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Abstract

As a profit-seeking organization, commercial banks also try to have the highest
profits by managing its portfolio. But for a successful and reliable activity and in a
long-term perspective, the profits are not enough for a commercial bank. It is
more important to the management to assure bank’s liquidity to fuffill its
obligations every moment it may be necessary. And un-doubtfully, besides the
mentioned two principles of profitability and liquidity, it is of high importance for a
bank to be safe, i.e. to minimize its risk. So, the successful management of a
commercial bank is very careful in consideration of three important objectives:
liquidity, safety, and income. In addition, they also evaluate their asset quality by

calculating credit risk of loans they provide.

To attain the objectives of liquidity, solvency, asset quality and profitability,
commercial banks in practice need to set up a certain pattern and distribution of
their assets in their portfolio composition. Management needs to decide as to
what constitutes the best distribution of assets in the quest for attaining those

objectives.

However, the asset composition of all commercial banks in Bangladesh shows
the high concentration of loans and advances in total assets in last seven years.
In result, net interest income has been increased in all commercial banks though
growth of some profitability indicators show negative trend in 2006. But the high
concentration of loans and advances indicates vulnerability of assets to credit
risk, especially since the portion of non-performing assets is significant. Because
the more commercial banks are exposed to high-risk loans, the higher is the
accumulation of unpaid loans, implying that these loan losses have produced
lower returns to them.
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A huge infected loan portfolio has been the major difficulty of commercial banks. It
appears that in aggregate, the banks have been continuously failing to maintain the
required level of provisions against their NPLs. Liquidity indicators show a massive
decreasing trend during the study period. The commercial banks of Bangladesh
could not attain the required level due to shortage in owner's equity, provision

shortfall and overburdened expenditure incurred from operation time to time.

Hence, the focus of the study is to provide an overview of allocation of banks
funds to different types of assets and to examine the impact of portfolio of assets

on liquidity, solvency, credit risk and profitability of the commercial banks.

The study was confined to the listed commercial banks at Dhaka Stock Exchange
only. The sample of this study contained 20 commercial banks, which was
accounted for 74.07% of the population. The main basis of the selection of the
sample is the easy access and availability of the requisite data and information.

The study covered a period of seven years from 2000 to 2006.

The study was based on secondary data. Those data were collected from annual
reports of the selected banks, Bangladesh Bank reports and from Resume of the
Activities of Financial Institutions in Bangladesh published by the Ministry of

Finance, Government of Bangladesh.

The study followed both time series and cross-sectional analysis. Initially, the
study presented the mean values of important growth indicators such as asset,
deposit, loan and equity of each commercial bank with their period growth. Then
major asset composition of the selected commercial banks were exhibited.
Impact of asset compositions on liquidity, profitability, credit risk and solvency of
those banks were illustrated next. The study continued the same analysis by
splitting the sample banks in large, medium and small groups in terms of their
total assets value based on 2006. The sample commercial banks were classified
again in private commercial banks (PCBs) and de-nationalized commercial banks

(DCBs) based on their ownership status to continue the same analysis.
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The techniques employed to study the relationship between the variables ranged
from simple descriptive statistical tools like mean, period growth, maximum and

minimum value to complex techniques like correlation and regression analysis.

Although the concept of portfolio management is not quite new in Bangladesh but
the fact is that very few research works have been done in this area. There has
been no study as to how the banks performed in liquidity, profitability, credit risk
and solvency during 2000-2006. The previous studies on profitability and other
measures are far from satisfactory. Those studies used neither statistical
technique nor made inter-temporal and inter-bank comparisons with different
categories of commercial banks. So, the present study intends to evaluate the
portfolio behavior of commercial Banks by using the above mentioned criteria.

This study is different from earlier studies with respect to contents, coverage of

years and methodology.

The discussion on portfolio composition and its impact on liquidity, profitability,
credit risk and solvency were made in three parts. In part one, portfolio behavior
of individual commercial bank was exhibited. In second part, the same discussion

was made on three different sizes of banks. Part three analyzed portfolio

behavior of PCBs and DCBs.

