled, “Investment & Liquidity Management

of Insurance Companies.” The main objective of the research is as follows;

To analyze the investment pattern
To analyze Liquidity management of the Insurance companies

Trend of profit of the insurance companies.

His Major findings are:

Most of the insurance companies are found investing in government
securities & debenture, share of other companies’ securities, bank & finance
companies.

They are not investing in real estate and mutual fund.
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e All insurance companies seem to be risk avoiding while making their

investment.

2.3 Research Gap

The review of above relevant literature has contributed to enhance the fundamental
understanding and knowledge, which is required to make this study meaningful and
purposeful. Since Liquidity Risk Management is crucial and current issue in Nepalese
banking sector, it seems that there are Ilimited articles, journals & research
conducted about Liquidity management of Commercial Banks in Nepal. By
observing the objectives and findings of Above mentioned studies, it is found that
different studies have different area of coverage. But no one has considered credit-
deposit ratio, maturity mismatch analysis etc. available research reports are

outdated, focused to some part of the country and not conducted rigorously.

Despite the fact that Liquidity Risk Management is current and urgent issue
among Nepalese community, the NRB and commercial banks have failed to main-
streamline it. No rigorous study has been made at the very moment. Therefore, at this
moment, a rigorous study has become wurgent for Liquidity Management of

Commercial Banks in Nepal
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CHAPTER-I1II

RESEARCH METHODOLOGY

Research methodology is the technique to achieve the stated objectives of the study. This
chapter studies how research to be conducted, how the research is made effective and
what are the steps of research so that the study and goal of the related study can be easily
achieved. Especially research refer sequential step's to be followed by researcher at the
time of solving problem or studying the concerned subject matter in detail that include

following steps.

e Research design

e Sources of data

e Population and sample

e Data collection techniques

e Data Analysis Tools
3.1 Research Design

A research design is an overall frame work or plan for the activities to be undertaken
during the course of research work. It specifies the method and procedures to collect and
analyze the data and information. There are many types of research design. The study will

be based on descriptive and analytical research design.

Descriptive research design describes the situation and analytical research design
analyzes information and critically evaluate as well. Some statistical and financial tools

will applied to examining fact and describe the result.
3.2 Sources of Data

There are two sources of data collection. The research is based on secondary source of
data. All the adequate data are collected from secondary sources. This refers to data
that are already used and gathered by others. Secondary data are mostly used for this

research purpose. So the major sources of secondary data are as follows:

e Annual Report of concern Bank.

e Internet and E-mails.
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e NRB Directives.
e Economy survey of Government of Nepal and Ministry of finance.
e Newspaper, Journals, Articles and various Magazines.

e Dissertation of Central Library of T.U and Library of Shanker Dev Campus
3.3 Population and Sample

The objective of the research is to explore and describe the liquidity management
of commercial bank in Nepal from the research point of view. However, with regard to
the availability of the financial information, two samples were identified purposively

from the banking sector.

The study of whole universe is not possible due to lack of time, money and capacity.
Thus, among 32 commercial banks, two commercial banks have been chosen as sample.

Simple random sampling methods have been selected for the study. They are:

e FEverest Bank Limited
e NABIL Bank Limited

3.4 Data Collection Techniques

It is mentioned that secondary data will be used for the study. Secondary data can be
collected by using different method. The annual report and other information of the bank
will be obtained from head office of EBL & Nabil and website of those banks. Other
publications will be collected from website of Nepal Rastra Bank. Existing literature on
the subject matter is collected from various research papers. Other necessary information
and data can be found through internet by the various websites. The conceptual review

will be done by text books.

3.5 Data Analysis Tools

Presentation and analysis of data is one of the important part of the research
work. The collected raw data will be presented in systematic manner in tabular
form and then will be analyzed by applying different financial and statistical tools
to achieve objectives. Besides these some graph charts and tables will be

presented to analyze and interpret the findings of the study. The tools applied are:
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3.5.1 Financial Tools

i) Liquidity Ratios: This ratio measures the liquidity position of a firm. It measures the
firm’s ability to meet its short- term obligations. As a Financial Analytical tools,

following liquidity ratios will be used.

a) Current Ratio: This ratio shows the bank’s short-term solvency. It shows the ratio
of current assets over the current liabilities. This ratio can be computed by

dividing the Total Current Assets by Current Liabilities, which can be presents as:

Current Assets

Current Ratio =

Current liabilities

Higher ratio indicates the strong short — term solvency position and vice versa.

b) Cash and Bank to Total Deposit ratio: Cash and bank balances are the most
liquid current assets. This ratio measures the percentage of most liquid fund with
the bank to make immediate payment to the depositor. This ratio can be computed

by dividing Cash and Bank Balance by Total Deposit can be presented as:

Cash & Bank Balance

Cash and Bank to Total Deposit Ratio = .
Total Deposits

Cash and bank balance includes cash in hand, cheques and other cash items,
balance with domestic and foreign banks. The total deposit includes deposit made
by customers though different accounts like current ( demand deposit ), saving,

fixed deposit, call deposit and other deposit accounts.

c) Cash and Bank Balance to Current Assets Ratio: This ratio measures the
proportion of most liquid assets viz. cash and bank balance among the total
current assets of the bank. Higher ratio shows the bank’s ability to meet its
demand for cash. The ratio is computed by dividing Cash and Bank Balance by

Current Assets, presented as under,

Cash & Bank Balance
Current Assets

Cash and Bank Balance to Current Assets Ratio =

d) Investment on Government Securities to Total Current Asset Ratio: This
ratio is calculated to find out the percentage of current assets invested on
government securities viz. treasury bills and development bonds. The ratio is stated

as under,
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Investment on Government Securities to Total Current Asset Ratio =

Investment on Government Securites

Current Assets

i) Assets Management Ratios: Asset management ratio measures the proportion
of various assets and liabilities in balance sheet. The proper management of assets
and liability ensures its effective utilization. The banking business converts the
liability into assets by way of its lending and investing functions. The following
are the various ratios relating to determine the efficiency of the subjected bank in

managing its assets and in portfolio management.

a) Loan and Advances to Total Deposit Ratio: This ratio is called credit-
deposit ratio (C D ratio ). It is calculated to find out how successfully the bank is
able to utilize its total deposits on loan and advances for profit generating
purpose. Greater ratio implies better utilization of total deposits. This ratio can be

obtained by dividing loan advances by total deposit as under,

Loan & Advances

Loan and Advances to Total Deposit Ratio =
Total Deposit

b) Total Investment to Total Deposit Ratio: Investment is one of the major
factors of credit creation to earn income. This implies the utilization of firm’s
deposit on investment on government Securities, shares and debenture of other
companies and banks. This ratio can be calculated by total investment divided by

total deposit as:

Total Investment

Total Investment to Total Deposit Ratio =
Total Deposits

c) Loan and Advances to Working Fund Ratio: Loan and advances is the major
component in the total working fund ( total Assets), which indicates the ability of
bank to utilize its deposits in the form of loan and advances to earn high return.
The ratio is computed by dividing loan and advances by total working fund,

which is stated as under
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Loans and Advances

Loan and Advances to Working Fund Ratio =
Total Working Fund

d) Investment on Government Securities to Total Asset Ratio: This ratio shows
that bank’s investment on government securities in comparison to the total
working fund. This ratio can be computed by dividing investment on government

securities by total working fund, which can be presented as,

Investment on Government Securities to Total Working Fund =

Investment on Government Securities
Total Working Fund

iv) Profitability Ratios: Profitability ratios are used to indicate and measure the
overall efficiency of a firm in terms of profit and financial performance. For better
performance, profitability ratios of firm should be higher. Under this, the following

profitability ratio will be computed.

a) Return on Loan and Advances Ratio: This ratio indicates how efficiently the
bank utilizes its resources in the form loans and advances. This also measures the
earning capacity of its loans and advances. This ratio is computed by dividing Net

Profit (Loss) by Loans and Advances which can be expressed as:

Net Profit ( Loss)

Return on Loan and Advances Ratio =
Loan and Advances

b) Return on Total Asset Ratio ( ROA ): This ratio measures the overall
profitability of all working fund i.e. Total Assets. It is also known as Return on
Assets (ROA). This ratio is calculated by dividing net profit (loss) by total working

funds. This can be presented as,

Net Profit ( Loss)

Return on Total Working Fund Ratio (ROA) =
Total Working Fund

The numerator indicates the portion of income left to the internal equities after

deduction of all costs, charges and expenses. The bank has used funds of the
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shareholders. This ratio can be computed by dividing net profit by Total Equity
capital ( Net Worth ). This can be calculated as,

Net Profit (Loss)

Return on Equity (ROE) =
Total Equity capital

¢) Interest Income to Total Income Ratio: This ratio measures the volume of
Interest Income in Total Income of the bank. The high ratio indicates the high
contribution made by the Lending and Investing and Vice Vera. This ratio can be

computed by dividing Interest Income by Total Income presented as under,

Interest Income

Interest income to Total Income ratio =
Total Income

d) Total Interest Paid to Total Working Fund ratio: This ratio depicts the
percentage of Interest Paid on Liabilities with respect to Total working Fund,
which can be presented as,

Total Interest Paid

Total Interest paid to Total Working Fund Ratio =
Total Working Fund

V) Risk Ratio: Risk and uncertainty is a part of business loss. All the business
activities are influenced by risk, so business organization cannot achieve a good
return as per their desires. The profitability of risk makes banks investment a
challenging task. Bank has to take risk to get return on its investment. The risk
taken is compensated by the increase in profit. So the banks options for high profit
have to accept the risk and manage it efficiently. A bank has to have ides of the
level of risk of risk that one has to bear while investing its funds. Through
following ratios, effort has been made to measure the level of risk inherent in the
EBL and NABIL.

