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PREFACE

In the progress of an economy, banking sector plays a vital role. Being the
core of financial sector, a strong banking system is much needed to fulfil the
requirement of trade and industry. Banks are now a days facing a number of
challenges like increasing competition, stringent prudential norms, raising customer
expectations, high amount of non performing assets, asset liability management |,
rising pressure on profitability, liquidity and credit risk management and so on. To
sustain financial health of bank, focus has to be given to the liquidity and profitability
of banks. Liquidity is the ability to meet short term financial obligations and
profitability measures the success of any business organisation. Liquidity and
profitability are the most integral parts of a bank. Perhaps, the most difficult task for a
bank is to have desired amount of profits while maintaining a good liquidity level.
The public sector and private sector banks constitutes the major portion of our
banking system. An analysis of these banks can give a clear picture of our banking
system. The present study is an attempt to examine the liquidity and profitability
positions of public and private sector banks in India. The factors that can affect the
liquidity and profitability of banks are studied and a comparison is made between the
public and private sector banks in case of the determinants of liquidity and
profitability. The study will be beneficial in judging the efficiency of banking sector

in India. The results will be helpful to the banking sector in taking future decisions.
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CHAPTERI
INTRODUCTION




CHAPTER1

INTRODUCTION

1.1 Prelude

Banking sector plays an important role in the development of an economy. In
India banking is one of the fastest growing sector facilitated with large network of
bank branches, servicing financial services to their customers. In mobilizing the
savings of general public, banks perform significant role. For the existence of every
commercial organization, profit is the most crucial factor and profitability shows the
relationship between the amounts of profit with several other factors. Compare to
other business operations, banks in general needs to be more concerned about
balancing profitability and liquidity. Liquidity is required to meet the withdrawal
demands of customers and profitability is required to .meet the expenses of a bank. In
the year 1969, then Prime Minister Indira Gandhi nationalized 14 major commercial
banks of India with an aim of expansion and development of priority sectors. In 1980,
with the nationalization of six more banks, government occupied nearly 91% share of
the total banking business. However, the poor performances of the public sector
banks were becoming a matter of concern for the country. The continuously
increasing non performing assets in the portfolio of banks posed a threat to the
financial stability of our economy. Banking reforms therefore become a necessary

tool of the liberalization agenda. The Narsimham Committee set up it 1991 brought



reforms to the Indian banking system. With these reforms under the shade of
liberalization, privatization and globalization major changes were experienced in the
functioning of banks. With the deregulation of interest rates and entry of new private

d . . .
and foreign banks, efficiency of banking system improved in India. Increased

forced public secto ith ori
p r banks to compete with Private sector and foreign banks operating
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January 1949. The Banking Regulation Act of 1949 empowered RBI to regulate,
control and inspect the banks in India. By 1960’s Indian banking industry started
facilitating the speed of financial development of Indian economy. Fourteen largest
commercial banks were nationalized in July 19, 1969 by the then Prime Minister
Indira Gandhi. Again in 1980, six more commercial banks were nationalized. The
primary reason for the nationalization was to give more control on credit delivery to
the government of India. Through nationalization of banks, government of India
undertook around 91% control on banking business in India. In 1993 the New Bank of
India was merged with the Punjab National Bank and hence the number of total

nationalized bank becomes 19.

In early 1990’s, the Narasimham Rao Government took the policy of
liberalization which provided license to a small number of private banks. This was
named New Generation Tech Savy Banks and included the Global Trust Banks which
later on amalgamated with Oriental Bank of Commerce, Axis Bank, ICICI Bank and
HDFC Bank. This step along with the growth of Indian economy led to retail boom in
India. Indian Banking industry witnessed rapid growth with both private sector and
public sector banks contributing strongly for its development. Today, Indian banking
operation is fair in terms of supply and product range but reaching the rural India is

still a challenge for the private sector and foreign banks operating in India.



1.3 Structure of Indian banking System:
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rate from RBI. Schedule commercial banks possess the membership of
clearing house. The scheduled banks are divided into four groups’ viz public
sector banks, private sector banks, foreign banks and regional rural banks.

i) Public Sector Banks — Public sector banks are operated by the government of
India. The major shareholders of these banks are either the government of
India or RBI. At present there are 27 schedule commercial banks operating
in India including 21 nationalized banks and SBI and its 5 associates.

ii) Private Sector Banks- The majority of shares of private sector banks are held
by private shareholders and not by government. The first private sector
bank of India was Indusind Bank set up in 1994. Private sector banks are
divided into 2 categories — old private sector banks and new private sector
banks.

iii) Foreign banks — Foreign banks are the bank of other countries having their
branches in India. Foreign banks have make the Indian banking system
more efficient and competitive bringing latest technology and banking
practices. At present there are about sixteen foreign banks in India with
180 branches operating in most of the big cities of India.

iv) Regional Rural Banks- Regional rural banks are operating at regional level in
states of India. The main objective of these banks is to serve the rural
people. Earlier there were 82 regional rural banks in India but as per 2018
reports currently 64 regional banks are operating in various states and

union territories of India



B. Non Schedule banks- Non schedule banks are those banks which are not
included in the 2™ schedule of RBI RBI has no specific control over such
banks. These banks are not allowed to borrow money from RBI for its banking

activities but they can approach RBJ for accommodation under abnormal

circumstances.
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must meet their financial obligation when they come due (Crocket, 2008). Banks act
as liquidity provider in a financial system but at times banks may face shortage of
liquidity due to unexpected deposits withdrawal or large amount of standby credit
drawn. Therefore effective risk management is required to maintain coordination of
the cash inflows and outflows (Nagret. 2009). Liquidity shortage of one bank can
spread to other banks affecting the entire financial system and as such liquidity is not
only important for an individual banking but the entire banking industry. Liquidity is
expressed neither as an amount nor ratio but as an ability of bank to fulfill its

mandatory obligation (Tian, 2009).

1.5 Profitability

Profitability is the capacity of an organization or firm to have benefits from
their business activities. Profit is usually the reward of the entrepreneur. It acts as the
performance measure of a business. Increasing profits attracts investors, expands the
market and also enable a business to survive for a long period of time. Profit
maximization is the main goal for business ventures and they spend countless hours
and efforts to find out ways of reducing cost and increasing sales (Schreibfedar.
2006). Like all business banks receives profits by earning more than their expenses.
Banks profits come mainly from the interest charged on loans and the fees charged for
the services it renders. Likewise, the main item of expense for banks is the interest
they have to pay on liabilities. Deposits, money borrowed from other banks and
financial institutions, commercial papers form the liabilities of a bank and the loans

and the securities are the major assets for a bank. Pro fits are earned by using leverage




which is measured through return on assets and return on equity. It is important to
note here that not all assets earn return for a bank. To meet cash withdrawal banks
keep cash with them which earns no interest. Moreover, the loan loss reserves kept to
cover losses when borrowers don’t pay back loans also does not contribute to profits.
Thus, commercial banks have to effectively manage its business to .rn significant
amount of profits while maintaining a decent liquidity level. More profitability can
absorb the shocks and avert risks that banks can face. Profitability is a prerequisite for
innovation, diversification and efficiency of commercial banks (Hempell, 2002). The

stability of commercial banks to a great extent depends on profitability.

1.6 Objectives of the Study:

> To compare the liquidity and profitability positions of public and private

sector banks.

» To determine the bank specific factors affecting liquidity of public and private

sector banks.

» To find out the bank specific factors determining profitability of public and

private sector banks.

1.7 Research Questions:

> Is there any difference between the public and private sector banks in t £
erms o

their liquidity and profitability positions?

> Whether the factors determining liquidity differ between the public and
1C and privat,
sector banks? o

» Whether there is any similarity among the determinants of profitability of

public and private sector banks?

1.8 Data and Methodology of the Study

1.8.1 Sources of Data:

The study is based entirely on secondary data. The data are collected from the
official website of Reserve Bank of India (RBI). The data are collected for both the
public and private sector banks for the period 2005 to 2017. Data mainly on the total
assets, liquid assets, total deposits, demand deposits, total advances, net interest
margins, return on assets, return on equity, operating profits ratios are collected for
both public and private sector banks as a whole. The public sector banks studied in
this study are State Bank of India and all the twenty nationalized banks of India
except Bharatiya Mahila Bank Itd. and all the private sector banks except Bandhan
bank limited and IDFC bank limited as all these banks are of recent origin and data
are not available for the banks from 2005.The data are collected for each banks’ total
assets, deposits, non performing assets, capital adequacy ratio (total of tier 1 and tier 2

capital), return on assets, equity and cost of funds for the period 2005-2017.
1.8.2Methodology of the Study:
The methodology employed in data analysis is objective specific.

To satisfy the first objective, different ratios like ratio of liquid assets to total
deposits, liquid assets to total deposits, liquid assets to demand deposits and liquid

assets to total advances are calculated for public and private sector banks respectively.



All the data are converted into constant prices taking 2010 as the base year. A
descriptive statistics is used to examine which banking group is maintaining higher
liquidity and profitability with consistency. Moreover, the compound annual growth
rate (CAGR) is calculated for all the ratios to see the annual growth in liquidity and

profitability of public and private sector banks. For comparative analy s independent

t test is performed.

