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ABSTRACT

This study examines the determinants of liquidity of development banks in Nepal.
The study has applied ordinary least square (OLS) regression models to a panel data
of development banks for the period from 2012/13 to 2021/22. This study shows that
development banks have kept significant cash holdings relative to their overall assets,
and their efficient risk management suggests that they have an adequate amount of
liquidity. The correlation study reveals an insignificant positive association between
non-performing loans, the capital adequacy ratio, and liquid assets as a proportion of
total assets (LATA). Liquidity (LATA) was then significantly positively correlated
with both the rates of inflation and return on assets. Furthermore, there is a significant
negative correlation between bank size and LATA. The multiple regression analysis
revels that there is significant positive impact of capital adequacy ratio on liquidity of
the development banks while non-performing loan and inflation rate have
insignificant negative impact on liquidity. Besides these, return on assets had
insignificant positive impact on liquidity (liquid assets to total assets) of the
development banks. Moreover, bank size had significant negative impact on liquidity.
Hence, this study concluded that capital adequacy ratio and bank size are the key

factors of liquidity in Nepalese development banks.

Keywords: Liquid assets to total assets ratio, capital adequacy ratio, non-performing

loan ratio, profitability and inflation rate.
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CHAPTER -1
INTRODUCTION

1.1 Background of the study

Development bank liquidity is the ability of banks to finance asset growth and repay
debt when it matures without incurring unmanageable losses. Banks are susceptible to
liquidity risk since they have a significant role in transforming short-term deposits
into long-term loans (Basel Committee, 2008). Banks need liquidity in order to
provide loans and cash on demand to its clients. In difficult times, a bank's lack of
cash could lead to insolvency. The Basel Committee on Banking Supervision
therefore introduced the "Liquidity Coverage Ratio" (LCR) and "Net Stable Funding
Ratio" (NSFR) in the Basel III accord, updating and improving bank risk management
practices and reviving liquidity management. The primary objective of LCR is to
guarantee that, in cases of extremely severe liquidity as defined by regulators, the
development bank maintains an adequate level of free and excellent liquid assets to
satisfy demands for thirty calendar days. In terms of liquidity risk profiles, the NSFR
is intended to ensure that long-term assets are funded with a minimal quantity of

reliable commitments (Basel Committee, 2008).

Reaching the ideal amount of liquidity is highly dependent on a number of factors,
including a bank's size, composition, type, and degree of activity complexity. The
development bank's liquidity management must adhere to a decision-making
framework for controlling liquidity risk, as well as a suitable funding plan, exposure
limitations, and a set of guidelines for allocating liquidities in an emergency. Each
bank needs to have a clear policy for managing its liquidity that is shared throughout
the entire company. Development banks require senior managers with a strong
background in this subject as well as trained understanding and expertise in it. These
managers are able to recognize these circumstances and respond appropriately. And if
all of these things come to pass, then big investors will be able to have good faith in

these development banks (Vaidya, 2014).

Ogbuabor and Malaolu (2013) stated that a development bank's activities may suffer
greatly from a lack of money. It ruins the long-term client relationships and ultimately

causes the specific development bank to go bankrupt if the liquidity situation is not



properly handled. Bank liquidity is favorably impacted by increases in capital
adequacy, inflation, the percentage of non-performing loans, and interest rates on
loans and interbank transactions. Vodova (2013) argued development banks
frequently strive to strike a balance between profitability and liquidity. Profitability,
according to Vento and Ganga (2009), is an assessment of a company's capacity to
generate revenue from its invested capital. Liquidity is crucial to the smooth operation
of a financial organization. The liquidity condition of development banks attracts
interest from all parties. Consequently, a bank must ensure that there is sufficient

liquidity, or none at all, to cover any upcoming commitments (Kurawa & Abubakar,

2014).