a) Liquidity Risk Ratio: The Liquidity Risk of the bank defines its Liquidity
needs for deposit. The cash and bank balance are the most liquid assets and they
are considered as banks liquidity sources and deposit as the liquidity needs. The

ratio of Cash and Bank Balance to Total Deposit is an indicator of bank’s

49



liquidity of need. This ratio is low if funds are kept idle as such balance but this
reduces profitability increase and also the risk. Thus, higher liquidity ratio indicates

less profitable return and vice-versa. This ratio is calculated as below:

Cash and Bank Balance

Liquidity Risk Ratio =
Total Denosit

vi) Other Ratios:

a) Earning per Share (EPS): EPS refers to net profit divided by total numbers
of share outstanding. EPS measures the efficiency of a firm in relative terms. It is a
widely used ratio, which measures the profit available to the ordinary shareholder
on per share basis. The amount of EPS measures the efficiency of a firm in

relative terms. This ratio is calculated as,

Net Profit (Loss)
Earning Per Share (EPS )=

Total No of Shares

b) Price Earning Ratio: The ratio is closely related to the Earning per Share
(EPS). It is calculated by dividing the Market Value per Share (MVPS) by EPS.
Price Earning Ratio indicates investor’s judgments or expectation about the firm’s
performance. This ratio widely used by the security analysis to value the firm’s
performance. This ratio widely used by the security analysis to value the firm’s
performance as accepted by investors. Price Earning Ratio reflects investor
expectations about the growth in the firm’s earning. Higher ratio indicates the
more value of the stock that is being ascribed to future earning as opposed to

present earning.

MVPS
EPS

Price Earning Ratio =
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3.5.2 Statistical Tools

Some important statistical tools will be used to achieve the objective of this
study. In this study statistical tool such as Arithmetic mean, standard deviation,

coefficient of variation, coefficient of correlation and trend analysis will be used.

1) Arithmetic Mean: In mathematics and statistics, the arithmetic mean, often
referred to as simply the mean or average when the context is clear, is a method
to derive the central tendency of a sample space. The term “Arithmetic Mean” is
preferred in mathematics and statistics because it helps distinguish it from other

averages such as the geometric and harmonic mean

In addition to mathematics and statistics, the arithmetic mean is frequently in
fields such as economics, sociology, and history, though it is used in almost every
academic field to some extent. For example, per capita GDP gives an
approximation of the arithmetic average income of a nation’s population. The most
popular and widely used measures of representation from the entire data by one
value are what most laymen call an ‘average’ and what the statistician call the
arithmetic mean. Its value is obtained by adding together all the times and by

dividing this total by the number of items.

The formula to calculated mean is given by,

Mean, X = %

Where, X = Mean of the values
> X = Summation of the values
N = No of observation

ii) Standard Deviation ( S. D. ): Standard deviation is a widely used measurement
of variability or diversity used in statistics and probability theory. It shows how
much variation or ° Dispersion’ there is from the ‘Average’. A low standard
deviation indicates that the data points tend to be very close to the mean, where
as high standard deviation indicates that the data are spread out over a large

range of values.
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Technically, the standard deviation of a statistical population, data set, or probability
distribution is the square root of its variance. A useful property of standard

deviation is that unlike variance, it is expressed in the same units as the data.

The standard deviation is absolute measures of dispersion. A small standard deviation
means a high degree of uniformity of the observation as well as homogeneity of

series and vice — versa.

Standerd deviation(o) = Z(X:)Z
Where,
c = Standerd deviation
YX—-%)2 = Sum of squares of the deviations
measured from arithmetic average.
N = Number of items

iii) Coefficient of Variation: The calculated standard deviation gives an absolute
measure of dispersion. Hence where the mean value of the variable is not equal, it
is not equal, it is not appropriate to compare two pairs of variables based on
standard deviation only. The coefficient of variation ( C.V. ) is given by the

following formula in the percentage basis:
Coefficient of Variation CV.= % x100

iv) Measures of Correlation: We examine the relation between the various
variables. The correlation between the different variables of a bank is compared
to measure the performance of these banks. Correlation refers to the degree of
relationship between variables. If between two variables, increase or decrease in one
causes increase or decrease in another, then such variables are correlated variables.
The reliability of the value of coefficient of correlation is measured by probable error.
The correlation coefficient describes the degree of relationship between two
variables. It interprets whether variables are correlated positively by which it is
helpful to make appropriate investment policy for profit maximization. The Karl

Pearson coefficient of correlation (r) is given by following formula
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r=

Where,
r = Correlation coefficient
Yx, = X1 -Xq
Yx, = Xo- X,

The Karl Pearson coefficient of correlation always falls between - 1to +1. The
value of correlation in minus signifies the negative correlation and in plus signifies
the positive correlation. As the value of correlation reaches to the value of Zero,

it is said that there is no significant relationship between the variables.

v) Trend Analysis: Among the various methods of determining trend of time
series, The most popular and mathematical method is the least square method.
Using this least square method, it has been estimated the future trend values of
different variables. For the estimation of linear trends line following formula can

be used:

Y = a+ bx

Where, Y = Dependent variable
X = Independent variable
A=Y - intercept

B = Slope of the trend line
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CHAPTER-IV

PRESENTATION AND ANALYSIS OF DATA

In this chapter collected data are analyzed and interpreted as per the stated methodology
in the previous chapter. The main sources of data are secondary data. In this chapter,
researcher has analyzed and diagnosed liquidity management of Everest Bank Limited
and NABIL Bank Limited. All the liquidity management is analyze by calculating

following ratio.
4.1  Financial Analysis

In this part various financials ratios related are presented to evaluate and analyze
the performance of commercial Banks i.e. EBL and NABIL Bank. Some important
financial ratios are only calculated in the point of view of fund mobilization. The ratios
are designed and calculated to highlight the relationship between financial items and

figures. It is a kind of mathematical relationship and procedure dividing one item by

another.
Table No 4.1
Total Deposit and Cash & Bank Balance of Sample Banks (Rs in millions)
Bank Everest Bank Limited NABIL Bank
Details Total Deposit | Cash and Bank | Total deposit | Cash and Bank
Years Balance Balance
2064/65 23976.30 2667.97 31915.04 2671.14
2065/66 33322.95 6164.38 37348.25 3372.51
2066/67 36932.31 7818.82 46410.70 1400.09
2067/68 41127.91 6122.86 49696.11 2436.54
2068/69 50006.10 10363.30 55023.69 4275.82
Average 37073.11 6627.47 44078.74 2831.22

Source: Annual Report 2064/65 — 2068/69
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Figure No 4.1
Total Deposit of EBL & NABIL Bank (Rs in millions)
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Above table and figure show the deposit collection and liquidity of EBL and NABIL. The
EBL and Nabil both has increasing trend of total deposit over the study period. The
average total deposit of EBL is Rs. 37073.11 and Rs. 44078.74 of NABIL. The lowest
amount of EBL Rs 23976.30 million in 2064/65 and highest amount is Rs. 50006.10
million in 2068/69. Similarly, the NABIL have lowest amount Rs 31915 million in
2064/65 and highest amount is Rs. 55023.69 million in 2068/69. In comparison the
NABIL seems higher in deposit collection than the EBL.

Figure No 4.2

Cash & Bank Balance of EBL & NABIL Bank
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Amount

The liquidity position of EBL is higher than Nabil. The average amount of cash balance
of EBL is Rs 6627.47 million and Rs 2831.22 million of Nabil. The highest amount of
liquidity is Rs 4275.82 million in 2068/69 and lowest amount Rs 1400.09 million in
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2066/67 of NABIL. Cash and bank balance of EBL continuously increasing trend except
2067/68. The lowest amount of cash and balance Rs 2667.97 in 2064/65 and highest
amount is Rs 10363.30 in 2068/69 of EBL.

4.2  Ratio Analysis

4.2.1 Liquidity Ratio
A) Analysis of Current Ratio

This ratio measures the liquidity position of the commercial banks. It indicates the ability

of banks to meet the current liquidity.

Table No. 4.2

Current Assets to Current Liability (in times)

Name of Fiscal Year
Banks 2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.80 0.99 0.98 1.02 1.01 0.96 | 0.09 | 0.10
NABIL 0.77 0.81 0.83 0.90 0.92 0.85 | 0.06 | 0.07

Source: Annual Report & Appendix 1

Above Table shows the current ratio of selected commercial banks during the study
period. The current ratio of EBL is in fluctuating trend and Nabil is in increasing trend. In
general, it can be said that both the banks have sound ability to meet their short- term
obligations in coming year. In the case of EBL the C.R. has high in 2067/68 i.e 1.02 and
NABIL has high in 2068/69 i.e. 0.92. In an average, liquidity position of EBL is greater
than Nabil. So, EBL is better than Nabil. Likewise, S. D. and C.V. of EBL is greater than
NABIL i.e. 0.09 > 0.06 and 0.10 > 0.07. It can be said that C.R. of NABIL is more

consistent than EBL.

Lastly, from the above analysis it is known that Nabil have not better liquidity position
because the standard ratio is 1:1. Generally, banks require more liquid assets with
compare to current liabilities in order to provide better bank service but at last of the

financial year of EBL is in better liquidity position than liquidity position of Nabil.
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B) Cash and Bank Balance to Total Deposit Ratio

Cash and Bank Balance to Total Deposit Ratio indicates the banks ability to meet their
daily requirement of depositors. Higher ratio shows the greater ability of the firms to
meet customer demands on their deposits. Following table shows cash and bank balance
to total deposit of EBL and NABIL during the study period.