To solve the second and third objectives, the study used longitudinal or panel
data model. Panel data is a multi-dimensional data consisting of observations on
multiple phenomena studied over multiple time periods for the same firm or
individual. Panel data technique includes both cross sectional and time series
dimensions and therefore provides adequate data points in order to reduce the
likelihood of biasness in the parameter estimators. This technique helps to predict
effects that the pure time series or cross sectional data fails to detect. The increased
sample size due to pooling of time series and cross section data provides for more

accurate estimates with more degrees of freedom and lesser probl f
em o

muticollinearity.

A panel data contains N entities each of them measured through T t od
Ime period.

The total number of observation is NT. In this study N is each of the publi
IC sector and
private sector banks of India selected for the styd
Y observed on T time per;
perod (year)
on several different parameters. The time period considered ip the stud
€ study is 2005 to
2017 and 21 public sector banks and 19 prj
private sector bankg are :
studied over these

periods. The panel data is short with more entities and a fey tim
€ periods. Further

10

fixed effects and random effects model are run and Hausman test is done to decide

whether to choose random effects model or the fixed effects model to fulfill the

objectives of the study.

1.9 Value of the Study:

Profitability is the key parameter of performance which reflects efficient
utilization of all available resources. Banks are now a days facing a number of
challenges like increasing competition, stringent prudential norms, raising customer
expectations, high amount of non performing assets, asset liability management ,
rising pressure on profitability, liquidity and credit risk management and so on. To
have desired amount of profits while maintaining a good liquidity position to avoid
short term financial losses is perhaps the most important and difficult task for banks.
Profitability is the main indicator for the survival of bank business and liquidity is the
key predictor of bankruptcy and solvency. Therefore, the study of the factors affecting

liquidity and profitability of banks becomes valuable.

The success of an economy mainly depends on effective performance of its
financial institutions. Capital market of India is dependent on the growth and success
of banking sector. Therefore, it is high time to analyze the financial performance of
banking institutions of India. A comparative analysis of public and private sector
banks will help in judging the efficiency of banking sector in India. The study is
conducted by using various ratios as a tool to analyse the liquidity and profitability

positions of public sector and private sector banks undertaken for the study. These

11




ratios are helpful not only in evaluating the past trends but also in predicting the

future performance.

1.10 Limitations of the Study:

1. The study is entirely based on secondary data and the '‘mitations of
secondary data are also applicable to this study. The data are collected
from published reports and internet sources. Hence data are subject to
window dressing and may not show the actual positions of the banks.

The research work is confine to public and private sector banks only for
the evaluation and determination of factors responsible for liquidity and
profitability. This can be extended to foreign banks and co-operative banks
also as Indian co-operative banks also form a major part of Indian banking
system.

Only the variables relating to banks are studied neglecting the key
macroeconomic variables like GDP, inflation rate, interest rates etc. which

may cause significant impact on liquidity and profitability of banks, There

may be remarkable change in the structyre of Indian economy during th
e
study period which is ignored in this research work
The study has focused only the quantitative aspect. But there may b
. € some
qualitative aspects like management i
efficiency, em
» employees performance

which may improve the profitabilit
y of banks could
ave been taken into

consideration.

1.11 Organization of the Chapters:

There are six chapters in the study with the following contents-

Chapter- I Introduction:

The first chapter is an introductory one that contains the objectives of the
study, research questions, description about the data and research methodology,
significance of the study, and some of the important aspects necessary for the study.

The chapter ends with this organization of the dissertation.
Chapter - II Review of Literature:

This chapter makes a detailed review of literature. It covers the review of
some of the major studies on the selected domain. A critical study of existing studies,

their limitations and the research gap are also included in this chapter.

Chapter I11 - A Comparison on Liquidity and Profitability of Public and Private

Sector Banks:

Chapter 111 covers the investigation to satisfy the first objective of the study.

The study shows the positions of both banking groups in terms of their liquidity and

profitability levels. A comparison is made to find out which banking group is in better

liquidity and profitability positions over the years.

13



Chapter IV- Determinants of Liquidity of Public and Private Sector Banks:

Chapter IV deals with the second objective of the study. It tries to find out the

variables which determine the liquidity of the public and private sector banks of India.

Chapter V- Determinants of Profitability of Public and Private Sectc - Banks:

Chapter V is devoted to the third objective of the study. This chapter tries to
explain the impact of a set of variables relating to the banking sector on the
profitability of public and private sector banks. An attempt is made to identify the

differences among the determinants of profitability of both banking groups.

Chapter VI- Summary and Conclusion:

Chapter VI summarises the major findings and highlights the implications of

the entire study. The contents in this chapter are important for policy prescription and

further study on the same topic.
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CHAPTERII

REVIEW OF LITERATURE

2.1 Literature on Liquidity

2.1.1 Theoretical Background

The inventory theory of capital and liquidity buffer holds that the size of
liquidity buffer should reflect the opportunity cost of holding liquid assets rather than
loans. The distribution of liquidity shock that the commercial banks can experience
must also be taken in account. Commercial banks can manage the liquidity risk
underlying their balance sheet by maintaining a stock of liquid assets. As
Baltensperger (1980) stated that holding liquid assets may be a costly affair for banks
but it reduces the risk of being out of cash in times of massive deposit withdrawals.
Due to capital market imperfections and co-ordination failure in the interbank market,
it may become difficult to raise liquidity in short notice giving rise to the problem of
insolvency. Diamond and Dybviz (1983) and Diamond and Rajan (2001) also
advocated that it is necessary for banks to hold a sufficient liquid assets in order to be
secure from unexpected cash withdrawals. Thus, banks hold a buffer of liquid assets
as self-insurance that equates the marginal benefit of holding assets to the marginal

cost of alternative investments. (Mugenyah, 2015)

A similar theory to this, shift ability theory of liquidity was developed by

Harold Moulton in 1915. The theory supported holding credit instruments as a form of
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liquidity to protect themselves from liquidity risk. Commercial papers, prime banker’s
acceptance and treasury bills were regarded as important liquidity reserves. This
reserves are marketable due to their short term maturity and certainty of capital. The
commercial bank’s loan commitment practice that prevails today is due to the shift

ability theory. Thus, by holding assets with a ready mark ., commercial banks are in a

position to avert liquidity risk.

The last theory relating to liquidity is the risk absorption hypothesis. The
hypothesis supported that through increasing the amount of capital it holds, bank can
create more liquidity. Banks with more liquid assets may face greater losses when
they have to sell illiquid assets to meet heavy withdrawals. Risk absorption effect is
relatively more for large banks because of their regulatory market disciplines

(Mugenyah, 2010). Higher capital ratios are positively related with liquidity level

2.1.2Empirical Review

Akhtar, Sadeqat and Ali 2011) made a comparative study between the

conventional and Islamic banks of Pakistan to identify the liquidity risk. Th 1
. 1he results
showed that size of bank and net working capital to net assets shares an insignifi
ificant
positive relationship with liquidity risk for both banki
anking groups. For th
. € conventional
banks, capital adequacy and return on i
, assets in case of Islam;j
¢ banks were positi
positive

determinants of liquidity. Conventional banks Were more involved
volved in long term

financing projects. Additionally,

assets and return and were in a better profitable position
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conventional banks perfo
rmed more wel] ;
ell in terms of

A panel of 27 banks active in Romania from 2002 to 2010 to was analysed by
Munteanu (2012) to examine the factors influencing banks liquidity in the pre-crisis
(2002-2007) and crisis years (2008-2010). The study found that the influence of Z
score, an important measures of bank’s stability is significant in the crisis period and
impaired loans i.e. the potential loss due to unfavorable market condition has a

significant negative role to play in case of banks’ liquidity.

Qin and Pastory (2012), in their paper, analyzed the total deposits to core
funding, liquid assets to demand liabilities and gross loans to total deposits. The study
found that commercial banks maintained a strong liquidity level especially in terms of
liquid assets to demand liabilities. In a study on determinants of bank liquidity risk
within the context of Euro area, using OLS regression Cuinelli (2013), found that
bigger bank more specialized in lending activity have a high risk exposure while
banks with higher capitalization are in a better liquidity position over long period. In a
similar study on determinants of liquidity in Hungarian commercial bank, Vodava
(2013), by applying panel data regression concluded that capital adequacy of banks,
interest rate on loans and bank profitability are positively related to liquidity.

Liquidity is negatively influenced by the size of bank, interest margin and monetary
policy interest rates.

Meera and Dhar (2014), compared the liquidity ratio and assets liability
management practices of public, private and foreign bank of India. Their result
highlighted that due to the threat of financial crisis of various economy, Indian bank

keeps more cash with them which can be problematic in the longer period as it
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adversely affects profits. Further, public sector banks were found to be in a better

liquidity position when compared to other banks in the short run.

While analyzing the liquidity of Moroccan banks Mehdi and Abderrassoul
(2014), found the financial crisis to be negatively affecting the banking liquidity.
There was a decrease in liquidity level during the study period. Bank size was found
to be positively affecting liquidity. The study through panel technique found foreign

direct investment, foreign assets, GDP, public deficit and M; to be the determining

factors of bank liquid assets

Ramanarayan and Unas (2014), examined the components of liquidity

management in Indian public sector banks such as the demand deposits to total
deposits, liquid assets to total assets, advances to tota] assets. This result conclude that

liquidity of bank have declined over the study period which may be due to decrease in

investment with RBI. A negative relationship between bank liquidity and

management efficiency is been addressed by Belad, Bellouma Omri (2016)
? s 1 .

