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Abstract

This study examines the impact of liquidity and regulatory capital on the profitability
of Nepalese commercial banks. Return on assets and net interest margin are the dependent
variables. The selected independent variables are current ratio, investment ratio, liquidity
ratio, bank size, capital ratio and capital adequacy ratio. This study is based on secondary
data gathered from 20 Nepalese commercial banks with 160 observations for the period from
2011/12 to 2018/19. The data are collected from Banking and Financial Statistics published
by Nepal Rastra Bank and annual reports of the Nepalese commercial banks. The regression
models are estimated to test the impact of liquidity and regulatory capital on the profitability
of Nepalese commercial banks.

The study showed that current ratio has a positive impact on return on assets and net
interest margin. It indicates that increase in current ratio leads to increase in return on assets
and net interest margin. Similarly, investment ratio has a positive impact on return on assets
and net interest margin. It reveals that higher the investment ratio, higher would be the return
on assets and net interest margin. However, liquidity ratio has a negative impact on return
on assets and net interest margin. It means that higher the liquidity ratio, lower would be the
return on assets and net interest margin. Similarly, bank size has a positive impact on return
on assets and net interest margin. It reveals that larger the bank size, higher would be the
return on assets and net interest margin. Likewise, the study also showed that bank capital
ratio has a positive impact on return on assets and net interest margin. It indicates that higher
the capital ratio, higher would be the return on assets and net interest margin. Similarly,
capital adequacy ratio has a positive impact on return on assets. It reveals that higher the
capital adequacy ratio, higher would be the return on assets and net interest margin.

Keywords: Return on assets, net interest margin, liquidity ratio, current ratio, investment
ratio, bank size and capital adequacy ratio.

1. Introduction

The measurement of profitability and liquidity is vital for the existence
and continuous survival of business. It enables businesses to have a
reasonable idea of their past financial performance (profitability) and current
financial position (liquidity). This will further enable them to take corrective
measures to forestall any future financial quagmire that may arise from future
profitability and liquidity crisis (Musso and Schiavo, 2008). Liquidity and
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profitability are two very important and vital aspects of corporate business
life. Liquidity management has become a basic and broad aspect of judging
the performance of a corporate entity. It is essential to maintain as adequate
degree of liquidity of smooth running of the business operations. Thus, the
need for efficient liquidity management in corporate businesses has always
been significant for smooth running of the business (Ehiedu, 2014). Strong
financial institutions are critical for increased investment, economic growth,
employment and poverty alleviation (Kyalo, 2002). Declining ability to rely
on core deposits, increased reliance on capital markets and recent turmoil
in financial markets have created new challenges for banks in managing
liquidity (Roy et al., 2019). Ghosh (2014) revealed that the commercial banks
generally increase capital to address the growing risks.

The high level of bank capital boosts the confidence and trust of the
public about the soundness of the bank. A sufficient level of capital makes it
possible to absorb losses and strengthen solvency (Abba et al., 2013).Capital
also offers easy access to financial markets and protects against liquidity
problems caused by the outflow of funds (Abbas et al., 2019). Similarly,
Berger and Bouwman (2009) showed that bank capital improves the ability of
the bank to create liquidity. However, Distinguin et al. (2013) observed that
banks decrease their capital ratios when there is a decline in liquidity. Capital
helps the bank to cope more effectively with risk, but it also reduces the value
of the deposit insurance put option (Merton, 1977). The theory suggested
that bank capital increases bank return in the start and up to trade-off levels,
then it decreases (Berger, 1995). Unregulated banks are believed to maintain
too little capital and liquidity to absorb losses. Furthermore, the resilient
banking sector facilitates proper financial intermediation and enhances capital
allocation in the economy (Dagher et al., 2016). The capital requirements
have been considered sufficient to curb bank risk appetite and preserve the
liquidity and stability of the banking system. Different studies have provided
conflicting results on the impact of liquidity on bank performance (Berger and
Bouwman, 2009; Bordeleau and Graham, 2010; Bourke, 1989; Lartey et al.,
2013). Banks hold short-term assets to manage their liquidity requirements.