Table No. 4.3

Cash and Bank Balance to Total Deposit Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.11 0.18 0.21 0.15 0.21 0.17 | 0.04 0.25
NABIL 0.08 0.09 0.03 0.05 0.08 0.07 | 0.03 0.39

Source: Annual Report & Appendix 2

Above Table revels that the Cash and Bank Balance to Total Deposit Ratio of EBL is in
increasing trend fy 2064/65 to 2066/67 and it is fluctuating and NABIL is in fluctuating
trend. The highest ratio of EBL is 0.21 time in FY 2066/67 & 2068/69 and lowest is 0.11
times in FY 2064/65. Similarly, the highest ratio of NABIL is 0.09 times in FY 2065/66
and lowers in 0.03 in 2066/67.

The mean ratio of EBL and NABIL are 0.17 times and 0.07 times respectively. EBL has
higher ratio than the NABIL, which shows its greater ability to pay depositors money as
they want. Similarly, the coefficient of variation of EBL is 0.25 times and NABIL is 0.39
times. S.D. of NABIL is lower than the EBL i.e 0.03 < 0.04.

The above analysis has to conclude that the cash and bank balance position of EBL with
respect to NABIL is better in order to serve its customer’s deposits. It implies the better
liquidity position of EBL from the viewpoint of depositor demand. In contrast a high ratio
of cash and bank balance may be undesirable which indicates the bank’s inability to
invest its funds income generating areas. Thus EBL should invest in more productive
sectors like short-term marketable securities insuring enough liquidity which will help

the bank to improve its profitability.
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(@3] Cash and Bank Balance to Current Assets Ratio

Cash and Bank Balance are the most liquid or quick assets. Cash and bank balance to
current assets ratio represents the liquidity capacity of the firms as per cash and bank
balance. Higher the ratios, better the ability of the firms to meet the daily cash
requirement of their customers. But high ratio is not so preferred to the firms because
firms have to manage the cash and bank balance to current asset ratio in such manner

that firm may not be paid interest on deposits and may not have liquidity crisis.

Following the states the cash and bank balance to current assets EBL and NABIL during

the study period.

Table No. 4.4

Cash and Bank Balance to Total Current Asset Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.06 0.25 0.23 0.16 0.24 0.19 | 0.08 0.42
NABIL 0.10 0.10 0.04 0.05 0.07 0.07 | 0.03 0.43

Source: Annual Report & Appendix 3

Above table reveals that cash and bank balance to current assets ratio of EBL is in
fluctuating and the ratio of NABIL is same in first two years and first decreasing and
increasing trend. The mean ratio of EBL and NABIL is 0.19 times and 0.07 times
respectively. The higher mean ratio shows EBL’s liquidity position is better than that of
NABIL. Moreover, the S.D of EBL also higher than NABIL but C.VV of EBL is lower
than NABIL i.e. 0.08 > 0.03 and 0.42 < 0.43. The higher C.V of NABIL indicates that it

has more inconsistency in the ratios in comparison to EBL.

Regarding the above analysis, it can be concluded that EBL has a little bit better ability to
meet daily cash requirements of their customers but there is not any fix policy to maintain

the standard ratio of cash balance over the period.
D) Investment on Government Securities to Current Assets Ratio

This ratio examines that portion of a commercial bank’s current assets, which is invested

on different government securities. More or less, each commercial bank is interested to
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invest their collected funds on different securities issued by government in different times
to utilize their excess funds and for other purpose. Although those securities can be sold
easily in the financial market or they can be converted into cash, they are liquid assets
like cash and bank balance. It shows the portion of current assets to banks that are
invested on various securities. Government securities are the more secured investment
alternatives. These securities are also called risk less investment but less return is

generated than others risky assets.

Table No. 4.5

Investment on Government Securities to Current Assets Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.08 0.14 0.08 0.12 0.07 0.10 | 0.03 0.29
NABIL 0.37 0.31 0.27 0.17 0.08 0.24 | 0.12 0.50

Source: Annual Report & Appendix 4

Above table shows investment on government securities to current assets ratio of EBL
and NABIL. EBL has fluctuating type ratios and NABIL is in decreasing trend. The table
shows the highest ratio of EBL is 0.14 times in FY 2065/66 and lowest is 0.07 times in
FY 2068/69. In the same way, the highest ratio of NABIL is 0.37 times in FY 2064/65
and lowest is 0.08 times in FY 2068/609.

The mean ratio of EBL is 0.10 i.e. 10 percent which is lower than the mean ratio of
NABIL 0.24 i.e. 24 percent. It means NABIL has invested more money in risk free assets
than that of EBL. In another words EBL has emphases on more loan and advances and
other short term investment than investment in govt. securities. For minimization of
investment risk, EBL should divert its investment in govt. securities. Similarly, S.D. is
0.03 and 0.12 and C.V is 0.29 and 0.50 of EBL and NABIL. The higher C.V. shows the

more inconsistency.
422 Assets Management Ratio

A commercial bank must be able to manage it’s assets very well to earn high profit, so to

satisfy it’s customers and for own existence. Assets management ratio measures how
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efficiently the bank manages the resources at its commands. Through following ratios,

assets management ability of banks has been measured.

A) Loan and Advance to Total Deposit Ratio

This ratio actually measures the extent to which the banks are successful to mobilize the
total deposit on loan and advances for the purpose of profit generation. A higher
ratio of loan and advances indicates better mobilization of collection deposit and vice-
versa. But it should be noted that too high ratio might not be better from its liquidity point
of view. Following Table shows the loan and advances to total deposit ratio of related
banks.

Table No. 4.6

Loan and Advance to Total Deposit Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.76 0.72 0.75 0.76 0.72 0.74 | 0.02 0.03
NABIL 0.67 0.74 0.70 0.77 0.76 0.72 | 0.04 0.06

Source: Annual Report & Appendix 5

Above table shows that the loan and advances to total deposit ratio of EBL & NABIL
both are in fluctuating trends. EBL has higher ratio than that of NABIL in comparison to
mean. It indicates the better mobilization of deposit by EBL. The mean of NABIL and
EBL are 0.72% and 0.74% respectively. So EBL has higher ratio than that of NABIL. It
reveals that the deposit of EBL is quickly converted in to loan and advances to earn
income. According to NRB directives above 70% to 90% of loan and advances to total
deposit ratio is able to better mobilization of collected deposit. So all of the year the
EBL has met the NRB requirement or it has utilized its deposit to provide loan. But
NABIL has not met the NRB requirement in fy 2064/65 or it has not utilized its deposit to
provide loan properly. The mean, S.D. and C.V of EBL is 0.74, 0.02 and 0.03 similarly,
NABIL has 0.72, 0.04 and 0.06. By the analysis, EBL has little used the deposit in profit
generating sector than that of NABIL.
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B) Total Investment to Total Deposit Ratio

Commercial banks and financial companies invest their collected funds in various
government securities and other financial or non-financial companies. This ratio measures
how successfully and efficiently the banks are mobilizing their funds on investment in

various securities. This ratio of EBL and NABIL are calculated and presentation below.

Table No. 4.7

Total Investment to Total Deposit Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.21 0.18 0.14 0.19 0.16 0.17 | 0.03 0.17
NABIL 0.31 0.29 0.30 0.26 0.26 0.28 | 0.02 0.08

Source: Annual Report & Appendix 6

Above table shows that total investment to total deposit ratio of EBL and NABIL. Both
banks have fluctuating trend total investment to total deposit ratio. Higher ratio of EBL is
21% percent in FY 2064/65 and lowest ratio is 14 percent in FY2066/67 in the same way
the highest ratio of NABIL 31% percent in FY 2064/65 and lowest ratio is 26% percent in
FY 2067/68 & 2068/69. Investment volume of EBL is lower than that of NABIL because
more funds of EBL were used in profitable loans to achieve optimum mix of interest

earning assets.

The mean of the ratio of EBL and NABIL are 17% and 28% respectively so NABIL has
higher ratio. It signifies NABIL has successfully allocated its deposit in investment
portfolio. The C.V. of EBL is higher than NABIL i.e. 0.17 > 0.08. So EBL seems to be

more inconsistency.
C) Loan and Advances to Total Assets Ratio

A commercial bank’s working fund plays very active role in profit generation through
fund mobilization. This ratio reflects the extent to which the banks are successful in
mobilizing their total assets on loan and advances for the purpose of income generation.
A high ratio indicates better mobilization of funds as loan and advance and vice-versa.
The following table shows loan and advances to total assets of EBL and NABIL as

follows.
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Table No. 4.8

Loan and Advances to Total Assets Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.68 0.65 0.67 0.67 0.64 0.66 | 0.01 0.02
NABIL 0.58 0.63 0.62 0.65 0.66 0.63 | 0.03 0.05

Source: Annual Report & Appendix 7

Above table shows the loan and advances to total assets ratio of EBL and NABIL during
the study period. Loan and advances to total assets of EBL and NABIL are in fluctuating
trend. While observing their ratios; EBL is better mobilizing of fund as loan and advances
and it seems quite successful in generating higher ratio in each year except 2068/69. The
mean of EBL and NABIL are 0.66% and 0.63% respectively. So EBL has higher ratio
than that of NABIL. It reveals that in total assets, EBL has high proportion of loan and
advances. EBL has utilized its total assets more efficiently in the form of loan and
advances. The higher C.V. of Nabil states that it has less uniformity in these ratios
throughout the study period than that of NABIL. S.D. and C.V. of NABIL has high than
the EBL.