It is evident from the study that all types of banks preferred to provide more funds
as loan for making more income and profit. Among the different bank groups,
DCBs achieved the highest PG in ROA in last seven years although loan to total
asset ratio of this group of banks showed negative during the study period. So,
loan had no capability to influence profitability of DCBs. But the study found a
statistical significance between loan and profitability for the sample commercial
banks. There exists a significant correlation between the variables in case of

SCBs also. However, in both the cases, profitability is negatively correlated with



loan. So, increase of loan in the study has produced a result of decrease in

profitability.

However, employment of lions’ percentage of funds in loans and investments
means fewer funds were available for maintaining minimum liquidity for the
banks. Liquid assets in relation to total assets of sample commercial banks have
alarmingly decreased by 47.05 percent during the same period. So, liquidity of
sample commercial banks is negatively related with loan. Correlation and
regression analysis also go in favor of the hypothesis. However, liquidity scenario
is noticed more appalling for SCBs and PCBs as compared to MCBs, LCBs, and
DCBs. But except LCBs, the study found no statistical relationship between

liquidity and loan variable in those cases.

On the other hand, since loans are considered as one of the risky assets, so the
banks were involved in more credit risk and they were forced to keep more
provision against their loan losses. But the study observes an encouraging
(declining) trend in NPL to total loan ratio for all groups of banks during the years
under review. LCBs were able to reduce their credit risk to a large extent. They
are followed by SCBs and PCBs. But the study found no statistical significance
between loan and credit risk for LCBs and DCBs. In rest of the cases there exists
a positive correlation between credit risk and loan of the commercial banks. So,

according to the study, providing more loans means inviting more credit risk.

However, what is annoying for the banks is that their risk-weighted asset has
increased alarmingly during the years under review as compared to their capital.
Since loan is considered as one of the most risky assets, so provide more loans
means inviting more risk-weighted assets for the commercial banks. Accordingly,
they were required more capital for maintaining a minimum CAR (solvency). But
during the years under review, the study found a decreasing trend in CAR. But

the study found no statistical significance between loan and credit risk for MCBs,
X



LCBs and DCBs. In rest of the cases there exists a negative correlation between
solvency and loan of the commercial banks. So, according to the study, additional

loans created shortage of solvency for the banks.

The overcome the problems, the study suggests for strong monitoring of
Bangladesh Bank over commercial banks to ensure that they maintain minimum
liquidity reserve. The study further suggests for allowing DCBs to raise new
capital from security market for investment to arrest the declining trend of
profitability; initiating efforts that can provide more information regarding credit-
worthiness of borrowers. To improve the knowledge in assessing risks, the banks
should invest more funds in credit research and monitoring. The study further
recommends for imposition of minimum CAR requirement of the commercial
banks which will contribute to a decrease in the banks’ willingness to supply
loans. This situation would lead commercial banks tend to put their excess

liquidity in low risk assets.

The study concludes that providing more loans of the sample banks is very much
dependent on their additional deposit collection. But more lending does not
always give the guarantee to earn more profit to them. Rather it creates more

credit risk and more pressure to maintain a minimum CAR (solvency) for the

commercial banks.
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Chapter 1

Introduction

1.1 Prelude

Bangladesh has a unique banking system with multiple types of banking with
nationalized commercial banks, denationalized commercial banks, pure private
commercial banks, foreign commercial banks, Islamic banks, government owned
specialized development banks and the cooperative banks. At the top of these,
there is the central bank, named as Bangladesh Bank that performs controlling

and supervisory functions.

The commercial banking sector of Bangladesh comprises of three categories of
scheduled banks. These are: nationalized commercial banks (NCBs), private
commercial banks (PCBs) and foreign commercial banks (FCBs). The sector has
43 banks (at the end of 2006) consisting of 4 NCBs, 9 foreign banks, 24 private
sector commercial banks and the remaining 6 private sector banks were
operating on Shariah principles. Structure of the banking sector with breakdown

by type of banks is shown in Table 1.1.