Stronger banks can channelize available funds in business activities and
make high profits (Pasaribu and Sari, 2011). Likewise, Sangmi and Nazir
(2010) stated that the credit to deposit ratio indicates how much of a bank’s
core funds are being used for lending. In addition, Bunda and Desquilbet
(2008) found that there is a significant and positive relationship between bank
capital and liquidity. Likewise, Moussa (2015) found that (return on assets,
capital to total assets, operating costs to total assets, growth rate of GDP,
inflation rate, delayed liquidity) have significant impact on bank liquidity.
Similarly, Vodova (2011) showed that bank liquidity is positively linked with
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bank capital and bank risk. The results indicated that the liquidity of Czech
commercial banks is higher when bank capital is higher and when the interest
rates on loans are also higher. Bank profitability is strongly positively related
to bank capital. Hence, banks seem to rely strongly on retained earnings in
order to increase capital (Ding and Sickles, 2018).

Bunda and Desquilbe (2008) found that there is a negative relationship
between bank liquidity and bank size, lending interest rate and financial crisis.
However, the study also concluded that bank liquidity is positively correlated
to capital adequacy, gross domestic products and inflation rate. Bhati et al.
(2019) revealed that return on equity has a positive effect on liquidity of Indian
banks. Likewise, there is a positive relationship between return on equity
and liquidity position of banks (Al-Homaidi et al., 2019). Similarly, Bassey
and Moses (2015) found that there is a positive and significant relationship
between loans to deposit and return on equity ratio. Similarly, Gjorgji and
Goran (2019) revealed that return on assets, capital adequacy ratio, non-
performing loans and gross domestic products have positive relationship with
liquidity whereas size of the banks is inversely associated with liquidity in the
context of Macedonian banks. Shaha et al. (2018) found that capital adequacy
ratio has a positive and significant impact on the liquidity of banks operating
in Pakistan. In addition, Singh and Sharma (2016) found capital adequacy
ratio positively influence bank liquidity indicating higher capital adequacy
ratio leads to greater liquidity. In addition, Melese (2015) revealed that capital
adequacy has statistically significant and positive impact on the liquidity of
commercial banks.

Similarly, Munteanu (2012) showed that bank stability, Z-score and
return on assets have a significant influence on bank liquidity. Likewise,
Ayaydin and Karakaya (2014) revealed that there is a positive relationship
between capital ratio and profitability. The study also concluded that there
is a negative and significant relationship between bank liquidity and net
interest margin. However, Fungacova and Poghosyan (2011) found that there
is a negative relationship between the ratio of liquid assets to total assets and
bank interest margins. In contrary, Lee and Hsieh (2013) revealed that loans
to deposit ratio is significantly positive with the profitability (ROA and NIM)
for 42 Asian countries banking. Furthermore, Olagunju ef al. (2011) revealed
that there is a negative relationship between the firm’s profitability and
current ratio. In addition, Morris and Shin (2010) found that there is a positive
and significant relationship between liquidity ratio and bank profitability.
Margolis and Walsh (2003) revealed a positive and significant relationship
between liquidity ratio and bank profitability. Likewise, Hoffmann (2011)
found a negative relationship between capital ratio and bank profitability.

Azizi and Sarkani (2014) found a positive and significant relationship
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between liquidity, quality of management and earnings with financial
performance. However, there was no any relationship between capital
adequacy, assets quality and bank financial performance. Nazir (2010)
concluded that capital adequacy, liquidity, asset quality and management are
crucial in influencing the financial performance of the commercial banks
in India. Similarly, Jeevarajasingam (2014) found that liquidity ratio has a
strong positive correlation with return on assets. Likewise, non-performing
loan has significant but negative effect on ROA, while capital adequacy ratio,
operating expenses ratio, net interest margin, and loan-to-deposit ratio have
an insignificant effect on ROA. Furthermore, Khrawish (2011) investigated
the determinant of commercial banks in Jordan. The study found that Bank
size and total liabilities to total asset have negative impact on the profitability,
while GDP and inflation have a negative impact on the financial performance
of commercial banks. In addition, Pastory and Qin (2012) found that capital
adequacy, liquidity and asset quality are crucial for the profitability of
commercial banks the absence of which would lead the commercial banks to
incur losses.