D) Investment on Government Securities to Total Assets Ratio

It is not possible to apply all collection, deposit and other resources in to loan and
advances for the banks. Therefore, they arrange their total assets in various sectors.
Among all possible sectors, investment on government securities is one, which is very
less risky. Invest on government securities to total assets ratio measures how successfully
selected banks have applied their total assets on various forms of government securities in
profit maximization and risk minimization point of view. The higher ratio represents the
better position of fund mobilization into investment on government securities and vice-

Versa.
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Table No. 4.9

Investment on Government Securities to Total Assets Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.12 0.09 0.07 0.10 0.06 0.09 | 0.03 0.30
NABIL 0.26 0.24 0.20 0.15 0.07 0.18 | 0.08 0.41

Source: Annual Report & Appendix 8

Above table shows that the investment on government treasury bills to Total assets of
EBL is in fluctuating trend and NABIL is in decreasing trend. The highest ratio of EBL
and NABIL are 12% in 2064/65 and 26% in 2064/65. The lowest ratio of EBL and
NABIL are 6% and 7% in same year 2068/69.

From the table we notice that mean ratio of EBL and NABIL are 9% and 18%
respectively. The mean of NABIL has higher than EBL. It means NABIL has invested
more money in risk free assets than that of EBL. In another words EBL has emphases
on more loan and advances and other short-term investment than investment in govt.
securities. For minimization of investment risk, EBL should divert its investment in gowvt.
securities. There is more variability in the ratio of EBL as compare to NABIL. It shows
there is more inconsistent in the ratio of Nabil during the study period, which is indicated

by higher C.V of Nabil. But there is inconsistent in its investment.

4.2.3 Profitability Ratio

The major performance indicator of any firm is profit. The objective of investment policy
is to make good return. Any organization has to desire of earning high profited which
helps to survive the firm and indicates the efficient operation of the firm. Profit is the
essential part of business activities to meet internal obligation, overcome the future
contingencies, make a good investment policy, expand the banking transaction etc.
Profitability ratios are the best indicators of overall efficiently. Here, those ratios are
presented and analyzed which are related with profit as well as fund mobilization.
Through the following ratios, effort has been made to measure the profit earning capacity
of EBL and NABIL.
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A) Return on Loan and Advances

Every financial institution tries to mobilize their deposits on loan and advances properly.
So this ratio helps to measure the earning capacity selected banks. Returns on loan

and advances ratio of selected banks are presented as follows.

Table No. 4.10
Return on Loan and Advances
Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.025 0.027 0.030 0.030 0.030 | 0.028 | 0.003 | 0.091
NABIL 0.035 0.037 0.035 0.035 0.041 | 0.037 | 0.002 | 0.067

Source: Annual Report & Appendix 9

Above table shows that return on loan and advances ratio of EBL is in increasing and
same in last three years and NABIL is in fluctuating trend. The highest ratio of EBL is
3% in last three fiscal year and lowest ratio is 2.5% in year 2064/65. The mean ratio is
2.8%. Whereas highest ratio of NABIL is 4.1% in year 2068/69 and lowest ratio is 3.5%
in above three years. The mean ratio is 3.7% of NABIL. This both banks show the normal
earning capacity in loan and advances and same earning capacity in form of loan and

advances.

From the table we notice that NABIL has higher Ratios. It can be concluded that NABIL
have utilized the loan and advance for the profit generation in same earning capacity.
However both banks seem to have poor performance in order to have returns from loan
and advances because of heavy less than five percents of return on loan and advances as

five percent is benchmarking ratio in this case.
B) Return on Total Assets

This ratio measures the overall profitability of all working fund i.e. Total assets. A firm
has to earn satisfactory return on working funds for its survival. The following table

shows return on total assets ratio of selected banks.
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Table No. 4.11

Return on Total Assets Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.017 0.017 0.020 0.020 0.020 | 0.019 | 0.002 | 0.089
NABIL 0.020 0.024 0.022 0.023 0.027 | 0.023 | 0.002 | 0.108

Source: Annual Report & Appendix 10

Above table shows the Return on Total Assets of EBL and NABIL. This table states the
net profit to total assets of selected banks during the study period. EBL has almost same
value of return on asset beside 2064/65 & 2065/66 i.e 1.7% and 2% in 2066/67, 2067/68
& 2068/69. But EBL has constantly increasing trend of return on its total assets however,
NABIL seems successful in managing and utilizing the available assets in order to
generate revenue since its ROA ratio is 2.3% of total assets in an average which is higher
than that of EBL. Where as S.D of both bank is same i.e 2% and C.V of NABIL has

relatively higher than the EBL so it indicate less uniformity in the ratios.
C) Total Interest Earned to Total Operating Income Ratio

Total interest earned to total operating income ratio reveals that portion of interest income
on total operating income of the firms. The major sources of income for the bank are
interest income so the banks should mobilize their funds in more interest generating
sectors considering the risk and return. This ratio measures how successfully the selected
banks have been mobilizing their fund uninterested generating assets during last from FY
2064/65 to 2068/69 are presented to analyze in the following table. The major sources of
income for the bank are interest income. So the banks should mobilize their funds in more

interest generating sectors considering the risk and return.
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Total Interest Earned to Total Operating Income Ratio

Table No. 4.12

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 1.28 1.42 1.61 1.97 1.90 1.64 | 0.30 0.18
NABIL 1.18 1.26 1.46 1.72 154 143 | 0.22 0.15

Source: Annual Report & Appendix 11

Above table shows Interest Earned to Operating Income Ratio of EBL and NABIL. Both
banks has increasing ratio of study period except 2068/69. EBL has greater share of total
interest earn in its total operating income in each year and mean too. The mean ratio of
NABIL and EBL are 1.43 times and 1.64 times respectively. EBL has higher ratio, it
indicates the high contribution in operating income made by lending and investing
activities (core banking activity). NABIL has lower ratio, it indicates that high
contribution in operating income do not made by lending and investing activities (core
banking activity). High contribution in operating income made by lending and investing

activities (core banking activity) is not good for long run but in short run it is not so bad.

Thus, from short term view, EBL is in good condition but from long term view, NABIL is
in good condition. In overall and has managed sound interest earned to operating income
ratio. The S.D. and C.V of EBL is 0.30 and 0.18 and similarly NABIL have 0.22 and 0.15

times.
D) Total Interest Paid to Total Assets Ratio

Total interest paid to total assets ratio help to show and measure the percentage of
interest paid by the firm in comparison with total assets. If interest paid to total assets
ratio is higher, there will be higher interest expenditure on total assets. The following
table shows that total interest paid to total assets of EBL and NABIL.
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Table No. 4.13

Total Interest Paid to Total Assets Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.023 0.027 0.038 0.055 0.051 | 0.039 | 0.014 | 0.360
NABIL 0.020 0.026 0.038 0.051 0.050 | 0.037 | 0.014 | 0.370

Source: Annual Report 2064/65 — 2068/69

Due to the little bit higher ratio in each year of EBL, it seems less conscious about
borrowing cheaper fund. EBL shows the increasing trend except 2068/69 of the interest
paid to total asset ratio, its average ratio is 3.9% whereas NABIL also shows increasing
trend except 2068/69 and it has maintained average ratio 3.7%. The mean ratio of EBL is
more than that of NABIL. In comparison, EBL seems ineffective in getting cheaper fund
from the mean point of view. However, EBL has been conscious in each year for getting
cheaper fund as it has decreased ratio in each year whereas NABIL has been less

conscious in each year as its ratio is in increasing trend in each year.

The S.D is equal of both bank and C.V of NABIL is greater than the EBL it indicate high
risk and insignificant of NABIL rather than EBL.

4.2.4 Activity Risk Ratio

Risk and uncertainty is a part of business loss. All the business activities are influenced
by risk, so business organization cannot achieve a good return as per their desires. The
profitability of risk makes banks investment a challenging task. Bank has to take risk to
get return on its investment. The risk taken is compensated by the increase in profit. So
the banks options for high profit have to accept the risk and manage it efficiently. A bank
has to have idea of the level of risk of risk that one has to bear while investing its funds.
Through following ratios, effort has been made to measure the level of risk inherent in the
EBL and NABIL.

A) Liquidity Risk Ratio

The liquidity risk of the bank defines its liquidity need for deposit. The cash and bank
balance are the most liquid assets and they are considered as banks liquidity sources and
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deposit as the liquidity needs. The ratio of cash and bank balance to total deposit is an
indicator of bank’s liquidity of need. This ratio is low if funds are kept idle as cash
balance but this reduces profitability, when the banks makes loan, its profitability increase
and also the risk. Thus, higher liquidity ratio indicates less profitable return and vice-

versa. This ratio is calculated as below:

Table No. 4.14
Liquidity Risk Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 0.11 0.18 0.21 0.15 0.21 0.17 | 0.04 0.25
NABIL 0.16 0.18 0.14 0.15 0.02 0.13 | 0.06 0.47

Source: Annual Report 2064/65 — 2068/69

Above table shows liquidity risk ratio of the EBL and NABIL. Ratio of EBL is in
increasing trend except 2067/68, whereas ratio of NABIL is in fluctuating trend. The
higher ratio of EBL and NABIL are 21% and 18%% respectively in 2066/67 and 2065/66
year whereas lower ratio of EBL and NABIL are 11% and 2% in 2064/65 and 2068/69
respectively. The average mean ratio of EBL is greater than that of NABIL (i.e.17% >
13%). It signifies that EBL has sound liquid fund to make immediate payment to the

depositors.
4.2.5 Other Ratios
A) Earning Per Share

EPS measure the efficiency of a firm in relative terms. It is a widely used ratio, which
measures the profit available to the ordinary shareholders on per share basis. Earning per
share calculation made over years indicates whether the bank*s earning power on per
share basis has changed over that period or not but it doesn“t reflect how much is paid as
dividend and how much is retained in the business. Following table shows the EPS

of related banks during the study period.
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Table No. 4.15

Earning Per Share (In Rs)

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 91.82 99.99 100.16 83.18 88.55 92.74 | 7.37 | 0.079
NABIL 115.86 | 113.44 83.81 70.67 83.57 93.47 | 20.07 | 0.215

Source: Annual Report 2064/65 — 2068/69

Above table shows that earning price per share of EBL and NABIL. EBL has increasing
trend of EPS in fiscal year 2064/65 to 2066/67and then it is fluctuating and NABIL has
decreasing trend of EPS except fiscal Year 2068/69. While observing their ratios in
overall; NABIL is better mobilizing it resources to get more earning per share (EPS) and
it seems quite successful by generating higher EPS in each year and in average too. It is
quite satisfying to state that EBL has been able to maximizing shareholder wealth from
the view point of EPS. The S.D of NABIL is higher than EBL. C.V. of NABIL is greater
than EBL.