Efficiently managed banks are able to maintain more liquid assets Further, traditional
. , traditiona

banks which rely more on lending activities have lower liquidity risk

Racia, Stanisic and Stanic(2016), empirically investigated the influencing

factors for liquidity risk in the Republj i
public of Serbia ang c
Ompared it with banks from
countries that have become a member of Ey from socialist
Countries. With an

increase in NPL, domestic banks are facing with g
l ’ ! ° : th decreasing lending actjy
g activities which

has led to higher level of liquidity. Larger banks with a wide g;
€ divers

L ification of loans
maintain a high loan to deposit ratio. I addition to this banks | ’
> avin

& more capital are
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save from liquidity risk exposure. With the growth in GDP, declining unemployment
and exchange rate, risk of liquidity increases. During the expansion phase of business
cycle, amount of liquid assets banks hold tends to fall with an increase in lending

activities.

Sheefeni (2016), conducted a study on bank specific factors affecting
commercial bank’s liquidity in Namibia over a period of 14 years. Using OLS
technique, the results revealed a negative association between return on equity and
banks liquidity and capital adequacy, NPA were found to be positively related to
bank’s liquidity. Liquidity of banks is affected by the ownership pattern of banks.
Singh and Sharma (2016), with an increase in deposit and capital, banks liquidity
position improves. Profitability of banks and inflation are positively associated with
bank’s liquidity while there is a negative relationship between bank size and GDP
with liquidity.

Ahmed and Rassol (2017), measured the bank liquidity with the help of stock
approaches. Their study confirmed that larger banks with more assets invest more in
risky assets and as such have less liquid assets as compared to the small banks. With
the increase in GDP, growth rate and bank capital, there is an increase in bank’s
liquidity level. Non -performing loan is indirectly related to bank liquidity while the
role of consumer price index and profitability is insignificant when dealing with

liquidity.

Three key determinants of liquidity of commercial banks in Vietnam viz, size

of banks. ratio of total loans to total deposits and capital to assets proportion was
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identified by Deep and Nguyen (2017) in their study. Bank size was found to be
positively related to liquidity while ratio of total loan to total deposits and capital

assets proportion shared a negative relationship with liquidity of commercial banks.

The determinants of liquidity of the leading banks operating in Germany and
UK were studied taking a sample of 14 banks from both the country by Elahi (2017).
The study examined the effect of credit risk, bank size, profitability, financial
leverage, income diversification and NIM on bank’s liquidity. The results revealed
that with the increasing net interest margins, bank involves themselves more in
lending activities and hence have lower liquid assets at thejr disposal. For the Germen
bagks, liquidity is negatively affected by leverage ratio while the same was not a
significant determinant for banks in UK. All the other variables used in the study

were found to be insignificant for both the counries commercial bank
s.

Hesanovic and Latic (2017), in a study on 19 commercial banks operating in

Bosnia and Herzegovina revealed that Poor credit growth lead to accumulati f
umulation o

GDP growth is found to be insignificant.
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Pushkale,Mahamayi and Venkatesh (2017), in their comparison between public and
private sector banks regarding liquidity position found that private sector banks
maintain a large portion of liquid funds to meet demand deposits. Moreover, both
public and private banks keep lesser liquid assets with an aim of maximizing profits.
In a similar comparative study, Rashid, Ramchandra and Fawzy (2017) have stated
that Islamic banks due to limited human resources and prohibition from sourcing short
term capital from conventional market are facing difficulties in managing liquidity.
They talked about both cash liquidity and investment liquidity. Profitability, loan loss
provision, size of the bank, return on assets were disclosed as the important elements
for liquidity determination. In order to lower liquidity risk, integration between the
policymakers and the managing body is required. Excess operating must be controlled

50 as to solve the liquidity problems.
2.2 Literature on Profitability

2.2.1 Theoretical Background

The market structure model explains the competition and profitability in the
banking sector. The central assumption of the model is that industry structure as
measured by market concentration in term of market share ratio influences bank’s
profitability. The model has two variant — structure conduct performance (SCP) model
and the efficient structure hypothesis (ESH). The SCP model holds that external
factors such as market conditions mainly determine profitability indirectly.
Irrespective of efficiency, firm in more concentrated industries can earn higher profit

than the firm in less concentrated industries (Goldberg et. al. 1996). The SCP model
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stipulates that market concentration leads to collusion in large firms that results in
greater profits. (Bhati and Hussain, 2010; Molyneux and Forbes, 1995) supported the
SCP hypothesis as based on their empirical evidence they found significant positive
co-relation between bank profitability and industry structure. A related theory of SCP,
relative power market power hypothesis holds that firms with large market share and

well differentiated products enjoys market power .. price decision and earns

supernormal profits.

On contrary to this, according to the ESH, better efficiency in banks leads to
more profits. Efficient management lowers the operating cost of the bank and allow
them to earn more profits. Smirlock (1985), empirically investigated the efficiency

hypothesis. His results found that market concentration does not play any role in

profitability while market share positively effects profit margins even after controlli
ing

for concentration.

Other theoretical models of bank profitability includes the agency cost theory

contributed by Jensen and Meckling (1976). They argue that conflict of j
ol interest
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additional investment through various disclosures. By doing so banks wish to receive

a good reputation which increases its value and profitability (Muzahem, 2011).
2.2.2Empirical Review

Unal, Aktas and Acikalin (2007), in their study on the state owned and private
owned banks of Turkey over the period 1997 to 2006 found the state owned banks to
be more efficient than the private sector banks. Using net assets as a proxy for
operating efficiency, they found means of net assets/total employment and net
assets/total number of branches are different for both state and private owned banks.
There is no any evidence showing private banks operating for more effectively than
the state owed banks. And as such question raised in the study about whether to

privatize the banks or not?

While examining the profitability determinants for Greek banking sector over
the period 2000 to 2007 Alexiou and Sofoklis (2009), found bank size to be positively
affecting banks profitability and the credit risk shares a negative relation with
profitability. Greek banking industry acts as a risk averter in order to maximise the
profit. The level of non-performing assets is higher for the Greek banks as compared
to European banks. Consumption and inflation plays an important role in terms of
bank’s performance. Moreover, capital and cost efficiency measures also significantly
affect profitability.

In a paper entitled “A comparative study of profitability of different groups of
schedule commercial banks in [ndia”, Kheechee (2011) tried to find out the causes

for differences in profitability of different sectors of commercial banks. He
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discovered that the return on fund is very less for the private sector banks as
compared to public and foreign sector banks due to inefficient management of
portfolio of securities. The public sector banks are inefficient in managing their loan
portfolio resulting less return on advances. Overall in managing banking business,

foreign banks and private banks are more superior to the public sector banks

Muhamad and Siddiqui (2012), analysed the performance of foreign banks in

Pakistan and how it defers from that of the domestic banks. The regression result
. sults

showed that foreign banks are earning more profit than the domestic banks. Rathe
. r

than acquiring an existing player i
g player in the host cou
ntry market, it is b

foreign bank’s profitability. Capital adequacy was found to be the only 4
€ only determinant

affecting foreign banks’ ROA positively.
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on assets, return on equity and net interest margin was used. The study showed AXIS
bank, one of the leading private sectors bank to have the highest return on assets.

Haque (2014), found that most of the commercial bank have faced a
downward trend in their ROE from 2009 to 2013 while there is a growth of net
internet margin for the same period. Despite the global financial system which is
experiencing financial crunches, the performance evaluation of Indian banking
industry has been stable and sound. The financial performance of different banking
growth has more or less remained stable in terms of their ROA and NIM but they are
not performing in the same manner in terms of their ROE.

To find out the determinants of market profitability of developing countries
commercial banks, Lipunga (2014) used earnings yield as the market profitability
measurement and return on assets (ROA) as internal profitability measurement.
Employing correlation and regression analysis, the study found bank size,
management efficiency and liquidity to be the variables influencing internal
profitability and that of bank size, management efficiency and capital adequacy
affecting the market profitability.

Staikouras and Wood (2015), found that European bank profitability is
affected by the changes in the external macro- economic environment. Banks having
non-loan earning assets are more profitable than those who are more depended on
their assets. The firm specific market share (MSH) which is bank’s assets divided by
total assets value for all banks was found to be unstable and negative. The growth

rate of GDP and variability in the interest rates has negative effect on profits.
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Kamran, Johnson and Sammer (2016), worked on the determinants of
profitability for Pakistani commercial banks for the period 2005 to 2009. They used
spread ratio as a proxy for profitability and stressed the effect of assets, loans, equity,
deposits, economic growth and market capitalization on the spread ratio. The study
concluded that profitability directly depends on bank’s total assets, loans, deposits,
market capitalization. External macro- economic factors along with the management

decisions affects a bank’s profit and as such banks should be concerned about these

factors while dealing with profitability.