In the context of Nepal, Pradhan and Shrestha (2016) examined the
impact of liquidity on bank profitability in Nepalese commercial banks. The
study revealed that there is a positive and significant impact of capital adequacy
on bank profitability. Similarly, Pant (2017) assessed the relationship between
liquidity risk and credit risk in Nepalese commercial banks. The study found
that bank size has a positive and significant impact on bank risk. However,
Bhattarai (2016) concluded that credit risk of the bank has a significant impact
on the performance of Nepalese commercial banks. Similarly, Magar (2016)
found that there is a positive relationship of capital adequacy ratio and firm
size with bank profitability measured in terms of return on assets. In addition,
Dhakal (2015) found that bank capital has a negative significant relationship
with provision for loan loss. Shrestha ef al. (2014) revealed that bank risk
and capital are positively related to ROA and NIM. Similarly, Bhusal (2016)
showed that there is a significant positive relationship between liquidity and
profitability of commercial banks in Nepal.

The above discussion shows that empirical evidences vary greatly across
the studies concerning the impact of capital and liquidity on the profitability
of commercial banks. Though there are above mentioned empirical evidences
in the context of other countries and in Nepal, no such evidence using more
recent data exists in the context of Nepal. Therefore, in order to support one
view or the other, this study has been conducted.

The main objective of this study is to examine the impact of capital and
liquidity on the profitability of Nepalese commercial banks. More specifically,
it examines the relationship of capital ratio, current ratio, investment ratio,
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capital adequacy ratio, liquidity ratio and bank size with return on assets and
net interest margin of Nepalese commercial banks.

The remainder of this study is organized as follows: Section two
describes the sample, data and methodology. Section three presents the
empirical results and the final section draws the conclusion.

2. Methodological aspects

The study is based on the secondary data which were gathered from 20
Nepalese commercial banks from 2011/12 to 2018/19, leading to a total of
160 observations. The main sources of data includes Banking and Financial
Statistics published by Nepal Rastra Bank and annual reports of the selected
commercial banks. The study is based on descriptive as well as causal
comparative research designs. Table 1 shows the number of commercial banks
selected for the study along with the study period and number of observations.

Table 1: List of commercial banks selected for the study along with
study period and number of observations

S.N. Name of the banks Study period Observations
1 | NABIL Bank Limited 2011/12-2018/19 8
2 | Nepal Investment Bank Limited 2011/12-2018/19 8
3 | Standard Chartered Bank Nepal Limited 2011/12-2018/19 8
4 | Himalayan Bank Limited 2011/12-2018/19 8
5 | Nepal SBI Bank Limited 2011/12-2018/19 8
6 | Nepal Bangladesh Bank Limited 2011/12-2018/19 8
7 | Everest Bank Limited 2011/12- 2018/19 8
8 | Nepal Credit and Commerce Bank Limited | 2011/12- 2018/19 8
9 | NIC Asia Bank Nepal Limited 2011/12-2018/19 8
10 | Machhapuchchhre Bank Limited 2011/12-2018/19 8
11 | Kumari Bank International Limited 2011/12-2018/19 8
12 | Laxmi Bank Limited 2011/12- 2018/19 8
13 | Siddhartha Bank Limited 2011/12-2018/19 8
14 | Agricultural Development Bank Limited 2011/12-2018/19 8
15 | Civil International Bank Limited 2011/12-2018/19 8
16 [ Prime Commercial Bank Limited 2011/12-2018/19 8
17 | Sunrise Bank Limited 2011/12-2018/19 8
18 | NMB Bank Limited 2011/12-2018/19 8
19 | Mega Bank Nepal Limited 2011/12-2018/19 8

20 | Sanima Bank Limited 2011/12-2018/19 8
Total number of observations 160

Thus, the study is based on the 160 observations.
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The model

The models estimated in this study assumes that the firm profitability
depends on liquidity and capital requirements. The dependent variables are
return on assets and net interest margin. The selected independent variables
are current ration, investment ratio, liquidity ratio, bank size, capital ratio and
capital adequacy ratio. Therefore, the models take the following form:

ROA, =B, + B, CR, + B, IR+ B, LR, + B, BS, + B, CAPR, + B CAR, + ¢,
NIMit - BO + B1 CRit T BZ IRit+ BS LRit + B4]38it + B5 CAPth T BG CARit+ eit
Where,

ROA = Return on assets is measured by the ratio of net income to total assets,
in percentage.

NIM = Net interest margin is measured by the ratio of net interest income to
total assets, in percentage.

CR= Current ratio is measured by the ratio of current assets to current
liabilities, in percentage.

IR= Investment ratio is measured by the ratio of total loans to total deposits,
in percentage.

LR = Liquidity ratio is measured by the ratio of liquid assets to total assets,
in percentage.