The issue of development bank liquidity creation has become an increasingly
prominent topic of study for financial institutions in recent years. Most people now
think that development banks create liquidity by changing the maturities of items on
their balance sheets, both the liability and the asset side. By means of this technique,
development banks can retain illiquid money for the non-banking population while
offering liquid currency to both depositors and borrowers. The bank creates liquidity
on both sides of the balance sheet by making long-term loans and short-term deposits
available at the same time, extending the idea of classic maturity transformation. The
most liquid asset is cash, which is especially vulnerable to demand from depositors
who are also the owners of liabilities, or from the exercise of claim rights by owners
of off-balance sheet loan obligations (Saunders, 2005). Therefore, the management of
the development bank must be able to regularly measure and monitor its liquidity
situation in order to both immediately satisfy the demands of obligation holders and

borrowers and optimize profit.

Bhattarai (2016) found a positive correlation between profitability, operating expense-
to-asset ratio, capital adequacy ratio, and liquidity in the context of Nepal. Liquidity,
however, has a negative correlation with the ratios of financial expenses to deposits
and credit. It is unclear how the deposits to assets ratio affects liquidity. According to
Gautam (2016), the liquidity of Nepalese development banks is positively impacted
by bank size, capital adequacy, and inflation rate; negatively impacted by
nonperforming loans, profitability, and GDP growth rate. The liquidity of Nepalese

development banks is statistically significantly impacted by capital adequacy, non-



performing loans, and profitability; bank size, GDP growth rate, and inflation rate
have a statistically negligible effect. However, capital adequacy, non-performing
loans, bank size, profitability, GDP growth rate, and inflation rate are the primary
factors influencing the liquidity of this industry. The ability of a development bank to
obtain capital in assets to satisfy both anticipated and unforeseen cash and collateral
requirements at a reasonable price without suffering unbearable losses is referred to as
liquidity (Kumar & Yadav, 2013). The first type of liquidity risk, according to Baral
(2005), arises when depositors of development banks attempt to withdraw money

from the bank.

The liquidity of development banks is influenced by many different factors. Several
factors need to be looked into in order to control the liquidity in development banks.
The liquidity of development banks is determined by a combination of bank-specific
and macroeconomic factors. The nation’s economic characteristics, such as GDP,
inflation, exchange rates, and so forth, as well as the general economic trend are
considered macroeconomic aspects. Examples of internal factors that are peculiar to a
bank are loan growth, profitability, deposit ratio, non-performing loan, capital
sufficiency, and bank size (Khanal, 2019). Therefore, this study aimed to analyze the
factors affecting liquidity of development banks in Nepal.

1.2 Problem statement

The ideal liquidity level is necessary for development banks to function successfully
and efficiently. When we refer to development banks as liquid, we mean that they
have the capacity to meet the demands of both increasing the number of borrowers
and depositors without experiencing any disruptions to their normal business
operations. They need to have sufficient liquid assets on their balance sheet in order to
do this. More important than simply maintaining liquidity is correctly identifying and

addressing major issues that impact the liquidity of development banks.

The efficient operations of banks are closely associated with the optimal level of
liquidity. Due to strong integration, dependencies, and the contagion effect, poorly
managed liquidity can result in low profitability in the case of high liquidity or
insolvency in the case of low liquidity, which would ultimately destroy shareholder

wealth and cause the entire financial institutional framework to collapse. As a result,



empirical research is crucial for evaluating and determining the factors that influence
development banks' liquidity. A development bank that lacks liquidity is one that is
unable to raise enough money at a fair cost, either by taking on more obligations or by
quickly converting assets. When banks lack sufficient liquidity, they are unable to
meet their debt obligations without first turning their assets into liquidity at a fair
price. In extreme cases, insufficient cash might potentially lead to development banks
going insolvent. Thereafter, a decline in finance liquidity resulted in serious problems.
Liquidity and liquidity risk are important and often discussed topics (Diamond &

Rajan, 2005).