In the study on Indian public sector banks to find out the determinants of

profitability using multiple regression model Kedia (2016), conclude that net interest

income, non performing assets, credit deposits ratio and operating expenses have

correlation with bank’s profit. The study used net profit as the proxy for profitability

and examined that almost 60.2 ¢ iation i .
2 % variation in the profit is due to the above mention

variables. While the operating expenses have the lowest effect on profits and credit
credi

deposits ratio affects profits the most.

Mahmud et al. (2016), conducted 2 study on bank’s specific variabl
ariables

were found to be insignificant
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Using a similar methodology, Nuhiu, Hoti,Bektashi (2017), investigated the
profitability determinants through the financial performance indicators of Kosovo for
the period 2010 to 2015. The study was conducted for 10 commercial banks in
Kosovo. The results showed banks specific factors to be very much significant in
terms of profitability determination. Banks with a desired level of liquidity together
with lower capital adequacy and non-performing loan are tend to have more profits.
With the increase in capital coupled with high level of liquidity leads to lower
profits.

Shah and Khan (2017), probed the factors affecting profitability of
commercial banks for eight years from 2007 to 2014 using the pooled regression
model to assess the relationship between equity to assets, debt to assets, bank size
and assets management with return on assets. From the analysis of t —statistics, p

values it was found that the stated variables are significant in affecting commercial
banks’ profitability in Pakistan.

Srinivasn and Britto (2017), evaluated the impact of liquidity, solvency and
efficiency on the profitability of Indian commercial banks. Throughout the study
period pertaining from 2012 to 2016, public sector banks were found to be in a stable
profit level while the turnover ratio for the private sector banks experienced jerk. The
solvency ratio, capital adequacy ratio, liquidity ratio and profitability position of

private banks were relatively better than the public sector banks. Moreover, the
aforesaid ratios were found to be significantly affecting commercial bank
profitability. Rising amount of non performing assets was found to be one of the

. : ial banks.
most dangerous hindrances for indian commercial
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Using pooled OLS on eight Malaysian banks for the period 2010-2015
Trofimov, Aris, Ying (2017) found that bank performance is significantly depended
on the size of bank. The authors elaborated the association between banks
performance and non performing loan. It concluded a negative relationship between
NPL and profitability and hence suggests banks to be more concerned about their
cost management for reducing credit risk and both direct and indirect measures of

controlling cost must be adopted.

Rekik and Kalai (2017), aimed to study the determinants of profitability and

efficiency of fourteen countries conventiona] banks. To estimate banks’ ¢ t and
: ost an

profit functions a Trans log flexible functiona] form was used. The study introduced
: roduce

two dummies viz. GCC that represented g country from Gulf Corporation Council
unci

and CHOC representing financial crisis after 2007. The study highlighted that th
€ at the
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Kumar and Thamilselvan (2018), in their study found that public sector banks
are experiencing a fall down in their earnings and profit margins because of their low
quality assets and increased sub-standard assets. Higher level of non perfoming loans
are the main obstacle for the banks in India. HDFC bank is in overall top position
with industrial development bank being the last due to the under- utilisation of
resources.

Vadrale and Katti (2018), attempted to distinguish between the public and
private sector banks in terms of profitability position. Using several ratios for
analysing profitability the study hold spread ratios to be the real indicator of
profitability which was found to be better for private sector banks. No doubt cost of
funds was same for both the sectors, return on fund was higher for the private sector

banks and as such they were in better profitable positions. The study regarded the

public sector banks to be stable while the private sectors banks were found to be

more profitable.
2.3 Conclusion and Research Gap:

A review of previous studies provide a platform to this study as the
researchers has well explained the independent and dependent variables used in this
study. However, there exists many knowledge gap regarding the liquidity and
profitability analysis especially in the context of Indian banking industry. In addition
to this only a few studies have made a comparative study on the public and private
sector banks of India regarding liquidity and profitability positions. Thus, the present

study adds to the literature by presenting a comparison between the public and

private sector banks operating in {ndia. The study allow us to explore the similarities
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and dissimilarities between the two banking group in respect of the determinants of

liquidity and profitability.

30

CHAPTERIII
A COMPARISON ON LIQUIDITY AND
PROFITABILITY OF PUBLIC AND
PRIVATE SECTOR BANKS

R



CHAPTER III

A COMPARISON ON LIQUIDITY AND PROFITABILITY OF
PUBLIC AND PRIVATE SECTOR BANKS

3.1 Introduction:

Banking sector had played a revolutionary change towards the growth of our
economy and henceforth it is the key indicator to analyze the level of development of
any country. If the banking sector does not perform well agriculture, industry, trade
activities all will be affected. Efficient banking system reflects a sound intermediation
process and banks contribution towards economic growth. So, liquidity and
profitability analysis of banks is essential for evaluating banks business life. As both
liquidity and profitability are the integral parts of banking and without anyone of
these, banks cannot sustain. Public and private sector banks are the major drivers of

Indian Commercial Banks and a comparison on their liquidity and profitability

position can give a clear picture about the financial health of our banking industry.
3.2 Liquidity Portion of the Public and Private Sector Banks:

This section deals with the study of Liquidity level of public and private
sector banks. To study Liquidity level, four ratios has been used which are discussed

in the succeeding sections. Firstly, the total assets, liquid assets, total deposits,

demand deposits and total advances of both banking group is analyzed in constant

prices taking 2010 as the base year. All the current year data are collected from the
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Table 3.1: Assets and Deposits of Public and Private Sector Banks in India during 2005-17 (At Constant Prices of 2010)

\ \ Total Assets Total Deposits Demand Deposits Total Advances Liquid Assets

\ Year \ PSB \ PrSB PSB PrSB PSB PrSB PSB PrSB PSB PrSB
2005 \ 4342959319 \ 1591079.704 \ 3353639.498 | 1203108.7 | 379659.1666 | 151941.0931 | 2869.169 | 792.1579 | 381754 | 139685.6
\ 2006 \ 5779621.138 \ 2839592307 \ 4514649.163 \ 2231089.533 \ 562109.8623 | 240515922 | 4704.43 | 1565.814 | 600821.2 | 191822.7
\ 2007\ 8819886.778 \ 4828446.295 \ 7165701.027 \ 3703080.327 \ 825006.8395 | 399644.1391 | 7852.636 | 2739.584 | 972074.1 | 533954.6
\2003 \ 13352755.08 \ 7680912.666 \ 10922789.72 \ 5538028.488 \ 1192466361 | 736091.7172 | 12105.82 | 4293.244 | 1460867 | 819275.8
\2009 \ 204013944 \ 9179185.297 \ 17159867.58 \ 6590319.675 | 1433611.689 | 754807.1934 | 19064.12 | 5312.403 | 1905300 | 729870.8
\ 2010 \ 30285738.04 \ 1150736229 | 25839338.3 \ 8228007.239 | 2231545.086 | 1345886.946 | 27335 6442 2723957 | 1145360
\ 2011 \ 45112969.77 ‘ 16989211.76 | 37832011.47 | 1222076341 | 2932665902 | 1876712.829 | 40969.68 | 10230.04 | 3859597 | 1210083
2012 \ 60156116.65 | 24910649.58 | 50072227.19 | 1676779728 | 3140490.565 | 2044615.583 | 56870.94 | 14951.04 | 3966322 | 1001645
2013 | 79168011.99 | 34406603.05 | 6592355957 | 23679571.28 | 4386501.385 | 2722539.379 | 76072.84 |[20859.12 | 5317691 | 1527145
2014 | 105397420.8 | 44338770.47 | 87710677.28 | 30791038.44 | 4640268.194 | 3354116.264 | 99527.41 | 28767.46 | 8670643 | 2291477
2015 | 121744797.8 | 58892487.67 | 102820767.7 | 40900293.46 | 5251107.373 | 4583859.31 | 115410.7 | 40170.43 | 10889995 | 2643908
016 | 1271886612 | 86048683.16 | 106491488.6 | 56058538.48 | 4744465.299 | 6387275.044 | 1242354 | 60503.31 | 13630601 | 3407420
5017 | 1357709107 | 1127181947 | 116842250.3 | 79951301.97 | 5780130.894 | 11131655.56 | 125898.5 |79314.57 | 20308802 | 7266105

CAGR |0.33 0.42 0.34 0.41 0.25 0.43 0.37 0.46 0.39 0.38

Source: Own Estimation
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The public sector bank (PSB) total assets was 434295.9 million in 2005 which
rose to 135770910.7 million by 2017 with an annual growth rate of 33%. Similarl
0. ilarly,

rivat ank:
private sector banks (PrSB) total assets was 1591079.7 million in 2005 but it i
1t Increases

assets of PrSBs are growing faster th
an the PSBs. Si1 iarl
. Y, the Deposits of PrSB w
as

1203108.7 million i ioh
million in 2005 which increases to 79951301 9 million in 2017
: n . In case of

deposits also the PrSB are havi
aving a higher growth wj
ith a CAGR value
of 41% while

the same f i i i

PrSB is much higher th .
gher than the PSBs with an annual growth rate of 43¢ T
advances of both sector banks are alsg growing signifi - The total
icantly,

. The total
private sector bank . al advances of
were 719314.57 million in 2017 and 12589
8.5 million fo
r the

public sector banks.
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their mean, standard deviation and coefficient of variation are calculated. The

following sections discuss the ratios.