BS = Bank size is measured by the total assets, Rs. in Billion.

CAR = Capital adequacy ratio is measured by the ratio of Tier I capital + Tier
II capital to total risk weighted assets, in percentage.

CAPR = Capital ratio is measured by the ratio of total capital to total assets,
in percentage.

The following section the independent variables used in this study along
with the hypothesis formulation:

Current ratio

Current ratio is a measure of a commercial bank’s short term solvency.
Renato (2010) revealed that current ratio has a significant positive correlation
with the bank profitability. Likewise, Khan and Khokhar (2015) revealed
that there is a positive relationship between current ratio and return on assets
of the companies in Saudi Arabia. Similarly, Ofoegbu and Onodugo (2016)
showed that the current ratio and profitability of the company are significantly
and positively related. Moreover, Maqgsood et al. (2016) showed that there is
a significant and positive relationship between current ratio and return on
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assets. Based on it, this study develops the following hypothesis:
H : There is a positive relationship between current ratio and profitability.
Investment ratio

Investment ratio is defined as the ratio of total loan to total deposits.
High loan to deposit ratio indicates that a bank has taken more financial
stress by making excessive loans (Ahmed, 2011). Alshatti (2015) found that
there is a positive and significant relationship between investment ratio and
profitability. Lartey ef al. (2013) revealed that investment ratio has a positive
effect on profitability. Bourke (1989) showed that there is a positive and
significant relationship between investment and profitability. Based on it, the
study develops the following hypothesis:
H,: There is a positive relationship between investment ratio and profitability.
Liquidity ratio

Liquidity ratio is measured as the ratio of cash plus short term investment
to total assets. Alshatti (2015) revealed that there is a negative relationship
between bank’s liquidity and profitability. Likewise, Drakos (2003) found
that there is a negative relationship between liquidity and profitability.
Furthermore, Sufian and Chong (2008) showed that bank with higher liquidity
levels tend to have less profitability. In addition, Goddard et al. (2004) found
that high liquidity ratio usually has a lower profitability. Similarly, Rasiah
(2010) revealed that the increase in liquidity of the banks tends to increase
the profitability of the bank. Moreover, Owolabi et al. (2011) showed the
negative relationship between liquidity and firm’s profitability. Based on it,
this study develops the following hypothesis:

H : There is a negative relationship between liquidity ratio and profitability.
Bank size

Bank size is measured in terms of total assets. Butt and Hasan (2009)
showed that there is a positive and significant relationship between firm size
and return on assets. Babalola (2013) examined the effect of firm size on
firms’ profitability in Nigeria. The study found a positive impact of firm size
on profitability. The study also concluded that larger firms reduce costs due to
economies of scale. Furthermore, Gul et al. (2011) found that there is a direct
relationship between assets size and profitability. Likewise, Akhavein et al.
(1997) revealed a positive relationship between size and bank profitability.
Firm size has a strong positive affiliation with profitability (Bagchi, 2013).
Based on it, this study develops the following hypothesis:
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H ,: There is a positive relationship between bank size and profitability.
Capital ratio

Capital ratio is measured by the ratio of total capital to total assets.
Bourke (1989) found that there is a positive relationship between the financial
performance and capital ratio. The study also concluded that higher the capital
ratio, higher would be the profitability of the bank. Berger (1995) showed
capital ratio has a significant and positive relationship with bank profitability.
Bank capital is positively related to the financial performance of banks (Gul,
2011). Koasmidou (2008) found that there is a positive impact of capital ratio
on the performance of bank. Based on it, this study develops the following
hypothesis:

H : There is a positive relationship between capital ratio and profitability.
Capital adequacy ratio

Capital adequacy ratio is a measure of the bank’s regulatory capital.
Gilbert and Wheelock (2007) argued that capital adequacy requirement
is effective in the sense that it improves the soundness and safety of the
banking sector and consequently its profitability. In addition, Molyneux
and Thornton (1992) revealed that there is a positive and significant impact
of capital adequacy ratio on bank profitability. Similarly, Bourke (1989)
found that there is a positive relationship between the financial performance
and capital adequacy ratio. Furthermore, Georgios et al. (2012) found that
there is a positive relation between capital adequacy ratio and the financial
performance of commercial banks. Based on it, this study develops the
following hypothesis:

H_: There is a positive relationship between capital adequacy ratio and
profitability.
3. Results and discussion

Descriptive statistics

Table 2 presents the descriptive statistics of selected dependent and
independent variables during the period 2011/12 to 2018/19.