B) Dividend per Share

Shareholders want to receive dividend from their investment. They may have interest to
know about the firm's activities, earning, and dividend so; each firm must announce the

total dividend and dividend per Share which shows the position of the firm.

A firm wants to distribute dividend to its shareholder if a firm suppose the insufficient
investment opportunities and sector. Sometimes, it does not distribute dividend and
sometime issues bonus shares. On the other hand, shareholders want to receive dividend
from their investment. They may have interest to know about the firm’s activities,
earning, divisible profit or proposed dividend or declared dividend. So, each firm must

announce the total dividend and dividend per share which show the position of the firm.
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Table No. 4.16

Dividend per Share (In Rs)

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 20 30 30 50 1.58 26.32 | 17.61 | 0.67
NABIL 60 35 30 30 40 39 1245 | 0.32

Source: Annual Report 2064/65 — 2068/69

The above statistics shows the dividend per share of NABIL and EBL. NABIL seem to
high than of EBL studied period. Average dividend per share of NABIL is higher than
that of EBL (i.e 39 > 26.32), the S.D. of EBL is higher so it indicate high volatile in
dividend and high C.V indicate more inconsistency in dividends during the study period.
It can be concluded NABIL has adopted the policy of paying high amount in the form of
cash dividends and it is trying to capitalized its earnings by keeping it in the form of

retained earnings.

C) Price Earning Ratio

This ratio is closely related to the earning per share. It is calculated by dividing the
market value per share by EPS. Price earning ratio indicates investor’s judgments or
expectation about the firm’s performance. This ratio widely used by the security analysis
to value the firm’s performance. This ratio widely used by the security analysis to value
the firm’s performance as accepted by investors. Price earning ratio reflects investor
expectations about the growth in the firm’s earning. Higher ratio indicates the more value

of the stock that is being ascribed to future earning as opposed to present earning.

Table No. 4.17

Price Earning Ratio

Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean | S.D CV
EBL 34.11 24.55 16.27 13.15 11.67 | 1995 | 9.35 0.47
NABIL 45.53 43.19 28.45 17.72 16.21 | 30.22 | 13.77 | 0.46

Source: Annual Report 2064/65 — 2068/69
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Above table shows that price earning ratio of EBL and NABIL are in decreasing trend.
From the mean point of view, mean ratio of the EBL and NABIL are 19.95 and 30.32
times respectively. It indicates that for getting Rs 1 as earning, one should invest Rs 19.95
of EBL and Rs 30.22 of NABIL. Looking the mean ratio we conclude that in short run,
investor of NABIL is getting better profitability because they are selling their shares in
high price although EPS of EBL is lower in comparison than that of NABIL. But from
the long term view and sustainable fair price, investor of EBL will get better profitability
and they will be in safe side a little bit in comparison with NABIL. The C.V of EBL is
high than the NABIL it indicate its risk to invest in EBL rather than the NABIL.

D) Market Price per Share

Market price per share is the price at which shares are traded in the stock
market. The secondary markets provide liquidity for securities provide liquidity for
securities purchased in primary market. Generally MPS is determined through supply

and demand factors.

Table No. 4.18
Market Price per Share (In Rs)
Name of Fiscal Year
Banks
2064/65 | 2065/66 | 2066/67 | 2067/68 | 2068/69 | Mean SD (OAY/
EBL 3132 2455 1630 1094 1033 | 1868.8 | 907.64 | 0.486
NABIL 5275 4899 2384 1252 1355 3033 | 1931.15 | 0.637

Source: Annual Report 2064/65 — 2068/69

Above table shows that price earning ratio earning of EBL and NABIL are in decreasing
trend except of NABIL 2068/69. From the mean point of view, mean ratio of the EBL and
NABIL are 1868.8 and 3033 respectively. It indicates that for getting Rs 1 as earning, one
should invest Rs 1868.8 of EBL and Rs 3033 of NABIL. Looking the mean ratio we
conclude that in short run, investor of NABIL are getting better profitability because
they are selling their shares in high price although EPS of EBL is lower in comparison
than that of NABIL. But from the long term view and sustainable fair price, investor of
EBL will get better profitability and they will be in safe side a little bit in comparison
with NABIL. The S.D and C.V of NABIL is high than the EBL it indicate its risk to
invest in NABIL rather than the EBL.
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4.3  Statistical Analysis

For the third objective of the study statistical tools is analyzed. Statistical tool is one of
the important tools to analyze the data. There are various tools for the analysis of
tabulated data such as, mean, standard deviation, coefficient of correlation (r) analysis,
trend analysis, various types of tests etc. There is convenient statistical tools are used in

this thesis study.

4.3.1 Coefficient of Correlation Analysis

Coefficient of correlation (r) shows the relationship between two or more than two
variables. It measures that the two variables are positively or negatively co-related. For
this purpose, Karl Pearson’s co-efficient of correlation has been taken and applied
to find out and analyze the relationship between deposit and loan and advances, deposit
and total investment, loan & advance and net profit, total investment and net profit of
EBL and NABIL using Karl Persons coefficient of correlation, value of coefficient of are

also calculated and value of them are analyzed.

Deposit plays vary important role in performance of a commercial banks and similarly
loan and advances are very important to mobilize the collected deposits. Coefficient of
correlation between deposit and loan and advances measures the degree of relationship
between these two variables. In this analysis, deposit is independent variable (X) and loan
and advances are dependent variable (). The main objectives of computing coefficient
of correlation between these two variables is to justify whether deposit are significantly

used as loan and advances in proper way or not.

The coefficient of correlation between deposit and investment measures the degree of
relationship between these two variables or deposit is significantly utilized or not. In
correlation analysis, deposit is independent variable (X) and total investment is dependent
variable (Y).

Co-efficient of correlation between loan & advance and net profit is used to measure the
degree of relationship between two variables i.e. Loan and advance and net profit of EBL
and NABIL during the study period. Where Loan and advance is independent variable

(X) and net profit is dependent variable (Y).
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Coefficient of correlation between total investment and net profit measures the degree of
their relationship. Correlation analysis, investment is independent variable and net profit

is dependent variable.

Table: 4.19
Coefficient of Correlation Analysis
Componants EBL NABIL
correlation | determination | correlation determination
Total Deposit and Loan & 0.9950 0.9899 0.9879 0.9760
Advance
Total Deposit and Total 0.8135 0.6618 0.9564 0.9147
Investment
Loan & Advance and Net 0.9960 0.9920 0.9741 0.9488
Profit
Total Investment and Net 0.7808 0.6096 0.8542 0.7296
Profit

Source: Annual Report 2064/65 — 2068/69

From the above table, it is found that coefficient of correlation between deposits and loan
and advances of EBL and NABIL is 0.9950 and 0.9879. It shows that both have the
positive relationship between these two variables. It refers that deposit and loan and
advances of EBL move together very closely but not proportionately. Moreover, the
coefficient of determination of EBL is 0.9899. It means 98.99 percent of variation in
loan and advances has been explained by deposit. Similarly, value of coefficient of
determination of NABIL is 0.9760. It refers that 97.60 percent variance in loan and

advances are affected by total deposit.

Again, the researcher found that the coefficient of correlation between total deposit and
total investment of EBL is 0.8135. In addition, coefficient of determination of EBL is
0.6618. It means only 66.18 percent of total investment is explained by total deposit.
Similarly, there is high degree correlation positive coefficient between total deposit and
total investment of NABIL, which is indicator by correlation coefficient of 0.9564. The
value of coefficient of determination is found 0.9147 this refers that 91.47 percent of the

variation in total investment is explained by total deposit.
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Above Table shows correlation coefficient between, Loan and advance and net profit is
0.9960 of EBL. It refers that there is positive correlation between these two variables i.e,
99.60 percent. Loan and advance as its coefficient of determination is 0.9920. NABIL
also high degree positive correlation i.e. 0.9741 between Loan and advance and net

profit. The coefficient of determination is 0.9488 i.e 94.88 percent.