3.2.1 Liquid assets to total assets

Liquid asset is the sum of cash in hand, balance with RBI, balance with other
banks in India and abroad and money at call or short notice. This liquid asset to total
assets ratio shows the capability of bank to absorb liquidity shocks. When the ratio is

higher, we can say that the bank is in good liquidity position.

Table 3.2
Ratios of Liquid Assets to Total Assets (in %)
Year PSB PrSB
2005 8.79 8.77
2006 10.39 6.75
3007 11.02 11.05
5008 10.94 10.66
3009 933 7.95
3010 3.99 9.95
2012 6.59 4.02
5013 6.71 443
5014 322 5.16
5015 3.94 448
2016 10.71 3.95
CAGR 0.04 0.02
Mean -_/______9__52_’// 0%
<5 //-_2’19/__ 2.55
v 2265 36.36

Source: Own Estimation
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The table 3.2 shows bank sector wise mean, standard deviation and coefficient

of variation of liquid assets to total assets of public and private banks. Publi
‘ 1C sector

banks iati ;
have low standard deviation and coefficient of variation compared to privat
0 private

more liqui
liquid assets over total assets. Moreover, the CAGR T
also show public

sector banks i : :
to have higher growth in theijr liquid = sets to total a
ssets ratio. The

figure below sho iqui
ws the trend of liquid assets to total assets ratio of both b
oth banks over

the years.
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Table 3.3

T test results for Liquid Assets to Total Assets

PSB PrSB
" Mean 9553322 | 6.985376
Variance 4685661 | 6.451906
Observations 13 13
I |
Hypothesized Mean
Difference 0
N
Df 23
I oy
t Stat 2.774358
P(T<=t) two-tail 0.010786
t Critical two-tail 2.068658

Source: own estimation

Since, p value is less than alpha (0.01<0.05), 1t indicates that the both banking

sector differs si gm'ﬁcantly in case of their liquid assets to total assets ratios.

3.2.2 Liquid assets t0 Total Deposits

This ratio measures the total liquidity available out of the total deposits of

deposits include demand deposits, saving deposits, term

commercial banks. Here

deposits and deposits of other financial institutions. This ratio indicates the ability of

nexpected deposit withdrawal by its customers with the liquid

banks to meet the u

assets from its balance sheet.
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Table 3.4

Ratios of Liquid Assets to Total Deposits (in %)

Year PSB PrSB 7
2005 11.38 1161
2006 13.30 8.59 ]
2007 13.56 1441
g o B 1479
2009 11.10 11.07
2010 10.54 535
2011 10.20 5
]
2012 7.92 4
. _—_*_'*‘_—______—_—_‘
- 506 6.44
u \__d
2014 9 88 -
. \\—‘\—__if
2015 10.59 T3
2016 12.79 — |
6.07
2017 17.38 — ]
9.08
CAGR 0.05 ——.
-0.02
Mean 11.54 —_—
9.67
SD 2.55 —_ ]
3.24
Cv 22.09 L
3
Source: Own Estimation *‘\

Table 3.4 shows the CAGR value of the rat
atio

banks. Moreover, public sector banks are A
€ Sta

to total deposits

ratio with a low Coefficient f s
a

was higher for public sector
€ in maintaining its liquid assets

ion valye .
be explained through the fig 3 where e 0f22.09. This can also
graph

higher trend.
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for public Sector banks shows a
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Table 3.5

T test results of Liquid Assets to Total Deposits

PSB PrSB |
Mean 11.54802 | 9.677967
Variance 6.508654 | 10.52739
Observations 13 13
Hypothesized Mean
Difference 0
Df 23
t

Stat 1.633581
P(T<=t) two-tail 0.115963
t Critical two-tail 2.068658

Source: own estimation \\

Since, the p value i
p value is greater than the alpha valye (0.11>0.05)
. 03) indicate that

there is no significant di
gni t difference between the public ang privat
vate sector banks i
S in terms

of liquid assets to total deposits ratio

3.2.3 Liquid assets to demand deposits

The demand deposit ry li . n be w a
Posits are very liquiq in nature and b
can be withdr ]
hdrawn without

> u

demand from deposits.
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Table 3.6
Ratios of Liquid Assets to Demand Deposits (in %)
Year PSB PrSB
2005 100.5 91.93
2006 106.8 79.75
2007 1176 133.60
2008 1225 1113
2009 132.90 96.69
2010 122.06 85.10
2011 131.60 64.47
T 2012 126.29 4898
2013 121.22 56.09
2014 186.85 68.31
2015 207.38 :___ 57.67
2016 287.29 53.34
2017 351.35 65.27
CAGR 0.10 0.02
Ry o 626 77.89
T/’/W// 25.13
\“6\7“’_""//’472/// 32.26

Source; Own Estimation

s that that the liquid assets t0 demand deposits ratio were more
W

s with a low coefficient of variation value of 32.26.

Table 3.6 sho

stable for the private sector bank
blic sector banks than the private sector

But the CAGR value 1s much higher for pu

bank 1 iati i ecause of the
nks T a ubllC sector banks variation is more b
. The graphs shows that P
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increase in the ratio after 2013 to a great extent while private sector are maintainin
low ratios. g
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Fig 3.3: Trend of Rat;j i
atios of Liquig Assets to De
mand Deposits
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Table 3.7

T test results of Liquid Assets to Demand Deposits

PSB PrSB
Mean 162.6633 | 77.89025 |
Variance 5905.429 631.580;;
Observations 13 13
“Hypothesized  Mean
Difference 0
'ﬁ_"———_——‘—w—’é
@———"‘_’m‘m’
P(T<=t) two-tail 0.001814
{ Critical two-tail (213145 |

Source: oWD estimation

Since, the p value is less than the alpha value (0.00<0.05) indicate that there is

significant difference betweeh the public and private sector banks in terms of liquid

assets to demand deposits ratio:

3.2.4 Total advances 0 total deposits

The total advances to total deposits ratio is used to measure bank’s liquidity by

comparing bank’s total loans to its total deposits for the same period. If the ratio is

¢ bank does not have enough liquidity to meet unforeseen cash

high, it means that th

gnals that bank is not earning as much as it

requirements. However, a lower ratio s

could be.
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Table 3.8

Ra

rear PSB
2005 0.085 PrSB
2096 0.10 0.065
o 0.10 0.0701
200 0.11 “JL %
o 0.11 - 0.077 |
29]0 0.10 0.080 —
o 0.10 _—h‘_‘ool?‘—m N
2012 o —— —-—___L:
2013 - —___—JfL
2(())1: 0.11 \___*OL__:
S 0.093
2016 = _\\‘W—d
2017 . e
e 0.10 L
D 0.10 *
CV 0.007 &
723 &\_\0-0]2

Source: Own EM
n k_‘_\\‘
14,51 R

shown in figure 3.4

4

2005 2006 2007 2008 2007 5010 2011 2012 2013 2014 2015 016 2017

—— PSB ——PI5B

Fig 3.4: Trend of Ratios of Total Advances t0 Total Deposits

Moreover, T test 18 done to check hether the mean of both sectors is

statistically different. Results are shown below

Table 3.9
T test results of Total Advances to Total Deposits
e ——
PSB PrSB
R
Mean 0.108804
____——-——‘_-_-
Variance 6 2E-05
: —
Observations 13
Hypothesmed Mean
Difference 0
//______4
Df 20
- /ﬂf
Tt Stat 5.838546
iﬁﬁzﬁ)’{%ﬁi&ﬁ” 10305
~Critical two-tail | f’,i?%f?_@

Soﬁit&ﬁbwn estimation

45




advances to total deposits ratio.

From the aforesai is. it i
id analysis, it is clear that the public sector bank
. ) o or banks a
consistent in maintaining its liqui re more
g its liquid assets
reserves over th
. € years as the indi
shows public sector b y S the indicators
ank
s to be more stable than the private sector b
ector banks with
a low

co efficient of variati
riation. The
mean value for private sector is found to b
nd to be more i
€ in case

much higher for ' v
for public
sector banks than the Private sector b n
I banks. The '
growth i

liquid assets to total assets is 40%

sector banks turns out to be
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ratio is also known as return on investment or ROL It

created from invested capital or assets.

Year PSB PrSB
2004-2005 090 0.87
2005-2006 0.79 0.89
2006-2007 0.89 0.82
2007-2008 1.02 1.00
2008-2009 1.05 0.99
2009-2010 0.99 1.27

W*"‘ﬁﬁ/ 1.59
2011-2012 — 077 | 1.83
2012-2013 0.54 2.09
2013-2014 0.20 2.138
2014-2015 0.13 221
2015-2016 0.09 175
2016-2017 //L 1.32

Mean 0.65 1.44

———‘-“g’ﬁ’//”’o'.a?d// 051

v | —%137 | 35.75

——GAGR —— 2% 003

**** O ures Owa Esimation

As per the table the private sector banks are showing a low coefficient of

variation value of 35.75 th

Table 3.10

Return on Assets (in %)

tells us what

earning were

an the public ban
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ks which implies that the private sector




the 2016 reports, 3.5%
» 3.5% of total assets of public sector banks constitute NP
ute NPA which

Same fOl‘ ri\'a.t ‘ Y E
) S OWiIl 3 I{OA ()f. b()th

from each other. Whi '
- While the private sector banks are showi
ng growth over th
€ years but

S.