Table 2: Descriptive statistics

This table shows the descriptive statistics of dependent and independent variables of 20
Nepalese commercial banks for the study period from 2011/12 to 2018/19. The dependent
variables are ROA (Return on assets is measured by the ratio of net income to total assets,
in percentage) and NIM (Net interest margin is measured by the ratio of net interest income
to total assets, in percentage). The independent variables are CR (Current ratio is measured
by the ratio of current assets to current liabilities, in percentage), IR (Investment ratio is
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measured by the ratio of total loans to total deposits, in percentage), LR (Liquidity ratio
is measured by the ratio of liquid assets to total assets, in percentage), BS (Bank size is
measured by the total assets, Rs. in Billion), CAR (Capital adequacy ratio is measured by the
ratio of Tier I capital + Tier Il capital to total risk weighted assets, in percentage) and CAPR

(Capital ratio is measured by the ratio of total capital to total assets, in percentage).

Variables Minimum Maximum Mean Std. Deviation
ROA 0.16 4.01 1.72 0.58
NIM 1.74 5.76 3.24 0.74
CR 85.76 131.51 107.80 6.75
IR 48.32 91.05 75.18 7.99
LIQ 48.32 98.87 80.87 9.92
BS 18.60 179.07 71.23 39.56
CAPR 5.51 32.25 11.87 4.29
CAR 8.77 20.41 12.54 2.04

Correlation analysis

Having indicated the descriptive statistics, Pearson’s correlation
coefficients are computed and the results are presented in Table 3.

Table 3: Pearson’s correlation coefficients matrix

This table shows the bivariate Pearson s correlation coefficients of dependent and independent
variables of 20 Nepalese commercial banks for the study period of 2011/12 to 2018/19. The
dependent variables are ROA (Return on assets is measured by the ratio of net income to total
assets, in percentage) and NIM (Net interest margin is measured by the ratio of net interest
income to total assets, in percentage). The independent variables are CR (Current ratio is
measured by the ratio of current assets to current liabilities, in percentage), IR (Investment
ratio is measured by the ratio of total loans to total deposits, in percentage), LR (Liquidity
ratio is measured by the ratio of liquid assets to total assets, in percentage), BS (Bank size
is measured by the total assets, Rs. in Billion), CAR (Capital adequacy ratio is measured by
the ratio of Tier I capital + Tier Il capital to total risk weighted assets, in percentage) and
CAPR (Capital ratio is measured by the ratio of total capital to total assets, in percentage).

Variables | ROA | NIM CR IR LIQ BS CAPR | CAR
ROA 1

NIM 0.579™ 1

CR 0.156" | 0.056 1

IR 0.287"* | 0.179" | -0.001 1

LIQ -0.027 | -0.099 | 0.144 | 0.389™ 1

BS 0.343* | 0.215™ | 0.212™ | -0.075 | 0.331™ 1

CAPR 0.371™ 1 0.250™ | 0.257" | -0.290™ | 0.214™ | 0.228™" 1

CAR 0.281™ | 0.544™ | 0.055 | -0.280™ | 0.162" | 0.222" | 0.516™ 1

Note: The asterisk signs (**) and (%) indicate that the results are significant at one percent and
five percent levels respectively.
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Table 3 shows that there is a positive correlation between current ratio
and return on assets. It indicates that increase in current ratio leads to increase
in return on assets. Similarly, investment ratio has a positive relationship with
return on assets. It reveals that higher the investment ratio, higher would be
the return on assets. However, liquidity ratio has a negative relationship with
return on assets. It means that higher the liquidity ratio, lower would be the
return on assets. Similarly, bank size is positively related to return on assets. It
reveals that larger the bank size, higher would be the return on assets. Likewise,
the study also shows that bank capital ratio has a positive relationship with
bank return on assets. It indicates that higher the capital ratio, higher would be
the return on assets. Similarly, capital adequacy ratio is positively related to
return on assets. It reveals that higher the capital adequacy ratio, higher would
be the return on assets.