Lotto and Mwemezi (2015) found that while non-performing loans and inflation had a
positive impact on banks’ liquidity, capital adequacy, bank size, and interest rate
margin had a statistically significant negative impact. However, the GDP growth rate
and profitability had only statistically negligible influence on bank liquidity, despite
their expected positive connections. Boadi, Li, and Lartey (2016) found there is a
significant positive association and influence on liquidity between capital adequacy,
asset quality, management efficiency, and gross domestic product. Singh and Sharma
(2016) discovered a connection between bank size, deposits, profitability, enough
capital, GDP, and inflation. Additionally, it was shown that bank size and GDP had a
detrimental impact on bank liquidity. Conversely, bank liquidity was positively

impacted by deposits, profitability, capital adequacy, and inflation.

Joshi (2016) concluded that the main factors influencing the liquidity of Nepalese
commercial banks are interest margin, profitability, Tobin's Q, treasury bill rates, and
GDP. Shaha et al. (2018) observed that the GDP has a statistically significant impact
on bank liquidity, but it affects bank liquidity differently. Profitability has an
insignificant association with liquidity, however there is a statistically significant
negative link between deposits and bank liquidity. Ojha (2018) found that there is a
significant relationship between a variety of characteristics and how well Nepalese
commercial banks perform in terms of liquidity. The findings also showed that ROA,
ROE, NPL, GDP, and IBR all significantly affect LIQ. Bhattarai (2019) indicated that
the non-performing loan ratio was found to have a considerable but negative impact

on liquidity among the bank-specific characteristics. Regarding macroeconomic



variables, the findings showed that the model's liquidity (liquid asset to total asset
ratio) was significantly positively impacted by GDP.

Khanal (2019) found that ROA has a positive significant influence on the loan to
deposit ratio, whereas ROE, size, and inflation have negative significant effects on
liquidity. Likewise, the loan to deposit ratio is positively negligibly impacted by NPL,
but negatively and insignificantly by GDP and CAR. Al-Qudah (2020) asserts that
whereas inflation had a positive impact on banks, GDPG had a negative one (LIQ). In
contrast, capital adequacy and deposit growth had a positive significant impact on
Jordanian banks' liquidity, whereas NPL and SIZE had a negative significant
influence. On the other hand, ROA had a very little negative impact on (LIQ).
Abdelmagid (2020) found that there was no statistically significant correlation seen
between the size of banks, the GDP unemployment growth rate, and the inflation rate
and liquidity. Ahamed (2021) came to the conclusion that liquidity risk and asset size
were negatively correlated. The liquidity risks were positively, although not
significantly, correlated with return on equity and capital adequacy ratio. When it
comes to macroeconomic considerations, domestic credit and GDP have a positive
impact on liquidity risks, whereas inflation has a negative impact. Adnan and Yasin
(2022) mentioned bank size, profitability, and capital sufficiency all significantly
improved bank liquidity.

Ever since the start of the last two decades, Nepal's banking sector has been essential
to the country's economic development. The bulk of Nepal's financial sector is made
up of banks because the country lacks a secondary market. Development banks are
crucial to Nepal's financial intermediation process since they own a sizable share of
the country's financial sector. Actually, the banking sector in Nepal now acts as the
glue that holds the country's economy together. Development banks in Nepal need to
keep enough liquidity to meet the needs of both present and potential customers.
There is a contradictory relationship between factors and bank liquidity in Nepal,
according to empirical evidence. Thus, the objective of this research is to determine
how bank-specific characteristics affect liquidity in Nepalese development banks.
That being said, the research aims to address the following questions:

1. What is the existing position of liquidity of development banks in Nepal?



2. Whether there is association between different factors and liquidity of
development banks or not?

3. Do specific factor have an effect on liquidity of development banks Nepal?

1.3 Objectives of the study
The overall purpose of this research is to investigate factor affecting liquidity of
development banks in Nepal. Specifically;
1. To analyze the existing position of liquidity in Nepalese development banks.
2. To examine the relationship between specific factors and liquidity of Nepalese
development banks.
3. To investigate the impact of specific factors on liquidity of Nepalese

development banks in Nepal.