Correlation coefficient between total investment and net profit of EBL is 0.78.08 which
implies there is positive correlation between total investment and net profit. In addition,
coefficient of determination of EBL is 0.6096. It means only 60.96 percent is contribute
by total investment. On the other hand NABIL has high positive correlation between total
investment and net profit i.e. 0.8542. The coefficient of determination of NABIL is

0.7296. It means 72.96 percent of Profit is contribute by total investment.
4.3.2 Time Series Analysis (Trend Analysis)

Trend analysis is a statistical tool, which shows the previous trend of the financial
performance and forecasts the future financial results of the firms. This is calculated by

the least square method. Which are as follows.
Y=a+bx
Where,
Y= dependent variable, a=Y-intercept, b=slope of trend line or annual growth rate,
X = deviation from some convenient time periods.
Lettrend linebe, Y=a+bx..........o.oooiiinnl. )
Where x = X - Middle year Where as
A) Trend Analysis of Total Deposit

Deposits are the important part in banking sector hence its trend for next five years will
be forecasted for future analysis. Here the effort has been made to calculate the trend

values of total deposit of EBL and NABIL for further five year.
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Table: 4.20

Trend Analysis of Total Deposit of EBL and NABIL
Year (X) EBL (37073.11 + 5986.46x) NABIL (44078.96 + 5856.52x)
2064/65 23976.3 31915.04
2065/66 33322.95 37348.25
2066/67 36932.31 46411.7
2067/68 41127.91 49696.11
2068/69 50006.1 55023.69
2069/70 55032.48 61648.51
2070/71 61018.94 67505.02
2071/72 67005.39 73361.54
2072/73 72991.85 79218.05
2073/74 78978.31 85074.57

Source: Annual Report 2064/65 — 2068/69

Figure4.3
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Above Table and figure shows that total deposit of EBL and NABIL. Both Banks is in
increasing trend. The rate of increment of total deposit for NABIL seems to be higher
than that of EBL. The trend projected for father five year FY 2069/70 to FY 2073/74.

From the above trend analysis it is clear that NABIL has higher position in collecting

deposit than EBL.
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B) Trend Analysis of Loan and Advances

Here, the trend values of loan and advances Between EBL and NABIL have been

calculated for further Five years. The following Table shows the actual and trend values

of EBL and NABIL.

Table: 4.21
Trend line of Total Loan and Advance of EBL and NABIL
Year (X) EBL (27349.75+4231.68x) | NABIL (32172.72+5092.54x)
2064/65 18339.08 21365.05
2065/66 23884.67 27589.93
2066/67 27556.36 32268.87
2067/68 31057.69 38034.09
2068/69 35910.97 41605.68
2069/70 40044.79 47450.35
2070/71 44276.47 52542.89
2071/72 48508.15 57635.43
2072/73 52739.83 62727.98
2073/74 56971.51 67820.52

Source: Annual Report 2064/65 — 2068/69

Trend Line of Total Loan and Advance of EBL and NABIL
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Above Table depicts that loan and advances of EBL and NABIL. Both Banks has in

increasing trend. The increasing trend of NABIL is higher and aggressive than EBL. The

actual value of loan and advances for NABIL is more higher than relation to EBL. The
trend projected for father five year FY 2069/70 to FY 2073/74. From the above analysis,
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it is clear that both EBL and NABIL is mobilizing its collected deposits and other

funds in the form of loan and advances.

C) Trend Analysis of Total Investment

Under this topic, an attempt has been made to analyze trend analysis total investment of
EBL and NABIL for further five years.

Table: 4.22
Trend Analysis of Total Investment of EBL and NABIL
Year (X) EBL (6324.77+740.36x) | NABIL (12321.24+1048.69x)
2064/65 5059.55 9939.77
2065/66 5948.48 10826.37
2066/67 5008.3 13703.02
2067/68 7743.92 13081.2
2068/69 7863.62 14055.85
2069/70 8545.848 15467.34
2070/71 9286.206 16516.04
2071/72 10026.56 17564.74
2072/73 10766.92 18613.44
2073/74 11507.28 19662.14

Source: Annual Report 2064/65 — 2068/69

Figure 4.
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Above Table shows the Trend of Total Investment between EBL and NABIL. There is

very high amount of investment in NABIL than EBL. The trend of total investment
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projected for five year FY 2069/70 to 2073/74. The figure indicates NABIL has highly

mobilized the total investment rather than EBL.
D) Trend Analysis of Net Profit

Here, the trend values of net profit of EBL and NABIL have been calculated for five
years FY 2064/65 to FY 2068/69 and forecasting of the same for next five year till FY
2069/70 and FY 2073/74.

Table: 4.23
Trend Analysis of Net Profit of EBL and NABIL
Year (X) EBL (1887.72+1574.35x) NABIL (1190.52+220.64x)
2064/65 451.21 746.46
2065/66 638.73 1031.05
2066/67 831.76 1141.05
2067/68 931.3 1337.74
2068/69 1090.56 1696.27
2069/70 1260.09 1852.41
2070/71 1417.22 2073.04
2071/72 1574.347 2293.67
2072/73 1731.474 2514.3
2073/74 1888.601 2734.93

Source: Annual Report 2064/65 — 2068/69

Figure 4.6
Trend Analysis of Net Profit of EBL and NABIL

3000
2500
2000
1500
1000 -
500 -

0 |

Trend Value

=¢=EBL
== NABIL

4 A % O o N W 3
b“‘\b 69\% é’\(o 6\\(0 é’\% <o°’\/\ '\Q\/\ «\X\ ’\’”\/\ f\“’\«
I S S S S S S S

Fiscal Year

78




The above Table reveals the trend of Net profit of EBL and NABIL. Net profit both bank
EBL and NABIL forecasted in increasing trend. The trend of increasing value of net
profit of NABIL is higher than EBL. The trend of Net profit projected to FY 2069/70 to
FY 2073/74.

4.4  Major Findings of the Study

From the above research study, following findings are drawn on the liquidity position of
the selected commercial banks.

e The total deposit of EBL and NABIL is increasing trend over the study period.
The average total deposit of EBL is Rs. 37073.11 and Rs. 44078.74 of NABIL. In

comparison the NABIL seems higher in deposit collection than the EBL Bank.

e The liquidity of position of EBL is higher than NABIL. The average amount of
cash balance of EBL is Rs 6627.47 million and Rs 2831.22 million of NABIL.

e Generally banks have to maintain more liquid assets but the current ratios of EBL
and NABIL are below the standard of 2:1. The mean current ratio of EBL is 0.96
and NABIL is 0.85 the current average ratio of EBL is higher than NABIL.

e Cash and bank balance to total deposit ratio of EBL has higher than Nabil i.e.
0.17% > 0.07% which indicates that the bank has higher liquidity of EBL as
compare to NABIL. A high ratio of cash and bank balance may be undesirable
which indicates inability to invest in more productive sectors like short-term
marketable securities insuring enough liquidity which will help the bank to

improve its profitability. But liquidity position is good.

e Cash and bank balance to current assets ratio of EBL is higher than NABIL i.e.
0.19% > 0.07%. The higher mean ratio shows EBL’s liquidity position is better
than that of NABIL.

e Investment on government securities to current assets of NABIL is higher than
EBL i.e. 0.24% > 0.10%. It shows NABIL has invested more fund in government
securities. EBL has invested little portion of their funds in purchasing of

government securities.

79



The loan and advances to total deposit ratio of EBL is higher than NABIL 0.74%
> 0.72%. It indicates the better mobilization of deposit by EBL. So, EBL is
more efficiently utilizing the outsiders funds in extending credit for profit

generating sectors.

The total investment to total deposit of NABIL is higher than EBL i.e. 0.28% >
0.17%. It shows the NABIL is mobilizing its funds on investment in various
securities efficiently. It can be said that NABIL is more successful in utilizing its

total deposit by investing in marketable securities.

The loan and advances to total assets ratio of EBL is greater than NABIL i.e. 0.66
> 0.63%. It refers EBL has utilized its total assets more efficiently in the
form of loan and advances with more risk because it has greater variability in the

ratio.

Investment on government securities to total assets ratio of EBL is lower than
NABIL i.e. 0.09% < 0.18%. This indicates that NABIL has invested little more
portions of total assets on government securities. The higher ratio of NABIL

shows that better fund mobilization.

Return on loan and advances ratio of NABIL is higher than that of EBL i.e.
0.037% > 0.028%. It refers that NABIL seems to be success to earn high profit on
loan and advances. But the return is not consistent. Since both banks have small
mean returns on its loan and advances. Both banks seem to have poor performance

in order to have returns from loan and advances.

Return on total assets ratio of NABIL is slightly higher than EBL i.e. 0.023% >
0.019%. But it has greater variability in the ratio. NABIL seems successful in

managing and utilizing the available assets.

Total interest earned to total operating income ratio of EBL is grater than NABIL
i.e. 1.64% > 1.43%. It means the greater portion of total operating income is
occupied by total interest for EBL. It reveals EBL has successful mobilizing their

fund in interest generating assets.
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Total interest paid to total assets ratio of EBL is little higher than NABIL i.e. 0.039 %
> 0.037%. It shows EBL has high interest expenditure to total assets. It supports EBL

to increase to interest paid to operating income.

The liquidity risk of the bank defines its liquidity need for deposit. The average mean
ratio of EBL is greater than that of NABIL (i.e. 0.17% > 0.13%). It signifies that
EBL has sound liquid fund to make immediate payment to the depositors.

Average earning per share of NABIL is greater than that of EBL i.e. Rs. 93.47 > Rs.
92.74.NABIL has more inconsistency in earning per share as its higher coefficient
of variation shows. It shows the higher earning capacity of NABIL in comparison to
EBL.

The dividend per share of NABIL seem to be high than of EBL. Average dividend per
share of NABIL is higher than that of EBL (i.e 39>26.32).

The mean price-earning ratio of NABIL is higher than that of EBL i.e. 30.22 > 19.95.
It indicates that for getting Rs 1 as earning, one should invest Rs 30.22 in NABIL
and Rs 19.95 in EBL. Looking the mean ratio we conclude that in short run, investor
of NBAIL are getting better profitability because they are selling their shares in high
price although EPS of EBL is lower in comparison than that of NABIL.

Both EBL and NABIL have high positive co-relation between total deposit and loan
and advances because EBL and NABIL have 0.9959 and 0.9879 of co-relation

coefficient between deposit and loan and advances.