2.5

0
2005 2006 2007 20( |
-—

UB 2z 09 ( J S < é
20 2
«l?]

—

——Psp ——prs > 2016 2017
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Table 3.11

T test results of Return on Assets

PSB PrSB
T ——
Mean 0.655049 1.447045
I
Variance 0.206351 0.059633
Jﬂf
13
Observations 13
I | S
Hypothesized Mean Difference 0
__..——'———_"_'_
Df 18
‘___——__'__
t Stat -4.6008
E——
P(T<=t) two-tail w
L . =
t Critical two-tail 2.100922

Source: own estimation

Since, the p value is less than the alpha value (0.00<0.05) indicate that there is

the public and private sector banks in terms of return

significant difference between

on assets.

3.3.3 Return on Equity

¢ of financial performance obtained by dividing

uity (ROE) is a measur

uity. The price of sh
proﬁtability from the viewpoint of

Return on eq
ares largely depends on ROE in

net income by shareholder’s eq

i ank’s
the absence of specu]atlon. [t shows b

nks’ ability t0 aftra | depends on ROE.

t capita
shareholders. The ba ol
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Table 3.12

Return on Equity (in %) 20 A
Year PSB

PrSB 15 \
- \
2004-2005 14.81 14.75 .
2005-2006 11.72 1491 \w/'\\\
2006-2007 13.93 15.75 TR
| s ) o0 2009 2010 2011 2012 2013 2014 201
2007-2008 15.96 15 09 5005 2006 2007 2008 20 10 20 )
> _‘_*—\—____T___- N ] e PSB ——— P58
2008-2009 17.81 10.84
I e |
2009-2010 18.29 11.93 > 3.6: Trend of Return on Equity |
20102011 _\_W‘““Wi—g g DOSEEES can values of both banking group is
e \ he differences in the m
2011-2012 W—‘————ﬁ—g‘_ﬁ—? Now to test the p————
[ AriA A ——————— “ Statistica”y sigﬂiﬁcam or not,
2012-2013 W‘_ﬁ‘_ﬁ%“ . Table 3.13
' Equi
2013-2014 \Whﬁ‘mm_— — T test results of Return on £q ;ySB |
: ———" | Pr ‘;
T | —— ——— [ PSB 1
2014-2015 276 T | s 1529008
2015-2016 | TE—— =075  ———1170.86991
a % [ e . ]
| - 1598 Mean 23 98896 16.75708
2016-2017 T — | |83 _
. B e
- VA 1180 Variance E ’
ean 1\\_ bservations ]
e | 08 16.29 L%
SD W\ Hypothesized 0
‘“————W______ﬁ 3 86 L Ditference ‘77_‘____——_—
W“‘—\\‘_%_ ' / -
—“W\ 23.7 D;‘//f*— -1.02739 ]
0 I i Suat -
- — ! P(T== ; 2 (073873 N
: tioal two—tall . B
Table 3.12 again showsg Private sector banlg tom t Critica .
ore effy

. " timation
Cient thap the public Source; own est

. CharenC
there is no significant differe

of return on equity.
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3.3.3 Net interest margin

Net interest margin (NIM) is a measure of the difference between the interest

income generated by banks and the interest paid to their lenders relative to the amount
of their assets. The NIM is helpful in measuring profitability of a banks’ investing and

endivg: oEVIKeS gnoe 5 specific time period. An increase in NIM increases the

profitability on banks.

Table 3.14

Net interest margin (in %)

bl iﬁww

20042005  ——— |

4.33 “—-—2-]17‘\__

2006-2007 $$

20082009 | ggg——— 2%
W% 2.81

———
2010-2011 WZ*

WW‘ ‘—\\Ei e
WW 391
WW &
EW 394 T

N e L
L gy
- s 0.66

—_—

AR |
Source: own estimagio———__| 0.05g————
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jati high
Table 3.14 shows public sector banks have standard deviation of .79 and hig
.
i jation 1 fit and
coefficient of variation of 29.25 implying that there is greater variation in profit a
cliticient o ke (7

3.7 shows
' i its. The figure 3.7 s
ffici f variation shows more cOnSISENCy in profi g
coettficient of va

: while the same for public
private sector banks with increasing margins Over the years

sector banks is on a declining trend.

13 2014 2015 2016 2017
) Zh

4 A
a1y M
M1 D12 <£L

.«‘C‘l@- -"""] 2

~ 09
aTh) AVLW
005 2006 2007 2008

pPrsR
PSR —— PrSt

. rgin
¢ interest ma

. . Trend of Né

Fig 3.7 |

of both panking groups statistically
nean values

. the 1
T test is done 10 check th

s shown i0 table

o B
different or not. Results ar¢
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Table 3.15
T test results of Net interest margin
PSB PrSB
Mean 2.708584 3.154475
Variance 0.123387 0.106121
Observations 13 13
Hypothesized Mean
Difference 0
Df 24
t Critical one-tail 1.710882
P(T<=t) two-tail 0.000319
t Critical two-tail 2.063899
Source: own estimation

difference in profitability between the i
public and private
sector banks as measured by
net interest margin.

3.3.4 Operating profits

54

Table 3.16
Operating profits (in %)

PrSB
Year PSB
573 139
2004-2005 '
% 1.42
2005-2006 o
— 194 161
2006-2007 ' 5
72 '
2007-2008 I — s
2008-2009 1.95 _
88 -
2009-2010 /“’1"6’/—— X
21 '
2010-2011 235
1.95 '
2011-2012 B 2.60
2012-2013 ’/,_1’_4?___———— 2.905
2013-2014 /,,_133___,——— 3.05
2014-2015 . — 3.19
v 0.927 J}
2015-20 ] 3.40
- 131 > |
6-201 ] 2.40 !
e 75
0.66
27.45
P =%
0.07
& b—%m |
[ CAGR  —

Source: own estimation

The abo\/e tabl€ h the COC”iCiellt Of vau'a[ion Value Of pUth sector bank
ble S OWS |

| b ks But the pI ivate sector banks are havmg

r banks.

that of private secto

to be lesser than ublic sector banks with a high CAGR

' ating .
more growth on thelr oper. or banks have jow CV value but the operating
ic se
ough public 3

value of 7%. Even th sing trend over the years which means

increa:
ave anl
profits of private sector banks h
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bl

these banks are more efficiently operating their business to earn desirable profits. The

figure 3.8 shows the increasing trend of private sector banks.

¥~

2005 2006 2007 2008 2009 2010 2011 2012 7013 o0

14 2015 2016 2017

———

B ——prop

Fig 3.8: Trend of Operating profits

The mean operating profits is 175 for public Sector banks and 2.4 h
4 for the

private
sector banks. To check whether this difference i statistically sjgn
signi

ficant, t test is run.

Table 3,17
T test results of Operatmg profits
| PSB PrSB
X
=T 1.751655 2.40873 h
ariance W 0 3 i
WB\XW =
:
WM\\B
Difference 0
Df 2%
t Stat
b -5.93614
| P(T<=1) two-tai] 399006
t Critical two-tg)] ———— 2l063 6
A 06389
Souree: owp estimatigp \9
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Since, the p value is greater than the alpha value (3.9>0.05) indicate that there is no

; . K
significant difference in profitability between the public and private sector banks as

measured by operating profits.

The above findings clearly depicts that private sector banks are more
e a

wi / for all the four
profitable than the public sector banks with greater mean value for a
1

nd I year riv nk shows a low
mndicators o I

' ing lower variation in
| d even though the public sector banks are having

. : banks which
fits. the CAGR value is much higher for private sector ba
. e .
Operating profits, ts through their operations over

: ing more profi
means that private sector panks are earning

' . 1Ims that .Vate
he ears VvEer h ( AGR value fOI all the fOUI' lndlCﬂtOfS COI[I p
oreover, t € | T1
t y | M pOSitionS as Compale to the pU,bl]C sector

ili
sector banks are in far better proﬁtabl ty

banks.

3.4 Conclusion:

ty ' ' ivate sector banks are
d profitabili of Indian public and priva
The liquidity and P

.« This chapter answers to the first research
SiS.