On the other hand, that there is a positive relationship between current
ratio and net interest margin. It indicates that increase in current ratio leads to
increase in net interest margin. Similarly, investment ratio is also positively
related to net interest margin. It indicates that increase in investment ratio
leads to increase in net interest margin. However, liquidity ratio is negatively
correlated to net interest margin. It indicates that higher the liquidity ratio,
lower would be the net interest margin. The study also shows that bank size is
positively correlated to net interest margin. It implies that larger the bank size,
higher would be the net interest margin. Likewise, capital ratio has a positive
relationship with net interest margin. It indicates that higher the capital ratio,
higher would be the net interest margin. The study also shows that capital
adequacy ratio has a positive relationship with net interest margin. It means
that higher the capital adequacy ratio, higher would be the net interest margin.

Regression analysis

Having indicated the Pearson’s correlation coefficients, the regression
analysis has been carried out and results are presented in Table 4. More
specifically, it shows the regression results of current ratio, capital ratio,
capital adequacy ratio, investment ratio, liquidity ratio and bank size on return
on assets of Nepalese commercial banks.

Table 4: Estimated regression results of current ratio, capital ratio,
capital adequacy ratio, investment ratio, liquidity ratio, and bank size on
return on assets

The results are based on panel data of 20 commercial banks with 160 observations for the
period of 2011/12-2018/19 by using the linear regression model and the model is ROA, = j,
+B,CR, +B,IR + LR + f,BS, +B.CAPR, + B CAR + e, where, the dependent variable
is ROA (Return on assets is measured by the ratio of net income to total assets, in percentage).
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The independent variables are CR (Current ratio is measured by the ratio of current assets to
current liabilities, in percentage), IR (Investment ratio is measured by the ratio of total loans
to total deposits, in percentage), LR (Liquidity ratio is measured by the ratio of liquid assets
to total assets, in percentage), BS (Bank size is measured by the total assets, Rs. in Billion),
CAR (Capital adequacy ratio is measured by the ratio of Tier I capital + Tier Il capital to
total risk weighted assets, in percentage) and CAPR (Capital ratio is measured by the ratio
of total capital to total assets, in percentage).

Model | Intercept Regression coefficients of Adj. ,| SEE |F-value
CR IR LIQ BS CAPR | CAR |R bar
U | 03 | (Daone 0.018 [0.5829| 3.965
2 | (a0 ey 0.076 |0.565 | 14.144
3 | siaee P 0.006 |0.591 | 0.112
4 | 255 (@D 0.112 | 0.554 | 21.091
5 (8_17'}‘5‘** (5%‘1)%1** 0.132 | 0.548 | 25.173
6 | (253 (3 yex | 0073 | 0566 13.541
1O | o o SE o os] osr
8| (0309 2586y (3599) (2.02dyes | 0192 | 0.528 | 13.584
9 | ey | (1364 246 | @3y (u3dyer | 0179|0533 | 9.695
10 | (1040 | 0620 | (125 | (151 | 9oay+ | @870 | ©90n | 0233 [0515] 9031
Notes:
L. Figures in parenthesis are t-values.
il. The asterisk signs (**) and (*) indicate that the results are significant at one percent
and five percent level respectively.
iil. Return on assets is the dependent variable.

Table 4 shows that the beta coefficients for current ratio are positive
with return on assets. It indicates that current ratio has a positive impact on
return on assets. This finding is consistent with the findings of Magsood et al.
(2016). Similarly, the beta coefficients for investment ratio are positive with
return on assets. It indicates that the investment ratio has a positive impact
on return on assets. This finding is consistent with the findings of Lartey
et al. (2013). The study also reveals that the beta coefficients for liquidity
ratio are negative with return on assets. It indicates that the liquidity ratio
has a negative impact on return on assets. This finding is consistent with
the findings of Sufian and Chong (2008). Likewise, the beta coefficients
for bank size are positive with return on assets. It indicates that the bank
size has a positive impact on return on assets. This finding is consistent with
the findings of Akhavein et al. (1997). The study also reveals that the beta
coefficients for bank capital are positive with return on assets. It indicates
that the bank capital has a positive impact on return on assets. This finding is
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consistent with the findings of (Gul, 2011).

Estimated regression results of current ratio, capital ratio, capital
adequacy ratio, investment ratio, liquidity ratio and bank size on net interest
margin are presented in Table 5.