1.4 Research hypotheses

The following hypotheses were developed to break down the above research
questions. Therefore, this research work attempted to test the following hypotheses in
the case of development banks in Nepal.

1. Hy: Capital adequacy has positive and significant impact on development banks
liquidity.

2. Hy: Non-performing loan ratio has positive and significant impact on development
banks liquidity.

3. Hs: Bank size has positive and significant impact on development banks liquidity.
4. H4: Return on assets has positive and significant impact on development banks
liquidity.

5. Hs: Inflation rate has positive and significant impact on development banks

liquidity.

1.5 Rationale of the study

This study mainly focuses on identifying the macroeconomic and bank-specific
determinants on bank liquidity in the context of Nepalese development banks. The
non-banking sector as well as banking and financial institutions may find this study
useful. The banking, non-banking, and financial institutions sectors all benefit from
the study of liquidity. Because of insufficient liquidity, it is essential to comprehend

the ramifications. In the end, the bank raises the risk associated with liquidity, which



keeps liquidity levels high. If liquidity risk rises, the development bank will not be
able to meet its commitments regarding deposit withdrawal, debt maturity, and
funding for investment and loan portfolio. A variety of things influence liquidity. Of
those, the macroeconomic and bank-specific factors have the most influence.
Therefore, the goal of this study is to determine how macroeconomic and bank-
specific factors affect liquidity. Because banks and other financial institutions in
Nepal are now dealing with this issue, managing the liquidity situation is getting
harder. Numerous investigations have been conducted across global settings to
ascertain the influence of macroeconomic and bank-specific variables on liquidity.
Regarding the banking environment in Nepal, no detailed research has been done on
the macroeconomic and bank-specific factors influencing liquidity. Thus, to the extent
possible, this work closes the knowledge gap and supports future research in nations
such as Nepal. Additionally, it benefits the economy and society's financial sectors.
As a result, the main audiences for this study are the academic community, regulatory

agencies, development banks, and society at large.

1.6 Limitations of the study
The study has some limitations. The main limitations of the study are as follows:
e This study concentrates only factor influencing of liquidity and ignores the
other financial aspects.
e The period of the study is limited from fiscal year 2012/13 to 2021/22.
e The study is basically based on secondary data.
e This study used descriptive statistic, correlation analysis and multiple

regression analysis.



CHAPTER - 11
REVIEW OF LITERATURE

The literature review is a vital and necessary phase in every research undertaking. In
order to do fresh research, it involves reviewing research papers or other relevant
claims in the relevant field of study to become aware of all prior studies, their flaws,
and their conclusions. This chapter can be related to by looking at and evaluating a
few pertinent books, articles, published and unpublished works in various economic
journals, magazines, newspapers, the yearly balance statement of the relevant banks,
previous theses on comparable topics, and subject-related web searches. This

chapter is divided into two sections: the theoretical review and the empirical review.

2.1 Theoretical review

2.1.1 Theories of liquidity

Even though different financial institutions may have different specific approaches, a
review of the general theories of liquidity in this section can help paint a clearer

picture of how banks manage their liquidity. The following are the dividend theories:

2.1.1.1 Financial fragility theory

According to the theory of financial intermediation, banks are essential to the
economy because they provide long-term illiquid assets to fund short-term liquid
obligations. In their capacity as liquidity providers, banks create liquidity by holding
illiquid assets and distributing cash and demand deposits to the rest of the economy.
Banks provide vital functions on both the asset and liability sides of their balance
sheets: on the asset side, they lend money to customers in need of liquidity, and on the
liability side, they provide depositors with access to liquidity when needed. Diamond
and Rajan (2005) stated that depositors have greater access to their money than they
would have if they made the same direct investment and expected the same return.
We call this liquidity generation. Businesses that borrow money may also see banks
as more reliable sources of funding than other companies or individuals because
banks can shield borrowers from the possibility of funding interruptions brought on
by liquidity problems. Diamond and Dybvig (1983) emphasize the "preference for

liquidity" in the face of economic agents' uncertainty in order to justify the continued



existence of banks. Because they provide better liquidity insurance than the financial
markets, banks are necessary, but as insurers of liquidity, they are also vulnerable to
transformation and run-on-deposit risks. In general, the more liquidity banks offer to
the outside market, the greater the chance that they would incur losses from having to

liquidate illiquid assets to meet customer demands for liquidity.

2.1.1.2 Keynes liquidity preference theory

The literature on finance and economics looks at several reasons why companies
would keep liquid assets. Keynes (1936) identified three motives for people's
preference for and desire for liquidity. In this instance, the transaction motivation is
that companies keep cash on hand to cover their requests for inflows and outflows of
funds. To facilitate transactions, cash is kept on hand; this is why liquidity is
necessary. The amount of money needed depends on a number of factors, including
how much is earned, how often it is earned, and how it is used. Keeping cash on hand
serves as a company's emergency reserve. Cash retained as a precaution might be used
to meet short-term commitments for which the cash inflow may have been
benchmarked if anticipated cash inflows are not received as expected. Holding cash is
speculative because it gives a company the option to seize unique possibilities that, if

swiftly seized, will benefit the company.

2.1.1.3 Asset conversion theory

In the second decade of the 1940s, this hypothesis was developed. H.G. Moulton
developed the shift ability hypothesis of bank liquidity, arguing that there is no need
to rely on maturities if commercial banks have a sizable quantity of assets that may be
transferred to other banks for cash without suffering a meaningful loss in an
emergency. This point of view states that in order for an asset to be completely
shiftable, it must be instantly transferable without causing capital loss when the need
for liquidity arises. However, during a general crisis, all banks must have these kinds
of assets on hand so that they can be transferred to the central bank, which serves as

the lender of last resort. This theory has certain elements of truth (Nwaezeaku, 2006).

However, it is not without flaws. First off, the financial system does not get liquidity

from the simple transfer ability of assets. It is totally dependent on the state of the
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economy. Second, the shift ability argument fails to take into account the fact that the
bank is unable to transfer shares or debentures to other parties during periods of
severe depression. Nobody wants to purchase them in such a scenario, and those who
do want to sell them. Third, even if a single bank could have enough shiftable assets,
if it attempts to sell them during a bank run, it might have a negative impact on the
whole banking system. Fourth, if all banks were to move their assets at the same time,
it would quickly have severe effects on both the lenders and borrowers (Anyanwu,

1993).

2.1.1.4 Commercial loan theory

This theory first came into being in the early 1920s. The real bills school of thought
holds that commercial banks should only make short-term, profitable loans to
companies that can pay them back quickly. The costs of production, storage,
transportation, and distribution are covered by self-liquidating loans. When such
objects are subsequently sold, the loans are perceived as automatically evaporating.
Such a short-term self-liquidating productive debt has three advantages. Since they
are initially a liquid state, they naturally dissolve themselves. Second, there is no
chance of them incurring bad debts because they mature quickly and are used for
beneficial uses. Third, because these loans are profitable, the banks benefit (Sinkey,

1983).

2.1.1.5 The anticipated income theory

H.V. Proch's expected income hypothesis was created in 1950 and was based on the
US commercial banks' practice of offering term loans. This idea states that the bank
prepares the long-term loan's liquidation from the borrower's projected revenue,
irrespective of the type and form of the borrower's company. A term loan is one that
lasts more than a year but less than five years. It is awarded in opposition to the
hypothecation of stock, machinery, and even real estate. When issuing this loan, the
bank places limitations on the borrower's financial activity. Nzo