' al
clearly reflected in the aforesaid analy

ublic and private sector
ry much differences between the p
; e
question that there 18 V
ir liquidity and profitab

. holding liquid assets as compare to private
t n

ility positions. The results shows that
banks in terms of the

fficien
public sector banks arc more €

’ OT ba“ks. [ubllC S | il. 11 “ | e
[ Ected S W IS ] IiV'ate Sect(?r banks \Vllh an aim f ]
S mEO r1s € %__’,Ilie(l 'issei ]

o tts fund
profits are mobilizing most of
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return and less liquidity. Priva
public sector banks. Public S;e sector banks are in more profitable position than th
experiencing negative return ctor banks with increasing non performing asset e
et ot Prva on their assets in recent years which ar . s are
sector banks are more efficiently managin he e
g their assets and

o e
1

! tS
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CHAPTER IV

DETERMINANTS OF BANK LIQUIDITY OF PUBLIC AND
PRIVATE SECTOR BANKS

4.1 Introduction:

Many economist regards liquidity as the lifeblood of a financial institution.
Banks liquidity undoubtedly plays as a lever in the capacity of banks to provide funds
in the economy. It is the availability of funds or the assurance of the availability of
funds to meet banks cash flow commitments including the off balance sheet cash flow
item whenever they fall due. When a bank can honor in full all its financial
obligations, it develops a sense of customer’s loyalty and satisfaction. On the other
hand, a poor liquidity level could lead to failure of banks to meet their obligations. In
such situations, customers losing their confidence on bank may engage in a run on the
bank. A study of the variables affecting liquidity therefore becomes necessary owing
to the importance liquidity holds for a bank. Studies of Melese (2015), Kaur and
Sharma (2017), Pushkalaet. al (2017) have shown liquidity of a bank increases with
an increase in their assets, capital adequacy ratio and deposits. The present study tries
to identify the determinants of liquidity of public and private sector banks operating in

India.
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4.2 Theoretical Framework:

There are m
any bank related
. and
liquidity of macroeconomic vari
banks. Thi mic variable
] s secti s that
ection deals with some of the i affects the
€ important b
ank specific

variables and thei
eir relationship with [i
1p with liquidity based on th
eories and co
ncepts. The

9 Py ‘Sl S, S

determining li
g liquidit
y. The “T .
00 big to fail’ hypothesi
ze is

ela q .

becaus
e of the ex
pectation of liqu;
; . .
quidity assistance from th
e lender
of last r
€sort in ca
se
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they are :
obt : .
ained. While banks facing Jower returns have low retained earnings which

negati ; .
gatively impact its liquidity level.
Deposi .
posits are the major source of bank’s fund and when there is unexpected
Withdr aw .
al of cash by 1ts depositors, bank’s face liquidity problems. Diamond and
Dybviz
(1983), banks® with adequate deposits can insure the liquidity of firms with

short te
rm debt to prevent any liquidity crisis. Deposits of bank were found to be a

quidity in many studies. Kaur and Sharma (2017)

signi
gnificant determinant of bank’s li
red that banks with higher deposits

Pushk
ala, Mahamayi, Venkatesh (2017) discove

Mainta;j )
ain larger liquidity position.
ant role in determining liquidity. To meet

Cost of funds also plays import
o borrow from the central bank

sometimes forced t

eases, banks tend t
), Singh and Sharma (2016)

Sudd
en demand for cash, banks ar¢
o keep more liquid

and j
interbank markets. If the funding cost incr
and Pastory (2012

asset wi
€t with them. Muntean (2012), Qin
g and liquidity Jevel

n cost of fundin

f()u
nd .. fc i
a positive correlation betwee 0 ommercial

banks
is a significant factor

ured by non-performing Joan
|: Belad, Belloum:

9: Vodova, 20115

affec 1 .
ting liquidity. (Mugenyeh, 2007
¢ which the borrower is not making

Asset quality as meas
a and Omri,

those Joans fo

2016). Non performing loans are
ANy payment and both the terest principal ount remain unpaid. Huge non
Performing loan can be Very 4angerous o2 { the depositors and investors
ank m8Y start @ pank run which can cause severe
bank’s financial

IOSi

n .

g their confidence on the b
aality DS

liquiq:
Quidity problems. The loan pOfthIio q
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performance and hence banks with higher amount of non performing loans are more

likely to face liquidity problems.

Capital adequacy measures banks strength. It helps banks to withstand losses

during the crisis period. The capital adequacy ratio guarantees stability to the financial

system by lowering the risk of insolvency. Moreoyc it reduces the probability of

liquidity risk. However, Roman and Sargu (2015) argue t
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Model specifications

: been formed to
Based on the theoretical framework, the following model has

. ; anks separately
Tun our regression for public and private sector b

i+PsROEict€it
LIQu=ay+ B,SIZE,+ p,DEPi+ psCoFic+ BaNPAiHBsCARi*Bs

Cre ,6 ﬁ ff inan variables and € is the
W r B B ﬁ and B6 are the co-€ 1cients Of determin t
122,23 .P4,P5

and t representing time (year) is

eyt senting bank
CITOr term. A panel with i repre vate sector banks

. banks and 19 pri
Constructed. The data compfised 21 public sector conis 273
- 1he da pumber of observation is

: -2017. The total
S€parately within a time period of 2005-20

.
for public and 247 for private sector bank

> LIQ = Liquid assets/T otal assets
Independent Variables:
> Size= Bank Size
> DEP= Deposits

> CoF= Cost of funds

.+ indicator)
> NPA= Net Npa (assets quahty indi

> CAR= Capital Adequacy ratio )
ITH 'ndicator
> R OE=R of equity (proﬁtablllt)’ i
= Return

- ar)
i me (¥€
! I'epreSents Bank and t represents u
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Specification of the variables

The table belo
W shows the i
¢ independent variables and depend
ndent variables
and their

measurement

Variable

| Dependent variable

Liquidity

Independent variables

Bank Size

e
Deposits Logs of tota] assets

\ )
Funding Cost deposits. (in million)

64

Measurement

\

\\

Table 4.1
Descriptive statistics
::I::: © | Observation Mean Std. Dev.
Bank sizy 773 | 0850348 | 0302572
— | 2B 7459627 | 6962815
—oF 273 6.080345 9204936 |
D::its 273 2.491923 5599279 |
273 1586338 | 1280244
| RO T 1o |
AR 273 12.2585 1303906 |

|

S()u
rece: - -
ce: Own estimation

The Hausman tes
ef]
fects and the random effects mode

i ,
S random effects with the alternative hypothesis D
P value is less than 0.05 we reject the null hypothesis and

Mode].

CrOSS
Random

Test SUmmary

/ Chi Sq- d.f. Prob.
hi.sq-
I
StatisticS 4////-—— _________,__,——-—-—0.2494
Section 5.39
-
/

So
Urce: - -
ce: Own estimation

t was done to choose

. The null hypothesis is
eing the model is fixed

Hausman test re

Table 4.2

sults

65

the appropriate model betwee

[ Min Max
0382019 | 236251
1196512 | 1122862
1234837 | 8.159767

15 13.99
1317066 | 6217040
5303493 | 31.62095

I B

9.21 18

A R

n fixed

that the preferred model

ffect. If the

choose the fixed effect




g , i i i t ’ eSth
.

ables included
5% and thus we cannot reject the null hypothesis and accordingly the appropriate

| the vari
is tested for al
through the variance inflation factor (VIF). VIF 1

ables are collinear as the
model for our study is random effect mode].

ari
: t none of the v
in the model and results clearly depicts tha

alue of 10.
VIF value is Jess than the threshold v
Table 4.3

i an the
ici ) as perfo .
. VI

t variance is
is of constan
h otheSlS
and therefore the null by
3% level of significance
Variable VIF I/VIF

ticity.
teroskedas
lem of he
] he model suffers from thepro for autocorrelation
f€Jected. Hence, the m LM test fo
ROE 415 0240678 \ . sch-Godfrey '
orrelation Breu al correlation. But the p
: toc ) ial co
NPA 396 025263 Thirdly. to detect au .« is that there is 0 sef! oot the null
othesis 1 we Tejec
CAR 133 0.752527 Was Performed. Here the null hyp o significance level so ion
the 5% f autocoIT
Deposits 115 0.868089 Value is 0.000 which is less than s fiom he problem 0
el sufter
COF 114 0.874073 hypothec: d conclude that the mod
€sis and ¢
‘ th
Banksize 1.03 0.971889 ‘ uffers from bo
also . < that the model s .
Mean VIF 513 (early depicts t robust regression
f diagnostic tost ¢ and hence the
. 1 . .
berg test for heteroskedasticity ' The results o d heteroskedasthltY The results of robust
Ho: Constant variance the Problem of autocorrelation an anel datd-
chi2(1) = 12.12
Prob> chi2 = 0.0005 :

in
plems

‘ o pro

'S useq which solves these tW

. tab €
- given 1N
ffect model 18 81Y
regression of random efte
HO: no serial Correlation

Chi2=29 63

prob>chj2= 0.000
Source: Own estimation
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Table 4.4

Robust Regression Results

Variables Co efficient Standard error | P value
Bank Size 1.15007 5.43008 0.022
Deposits 0.09461 0.041009 0.048
ROE 0003903 0004314 0.375
COF : -.0140618 0027083 0.000
NPA -.0011629 0021503 0.559
CAR -.0006185 0014604 0.650
Cons_ 1830381 0268308 0.000
R square = 0.4678 \K\\——-
No. of observation = 273
Prob(f statistic) = 0.0000
S oe—————— |