There is positive correlation between total deposit and total investment of EBL and
NABIL. Where as NABIL has high degree of positive co-relation i.e.0.9565 than EBL
i.e. 0.8135. This indicates that NABIL is successful to mobilize its deposit in order to

make good investment in comparison to EBL.

There is positive correlation between Loan and advance and net profit. Correlation
between Loan and advance and net profit of EBL is 0.9960 and NABIL is 0.9741.

The degree of relationship between total investment and net profit of NABIL is higher
than EBL i.e. correlation coefficient between total investment and net profit of EBL
and NABIL is 0.7807 and 0.8542 respectively.
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CHAPTER-V
SUMMARY, CONCLUSION AND RECOMMENDATIONS

5.1 Summary

This research is concerned about the comparative study on liquidity management of
Everest bank limited and NABIL Bank limited. The term liquidity refers to the funds like
deposit, cash and bank balance, investment, Loan and advance, Profit, Assets and
liabilities etc. whatever bank has retain for investment or use. Which all activity perform
for gain better profit and income. In conclusion, Liquidity is the ability of bank to meet its
obligations on time, especially in relation to repayment of inter-bank borrowings and
customer deposits. Liquidity management is a very crucial job of commercial bank and
the bank should maintain adequate amount of cash in its vault and NRB for its daily
operation and administrative purpose. As per the arrangement of NRB effective from
fiscal year 2004/05, the commercial banks are required to maintain cash reserve of 5%
with NRB of its total deposit liability with NRB. The previous provision of cash in vault

maintenance has been withdrawn now.

The researcher has identified that research problem and set objectives to solve research
problems about liquidity management of selected commercial banks as described in
introduction chapter. To make this study more effective, related literatures have been
reviewed. The review of literature provides the foundation of knowledge in order to
under take this research more precisely. This section also includes concept of banking,
commercial banks, joint venture banks, deposit, asset and investment policy. Research
methodology has been described in third chapter, which is a way to solve the research
problems with the help of various tools and techniques. This chapter includes the various
financial as well as statistical tools to analyze the data in order to come to the decisions.
This chapter includes the research design, population and sample data collection
procedure, data period covered and methods of analysis. This study is mainly conducted
on the basis of secondary data collected from annual reports, official report, economic
journal, financial statement etc. and authorize web site of concern bank and Nepal stock
exchange.The five years financial statement has been examined for the purpose of the

study.
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The presentation and analysis of data has been made comparative analytical and their
interpretation has done in chapter four by applying the wide varieties of methodology as,
stated in chapter three. It includes the various financial and statistical tools. In case of
financial tools ratio analysis is done which consists liquidity ratio, assets management
ratio, profitability ratio, risk ratio and other ratios. Other ratio includes EPS, DPS and P.E.
ratio.Various statistical tools such as arithmetic mean, standard deviation, coefficient of
correlation, trend analysis have been applied to fulfill the objective of this study. The
major findings of the study are also included in the final section of the presentation and
analysis chapter.

In the aspect of liquidity position, cash and bank balance reserve ratio shows the more
liquidity position. Cash and bank balance to total deposit has fluctuating trend in 5 years
study period. These all ratio shows that the bank is not maintain the good liquidity

position of the bank.
5.2  Conclusions

It can be concluded from the observance and analysis of above data the commercial bank
should move as per the direction given by the central bank. Bank should have optimum
policy to collect the deposit in various accounts. Deposit is the major organ of
commercial banks to live in the industry. Higher the deposit higher will be the chance of
the mobilization of working fund and profit there too. Bank should invest in different
sector very carefully, while advancing loan because loan is the blood of commercial
banks for survival. If commercial banks do not apply sound investment policy it will be in

great trouble in future to collect it in time. Hence the possibility of bankruptcy there too.

The total deposit of EBL and NABIL is increasing trend over the study period. The
average total deposit of EBL is Rs. 37073.11 and Rs. 44078.74 of NABIL. In comparison
the NABIL seems higher in deposit collection than the EBL Bank. The liquidity of
position of EBL is higher than NABIL. The average amount of cash balance of EBL is Rs
6627.47 million and Rs 2831.22 million of NABIL.

Generally banks have to maintain more liquid assets but the current ratios of EBL and
NABIL are below the standard of 2.1. The mean current ratio of EBL is 0.96 and NABIL
is 0.85 the current average ratio of EBL is higher than NABIL. Cash and bank balance to
total deposit ratio of EBL has higher than Nabil i.e. 0.17% > 0.07% which indicates that
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the bank has higher liquidity of EBL as compare to NABIL. A high ratio of cash and bank
balance may be undesirable which indicates inability to invest in more productive sectors
like short-term marketable securities insuring enough liquidity which will help the bank
to improve its profitability. But liquidity position is good. Cash and bank balance to
current assets ratio of EBL is higher than NABIL i.e. 0.19% > 0.07%. The higher mean
ratio shows EBL’s liquidity position is better than that of NABIL.

Investment on government securities to current assets of NABIL is higher than EBL i.e.
0.24% > 0.10%. It shows NABIL has invested more fund in government securities. EBL
has invested little portion of their funds in purchasing of government securities. The loan
and advances to total deposit ratio of EBL is higher than NABIL 0.74% > 0.72%. It
indicates the better mobilization of deposit by EBL. So, EBL is more efficiently utilizing
the outsiders funds in extending credit for profit generating sectors. The total investment
to total deposit of NABIL is higher than EBL i.e. 0.28% > 0.17%. It shows the NABIL is
mobilizing its funds on investment in various securities efficiently. It can be said that
NABIL is more successful in utilizing its total deposit by investing in marketable
securities. The loan and advances to total assets ratio of EBL is greater than NABIL i.e.
0.66 > 0.63%. It refers EBL has utilized its total assets more efficiently in the form

of loan and advances with more risk because it has greater variability in the ratio.

Investment on government securities to total assets ratio of EBL is lower than NABIL
i.e. 0.09% < 0.18%. This indicates that NABIL has invested little more portions of
total assets on government securities. The higher ratio of NABIL shows that better fund
mobilization. Return on loan and advances ratio of NABIL is higher than that of EBL i.e.
0.037% > 0.028%. It refers that NABIL seems to be success to earn high profit on loan
and advances. But the return is not consistent. Since both banks have small mean returns
on its loan and advances. Both banks seem to have poor performance in order to have

returns from loan and advances.

Return on total assets ratio of NABIL is slightly higher than EBL i.e. 0.023% >
0.019%. But it has greater variability in the ratio. NABIL seems successful in managing
and utilizing the available assets. Total interest earned to total operating income ratio of
EBL is grater than NABIL i.e. 1.64% > 1.43%. It means the greater portion of total
operating income is occupied by total interest for EBL. It reveals EBL has successful

mobilizing their fund in interest generating assets. Total interest paid to total assets ratio
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of EBL is little higher than NABIL i.e. 0.039 % > 0.037%. It shows EBL has high interest
expenditure to total assets. It supports EBL to increase to interest paid to operating
income. The liquidity risk of the bank defines its liquidity need for deposit. The average
mean ratio of EBL is greater than that of NABIL (i.e. 0.17% > 0.13%). It signifies that
EBL has sound liquid fund to make immediate payment to the depositors. Average
earning per share of NABIL is greater than that of EBL i.e. Rs. 93.47 > Rs.
92.74.NABIL has more inconsistency in earning per share as its higher coefficient of

variation shows. It shows the higher earning capacity of NABIL in comparison to EBL.

The dividend per share of NABIL seem to be high than of EBL. Average dividend per
share of NABIL is higher than that of EBL (i.e 39>26.32). The mean price-earning ratio
of NABIL is higher than that of EBL i.e. 30.22 > 19.95. It indicates that for getting Rs 1
as earning, one should invest Rs 30.22 in NABIL and Rs 19.95 in EBL. Looking the
mean ratio we conclude that in short run, investor of NBAIL are getting better
profitability because they are selling their shares in high price although EPS of EBL is
lower in comparison than that of NABIL. Both EBL and NABIL have high positive co-
relation between total deposit and loan and advances because EBL and NABIL have

0.9959 and 0.9879 of co-relation coefficient between deposit and loan and advances.

There is positive correlation between total deposit and total investment of EBL and
NABIL. Where as NABIL has high degree of positive co-relation i.e.0.9565 than EBL i.e.
0.8135. This indicates that NABIL is successful to mobilize its deposit in order to make
good investment in comparison to EBL. There is positive correlation between Loan and
advance and net profit. Correlation between Loan and advance and net profit of EBL is
0.9960 and NABIL is 0.9741. The degree of relationship between total investment and net
profit of NABIL is higher than EBL i.e. correlation coefficient between total investment
and net profit of EBL and NABIL is 0.7807 and 0.8542 respectively.

5.3 Recommendations

Based on the analysis and finding of the study, the following recommendations can be
made as suggestions to make the liquidity management of EBL and NABIL effective and
efficient. This would help to draw some outline and make reforms in the respective banks.

Which are as follows;
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In order to serve the customer smoothly and swiftly, the bank should avoid

manual techniques and adopt office automation.

Nowadays, in the competitive banking industry, the Bank should attract more

depositors by providing improved and new services and facilities.

Interest rate structure should be carried out and an appropriate interest rate policy

should be formulated so as to attract more savings of the general public.

Ethics of staff impresses the customers and create interest to improve the
performance of the company. Hence, full co-peration from staff must be obtained.
Customers satisfactions are affected by the services provided by the Bank, which
will effect the collection of deposits. The bank should also provide the training

programmed to the employees for the professional development.

Since the national economy is approaching towards recession period, all the
financial institutions should work towards improving the economic development
of the country. The financial institutes should encourage internal business,
industries and export rather than imports, so as to reduce the outflow of

currencies.