Table 5: Estimated regression results of current ratio, capital ratio,
capital adequacy ratio, investment ratio, liquidity ratio and bank size on
net interest margin of Nepalese commercial banks

The results are based on panel data of 20 commercial banks with 160 observations for the
period of 2011/12-2018/19 by using the linear regression model and the model is NIM, = j3,
+B,CR, + B, IR, + B LR, + f,BS, + B, CAPR, + B,CAR, + e, where, the dependent variable
is NIM (Net interest margin is measured by the ratio of net interest income to total assets,
in percentage). The independent variables are CR (Current ratio is measured by the ratio of
current assets to current liabilities, in percentage), IR (Investment ratio is measured by the
ratio of total loans to total deposits, in percentage), LR (Liquidity ratio is measured by the
ratio of liquid assets to total assets, in percentage), BS (Bank size is measured by the total
assets, Rs. in Billion), CAR (Capital adequacy ratio is measured by the ratio of Tier I capital
+ Tier II capital to total risk weighted assets, in percentage) and CAPR (Capital ratio is
measured by the ratio of total capital to total assets, in percentage).

Model | Intercept Regression coefficients of Adj'z SEE |F-value
CR IR LIQ BS | CAPR | CAR |R bar
U | @it | ©909) -0.003 | 0.751 | 0.502
2 | (giiop o 0.026 | 0.739 | 5204
3 (5_24%3** ('10_'204?67) 0.003 |0.747| 1.553
4| o) (e 0.041 |0.734 | 7.667
5 agorm (3 aer 0.057 |0.72710.536
6 | patgr (530 | 0292 0.631] 66526
7| 3oeaes | (1 e89) 18 (3 aea 0.064 | 0.725| 4.611
8 | 0119 039%) R (7548 | 0293 0.692| 22958
9 | @0%n | (61 0160 | 33 (7o | 0301 0,626 18.026

0.763 0.011 0.003 -0.001 0.322 0.007 0.195

10| 0614) | (1458) | (0:425) | (0.107) | (1.643) | (0.442) | (6.584)%* | 0-29% [0-631] 11.934
Notes:
1. Figures in parenthesis are t-values.
il. The asterisk signs (**) and (*) indicate that the results are significant at one percent
and five percent level respectively.
ii. Net interest margin is the dependent variable.

Table 5 shows that that the beta coefficients for current ratio are positive
with net interest margin. It indicates that the current ratio has a positive impact
on net interest margin. This finding is consistent with the findings of Ofoegbu
and Onodugo (2016). Similarly, the beta coefficients for investment ratio are
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positive with net interest margin. It indicates that the investment ratio has
a positive impact on net interest margin. This finding is consistent with the
findings of Alshatti (2015). Likewise, the beta coefficients for liquidity ratio
are negative with net interest margin. It indicates that the liquidity ratio has
a negative impact on net interest margin. This finding is consistent with the
findings of Drakos (2003). Similarly, the beta coefficients for bank size are
positive with net interest margin. It indicates that the bank size has a positive
impact on net interest margin. This finding is consistent with the findings of
Babalola (2013). Likewise, the beta coefficients for capital adequacy ratio are
positive with net interest margin. It indicates that the capital adequacy ratio
has a positive impact on net interest margin. This finding is consistent with
the findings of Bourke (1989).

4. Summary and conclusion

Strong financial institutions are critical for increased investment,
economic growth, employment and poverty alleviation. The key component
in a financial system is banks which work as intermediate between funds
provider and those in need of funds contributing to economic growth. Bank
capital adequacy is the key driver of a resilient banking system that is
capable of absorbing shocks. Bank capital plays a central role in the safety
and soundness of individual banks. It supports future growth and fosters
public confidence in the banks. It provides the capacity under the banks legal
lending limits to serve customers need and protect the bank from unexpected
losses

This study attempts to examine the impact of capital and liquidity
on the profitability of Nepalese commercial banks. This study is based on
secondary data of 20 commercial banks with 160 observations for the periods
from 2011/12 to 2018/19.

The study showed that current ratio, bank size, capital ratio, investment
ratio and capital adequacy ratio have positive impact on return on assets.
Similarly, the study also showed that current ratio, bank size, capital ratio,
investment ratio and capital adequacy ratio have positive impact on net
interest margin. However, liquidity ratio has a negative impact on return on
assets and net interest margin. The study concluded that bank size followed
by capital ratio is the most influencing factor that explains the changes in
return on assets. Likewise, the most dominant factor that determines the net
interest margin is bank size followed by capital adequacy ratio in the context
of Nepalese commercial banks.
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