Source: Own estimation

ain, the Coefficient of

Wit liquidity. This m eans an

-performing assets woylq ] ad
CCrease j

cad to
banks, Moreover, thig Tesult is not Statist;
ca

N the liquidity level of
lly Signiﬁcam. ‘
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i ive relationship between
he regression analysis displays a negativ
Further, the r

idi i due to the fact that to earn
fitabili oxied by ROE and liquidity. This can be
profitability as pr

ave to invest in illiquid asse ive hi turns. The
h illiquid that give higher re

to invest in illiquid assets g

more profits, banks

. i F and
y i isti y lgIllﬁcaIlt. C()

g , i Shl . Thl

liquidity is found to be sh

2018) in their
011), Jhat et al (

inst the conclusion found by Vodova (2 )

results was agains

iti fecting banks
e be positively afl
fficient of deposits 15 found to be p N
studies. Lastly, the coe  Sharma (C017), Pus
s oni . Kaur an arm
liquidity. The result is also statistically significant intain larger liquidity
1quidity. The r N
quidity hat banks with higher deposits maintain
B d al ank
et al (2017) discovere

buffer,

Banks
4.5Analysis for Private Sector

sven i 3.5. The table
‘s given in table
:tics of the data 1S &
st tatistics O "
criptve? for all the variables
first step des . e
As a minimum and maximum
. M n
d deviation,
shows mean, standar

:5d 20035-2017
used in the study for the period
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Table 4.5

Descriptive statistics

Variable | Observation Mean Std. Dev. Min Max T
Tiquidity 247 0897004 | 053717 036 328
Bank size 247 1261745 | 1477403 9.071 15.972
COF 247 64983113 | 114:.06 | 2203 8.889
NPA 247 1:249399 1 1161608 | o1 6.34
Deposits 247 O14960.5 | 1003957 | 6630345 T gamecagr
ROE 247 1273325 950917 | 378 3555
CAR 247 | 48614 T 4536096 | omg o
Source: Own estimation va

€sis and choose the fixed effect
model
Table 4.6
Hausmay, test regyyg
Test Summary Chi.sq. m
. . 13q. d. \—’T
Statisticg Tdf rob.
Cross Section W
Random \5
B R 0.9123
Source: Own estimation \
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l i gl'
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a. VIF
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4.6 Conclusion:

The panel data regression results show that the determinants of liquidity vary
for both banking groups. Therefore, the answer to the second research question is that
the factors determining liquidity differs between the public and private sector banks.

Bank size as measured by logarithm of tota] assetsis - significant determinant of

nd i
S are stil) available through

tlme,
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CHAPTER V

DETERMINANTS OF BANK PROFITABILITY OF
PUBLIC AND PRIVATE SECTOR BANKS

5.1 INTRODUCTION:
Banks finance the economic needs of the economy. Increasing profitability

signals better performance of the banking sector. It denotes ability of banks to earn

sufficient return on capital and employees used in business operations. According to a

RBI report of 2016, profitability of Indian Scheduled Commercial banks are gradually

declining. Indian banks are experiencing major hurdles in the dynamic environment in
the past few years. In order to maintain financial stability and absorb negative shocks,

it is necessary to determine the factors influencing the overall performance of Indian
banks. The present study tries t0 find out the internal factors affecting profitability of

banks in India. There are qumbers of studies on the profitability analysis of banks.

Some studies specify returns on assets and re

of internal and external factors on profitability. Moreover, net

turn on equity as profitability measure

and assess the impact

margins, operating profits are also taken as proxy for profitability in some

interest’s
asures of profitability is return on assets which corrects

studies. One of the basic me
gives useful information on profitability of banks. The present study

for bank size. It
ofitability measured through ROA.

tries to find out the determinant of pr
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Another variable considered under study is non- performing a; iets. An asset
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on fee based activities. Non interest income (NII) expands banks source of earning io'mt variables and ¢ is the error

B1.B2.63.84,Bs Peare the co-efficient of determ

and i . .
contributes to profit. Most researchers believe that NII can not only increase ntng time (year) 1s constructed.

term. A panel with i representing bank and t represg

profit but also reduces the risk to a bank i i
- While according to others, NII can increase anks and 15

pivate sector banks separately

The data comprised 21 public sector b |
p bef 0, observation is 273 for public
17. The total num ﬁ

ncome in the initial stage of development but as the bank business expands; the risi
> the rising

Within a time period of 2005-20

and 247 for private sector banks.

i 1ity indicafor!
Thus, literature has both the views o non-interest income : (proﬁtablhty indicator}

> ROA= return on Assets

3.3 Res :
earch Methodology. Independent Variables:

The present st i 1

present study analyzes balanceq Panel data of Indjan public sect 7 Sice= Bank Size '

ector and

private sector b .

anks from the period Pertaining from 2005 '
variable consid ~2017). The dependent > DEP=Deposits !
onsidered in this study js TN on assets as an ind; |
profitability Independent variables inclydeq st of pank " Cof= Costoffin® |
uded are — bank sjze !

of fund » IO Interest Income, cost

> NPA= Net NPA/Net advances

> CAR= Capital Adequacy %

» NII = Non interest incom® |

. me (yeal')
1 repreSentS Bank and t I'epresents tim
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Specification of the variables

The table below shows the independent variables and dependent variables and there

measurement
Variable Measurement
Dependent variable
Profitability Return on assets (in %)
Independent variables
“Bank Size Logs of total assets
Deposits Sum of demand, saving and term
deposits. (in million)
Funding Cost Total interest expense/ total Jiability
(in %)
NII Non Interest Income (in %)
Asset Quality -
Capital Adequacy ratio
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Table 5.1

Descriptive statistics

Variable Observation Meaﬁmmw\[\qﬁ\%x\l\ﬂ -

. ROA 273 6499615 |7.5769929 |y 31— 201
COF 273 6.080345 EWWT.W§6§Q,7 |

NPA 273 2.491923 —VW\.IS\&T@; =
DEPOSITS 273 1586338 “WW*N;&) 7‘
CAR 273 12.2585 NWW\IGE“*}
B 273 44416 53 TWWWA
BANK SIZE 273 445.9627 16962815 13 96375 T
Source: Own estimation I Ki‘

The Hausman test was done t0 choose the appropriate Mode

" d mogg)
5 being the mode] ig fixed effec I
P value is less than 0.05 we reject the null Fypothesijg and cho,, X 1 the
S¢ the fiy. “-
model Xed effeg
Table 5.2
Hausman test h‘esults
Test Summary Chi.s [ \
lL.sq. ChiSq g5 ———
Statistics At \Pr\({l—;_\‘ R
Cross Section W\*\3\\\ ‘
Random 1 B |
0.7()73 T
Source; Own estimati(Lm\\%’\\L |
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Table 5.3
Va. : VIF Diagnostics tests
NPA F
1.
CAR 1:‘: 0.696268
. 0.
Deposits 121 ;22989
COF 627748
1.
NII 132 0.935085
Banke: ' 0.94
Man-kSlZe 1. 02 0 75 1 0
¢an VIF 1.18 ‘980895
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Ho: C h Pagan / Cook-W :
©-onstant varig Clsberg ¢
. chi2(1) - ) nce €St for heterg k
ob>chi L 016 Sedasticity
= 0.0009
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Ssion of random effect model 15 8V table 54
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Robust

Variables

Standard error j)—‘::’u’c’/
MWW "
Deposits -0.12008 0.01940 0378
NII -0.37108 0.051408 0.522
COF -.0916337 019705 0009
NPA ~.1619706 010713 0000
Capita] 0600505 0202409 0'00,2
Cons_ 9027311 3799907 Oi).l—l//
No. of observatigy < 260
Prob(f statistic) = 0.0000
Source Own estlmation
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i ionificance level of 5%
Table 5.5 Result shows the p value is less than the conventional signill

Descriptive Statistics
Mean

rdingly the appropriate model for the

mo\bs and thus we reject the null hypothesis and acco

Y G e S Std Deyv. Min Max
RO\A 247 WW S Study is fixed effect model.
COF | A . 275 -3.38 2.13

247 | g o
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| e ]
NPA T3t | 148106 205 3,880 | Table5

1249399 75— i tics tests
S Y erye . Diagnos
Deposits %m 1161608 | g 6.34 //‘g///
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— 41 4.93gp Variable  VIF
NII P7R T 96 9.58 56.41 67619
AN T —— 2N e NPA 130 O
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Deposits
NII
COF
NPA
Capital

Cons

N
Prob(f Statistic) = N

Source; = 0.00
ce: Owp estimatjq v
n

MN
S

0
0 487391 Standard error
1107 044697
8
03910303 0312313
18

quuare=0_59]9 .
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value

P
L

0.290
0.044
0.044
0.016
0.000
0.062
0.041

COF to be negatively affecting bank’s

The regression results display
significance Jevel. Banks always

profitability. The result is also significant at the 5%
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ry to keep cost of funds low in O

t ; . .
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CHAPTER- VI

SUMMARY AND CONCLUSION

ealth of an economy carl be measured through its banking

business conditions. Bank plays an essential role for the development of agriculture,

industry and trade. The liquidity and profitability level are the
iness. The study has been concerned

that a bank has to consider while doing its busi

The financial h

two important aspects

tability position of public sector and private

with the analysis of liquidity and profi
sector banks operating in India. A comparison on bo
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chapters. This chapter €O

he policy prescriptions based on the findings
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Conclusion

The study is concerned with the analysis of liquidity and profitability of public
and private sector banks in India. The preceding chapters clearly show the importance

of studying banks liquidity and profitability. Ap attempt is made in the study to

%
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