The Bank should find out new areas/sectors for investing collected deposits from
which it can generate maximum profit. In context of present scenario of the
country, health and education can be considered as the best sector for investment,

which are more secure and can generate a reasonable profit.

The fee based activities of bank are found very to be very popular and also has
become important in banking sector. These are commission discount and fees, so

the bank has increase the off balance sheet transaction to increase the Profit.

Nepal is full of poor people where there is less saving. Considering it Nabil should
target their business segment in the middle family. For this they have to keep the
affordable minimum balance to open the account, which will help to expand

customer and deposit amount.
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e For the upgrading in the financial health of the banks, the ratio of bad loan has to
be minimized substantially other wise it has to keep huge amount in loan loss

provision.

e The bank has to create the conductive environment for the revival of sick
investment and has to analyze the necessity of Mobilizing additional resource to

revive the overall banking sector.

e The liberal policy of NRB to establish new financial institution and bank,
branch is challenging to the profit the banks which also promoting unhealthy
competition. So Nabil is suggested to make a fair competition in the market and
should adopt the policy to live and let to live others which make them to compel

to think the optimum policy in turn.
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APPENDICES

Appen

dix: 1

Computation of Current Ratio of EBL & NABIL (Rs in Million)

Year EBL NABIL Current Current
Ratio of Ratio of
Current Current Current Current EBL (CR= | NABIL(CR =
Assets(CA) | Liabilities(CL) | Assets(CA) | Liabilities(CL) | CA/CL) CAICL)
2064/65 41194.18 51635.8 25586.05 33057.13 0.80 0.77
2065/66 24667.25 24928.1 33681.14 41574.31 0.99 0.81
2066/67 33512.64 34101.24 39302.91 47255.69 0.98 0.83
2067/68 38656.65 37919.02 51839.07 57880.81 1.02 0.90
2068/69 42777.47 42340.67 59741.05 65236.16 1.01 0.92
Appendix: 2
Computation of Cash & bank balance to Total deposit Ratio of EBL & NABIL
(Rs in Million)
Year EBL NABIL Cash & bank Cash & bank
balance to Total balance to Total
Total Cash and Total Cash and deposit Ratio of deposit Ratio of
deposit bank balance deposit bank balance EBL =CBL/TD NABIL=CBL/TD
2064/65 23976.3 2667.97 31915.04 2671.14 0.11 0.08
2065/66 | 33322.95 6164.38 37348.25 337251 0.18 0.09
2066/67 | 36932.31 7818.82 46411.7 1400.09 0.21 0.03
2067/68 | 41127.91 6122.86 49696.11 2436.54 0.15 0.05
2068/69 50006.1 10363.3 55023.69 4275.82 0.21 0.08
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Computation of Cash & bank balance to Current Assets Ratio of EBL & NABIL

Appendix: 3

(Rs in Million)
Year EBL NABIL Cash & bank | Cash & bank
balance to balance to
Current Cash and bank Current Cash and Current Assets Current
Assets(CA) balance Assets(CA) | bank balance | Ratio of EBL | Assets Ratio
=CBL/CA of NABIL
=CBL/CA
2064/65 41194.18 2667.97 25586.05 2671.14 0.06 0.10
2065/66 24667.25 6164.38 33681.14 3372.51 0.25 0.10
2066/67 33512.64 7818.82 39302.91 1400.09 0.23 0.04
2067/68 38656.65 6122.86 51839.07 2436.54 0.16 0.05
2068/69 42777 .47 10363.3 59741.05 4275.82 0.24 0.07
Appendix: 4
Computation of Investment on Govement Securites to Current Assets Ratio of
EBL & NABIL (Rs in Million)
Year EBL NABIL Investment Investment
on Govement | on Govement
Current Investment on Current Investment on | Securitesto | Securites to
Assets(CA) Govement Assets(CA) Govement current. current.
Securites Securites Assets Ratio Assets Ratio
of EBL = of NABIL =
IGS/CA IGS/CA
2064/65 41194.18 3237.98 25586.05 9544.16 0.08 0.37
2065/66 24667.25 3371.42 33681.14 10456.11 0.14 0.31
2066/67 33512.64 2745.28 39302.91 10669.16 0.08 0.27
2067/68 38656.65 4745.5 51839.07 8627.06 0.12 0.17
2068/69 42777.47 3119.59 59741.05 4494 .59 0.07 0.08

93




Appendix: 5

Computation of Loan & Advance to Total deposit Ratio of EBL & NABIL

(Rs in Million)
Year EBL NABIL Loan & Loan &
Advance to Advance to
Loan & Total deposit Loan & Total deposit | 'otal deposit | Total deposit
Advance Advance Ratio of EBL Ratio of
= L&A/TD NABIL =
L&A/TD
2064/65 18339.08 23976.3 21365.05 31915.04 0.76 0.67
2065/66 23884.67 33322.95 27589.93 37348.25 0.72 0.74
2066/67 27556.36 36932.31 32268.87 46411.7 0.75 0.70
2067/68 31057.69 41127.91 38034.09 49696.11 0.76 0.77
2068/69 35910.97 50006.1 41605.68 55023.69 0.72 0.76
Appendix: 6
Computation of Total Investment to Tota Deposit Ratio of EBL & NABIL
(Rs in Million)
Year EBL NABIL Total Total
Investmnet Investment to
Total deposit Total Total deposit Total toTotal | Total deposit
Investment Investment deposit Ratio Ratio of
of EBL = NABIL =
TD/TI TD/TI
2064/65 23976.3 5059.55 31915.04 9939.77 0.21 0.31
2065/66 33322.95 5948.48 37348.25 10826.37 0.18 0.29
2066/67 36932.31 5008.3 46411.7 13703.02 0.14 0.30
2067/68 41127.91 7743.92 49696.11 13081.2 0.19 0.26
2068/69 50006.1 7863.62 55023.69 14055.85 0.16 0.26
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Appendix: 7

Computation of Investment on Government Securities to Total Assets Ratio
of EBL & NABIL (Rs in Million)

Year EBL NABIL Loan & Total
Advance to Investment to
Investmenton | Total Assets | Investmenton | Total Assets | Jotal Assets | Total deposit
Government Government Rﬁt'o of EBL Ratio Of_
Securities Securities =IGS/TA NABIL =
IGS/ITA
2064/65 3237.98 27149.34 9544.16 37132.75 0.12 0.26
2065/66 3371.42 36916.84 10456.11 43867.39 0.09 0.24
2066/67 2745.28 41382.76 10669.16 52150.23 0.07 0.20
2067/68 4745.5 46236.21 8627.06 58141.43 0.10 0.15
2068/69 3119.59 55813.12 4494.59 63200.29 0.06 0.07
Appendix: 8
Computation of Return on Loan and Advances Ratio of EBL & NABIL
(Rs in Million)
Year EBL NABIL Net Profitto | Net Profit to
Loan & Loan &
Net profit Loan & Net profit Loan & Advance Advance
Advance Advance Ratio of EBL Ratio of
= NP/LA NABIL =
NP/LA
2064/65 451.21 18339.08 746.46 21365.05 0.025 0.035
2065/66 638.73 23884.67 1031.05 27589.93 0.027 0.037
2066/67 831.76 27556.36 1141.05 32268.87 0.030 0.035
2067/68 931.3 31057.69 1337.74 38034.09 0.030 0.035
2068/69 1090.56 35910.97 1696.27 41605.68 0.030 0.041

95




Appendix: 9
Computation of Return on Total Assets Ratio of EBL & NABIL

(Rs in Million)
Year EBL NABIL Return on Return on
Total Assets Total Assets
Net profit Total Assets Net profit Total Assets | Ratio of EBL Ratio of
=NP/TA NABIL =
NP/TA
2064/65 451.21 27149.34 746.46 37132.75 0.017 0.020
2065/66 638.73 36916.84 1031.05 43867.39 0.017 0.024
2066/67 831.76 41382.76 1141.05 52150.23 0.020 0.022
2067/68 931.3 46236.21 1337.74 58141.43 0.020 0.023
2068/69 1090.56 55813.12 1696.27 63200.29 0.020 0.027
Appendix: 10

Computation of Total Interest Earned to Total Operating Income Ratio of
EBL & NABIL (Rs in Million)

Year EBL NABIL Total Total Interest
Interest Earned to
Total Interest Total Total Interest Total Earned to Total
Income Operating Income Operating Total Operating
Income Income Operatlng_ Income Ratio
Income Ratio | of NABIL =
of EBL = TH/TOI
TI/TOI
2064/65 1548.65 1209.89 1978.69 1670.42 1.28 1.18
2065/66 2186.81 1544.96 2798.48 2220.98 1.42 1.26
2066/67 3102.45 1927.97 4047.72 2764.08 1.61 1.46
2067/68 4331.02 2192.94 5254.03 3046.12 1.97 1.72
2068/69 4959.99 2609.73 6133.73 3990.47 1.90 1.54
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Appendix: 11

Computation of Total Interest Paid to Total Assets Ratio of
EBL & NABIL (Rs in Million)

Year EBL NABIL Total Total Interest
Interest Paid | Paid to Tot_al
Total Interest | Total Assets | Total Interest | Total Assets to Total Assets Ratio
paid Paid Assets Ratio | Of NABIL =
of EBL = TIP/ITA
TIP/TA
2064/65 632.6 27149.34 758.43 37132.75 0.023 0.020
2065/66 1012.87 36916.84 1153.28 43867.39 0.027 0.026
2066/67 1572.79 41382.76 1960.1 52150.23 0.038 0.038
2067/68 2535.87 46236.21 2955.43 58141.43 0.055 0.051
2068/69 632.6 27149.34 3155.49 63200.29 0.051 0.050
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