At the end of 2006 the nationalized commercial banks (NCBs) held 35.45 percent
of the total industry's assets. PCBs' share rose to 51.72 percent. The foreign
commercial banks (FCBs) held 12.84 percent of the industry’s assets. Total
deposits of the banks in 2006 rose to Taka 1760.4 billion. The NCBs' (comprising
of 4 largest banks) share in deposits were 37.16 percent. On the other hand,
PCBs' deposits in 2006 amounted to Taka 955.5 billion or 54.28 percent of the

total industry’s deposit. FCBs' deposits in 2006 were Taka 150.8 billion (8.57%).



Table 1.1

Commercial Banking Structure in Bangladesh (Taka in billion)

Bank Type Assets Percentage Deposits Percentage
NCBs 786.7 35.45 654.1 37.16
PCBs 1147.8 51.72 955.5 54.28
FCBs 284.9 12.84 150.8 B.57
Total 22194 100 1760.4 100

Evidently, NCBs' domination in this area is showing a declining trend. The market
share of private sector banks, on the other, is in increasing trend. The
Government has the plan to ultimately privatize the NCBs. At the end of 2006, 24
private sector commercial banks in Bangladesh, relatively larger compared with
other depository financial institutions, accounted for 54.28% of total deposits

accepted and 51.72% of total assets.

Commercial banks' success depends on the ability of the management to
allocate its available funds to different types of assets.' But there is no standard
or uniform policy for such allocation of assets. Usually it depends on various
external and internal factors especially on the condition of money market and

also on the policy of the top management.

To attain the objectives of liquidity, solvency and profitability commercial banks in
practice need to set up a certain pattern and distribution of their assets in their

portfolio composition. Management needs to decide as to what constitutes the

1. M. Randhaswami and S. V. Vasudevan, A Text Book of Banking: Law, Practice
and Theory of Banking (New Delhi: S. Chand and Company Pvt. Ltd., 1987), p. 48.



best distribution of assets in the quest for liquidity, solvency and income. Here,
precisely lies the difficult task of a bank’s fund management, specially, in solving
the basic conflict between the liquidity and solvency on the one hand and income

on the other.

1.2 Statement of the Problem

The asset composition of all commercial banks in Bangladesh shows the high
concentration of loans and advances in total assets during the study period. In
result, net interest income has been increased in all commercial banks though
growth of some profitability indicators show negative trend in 2006. But the high
concentration of loans and advances indicates vulnerability of assets to credit
risk, especially since the portion of non-performing assets is significant. Because
the more commercial banks are exposed to high-risk loans, the higher is the
accumulation of unpaid loans, implying that these loan losses have produced
lower returns to them. Defaults directly reduces bank capital and lending capacity
and bank lending will be further reduced by the effects of loan overhang as

outstanding loans in the depressed sector become more risky and less liquid.

A huge infected loan portfolio has been the major difficulty of the banks. It appears
that the net non performing loans to total loans after adjustment of actual provision
and interest suspense stands at 7.1 percent in the banking sector of Bangladesh in
2006. It further reveals that in aggregate, the banks have been continuously failing

to maintain the required level of provisions against their NPLs.



Liquidity indicators measured as percentage of demand and time liabilities
(excluding inter-bank items) of the banks indicate that all the banks had excess
liquidity. But liquid assets to total assets ratio shows a massive decreasing trend

during the study period.

Banks in Bangladesh have to maintain a minimum Capital Adequacy Ratio (CAR)
of not less than 9.0 percent of their risk-weighted assets (with at least 4.5 percent
in core capital) or Taka 1.00 billion, whichever is higher. But the commercial
banks of Bangladesh could not attain the required level due to shortage in
owner's equity, provision shortfall and overburdened expenditure incurred from

operation of time to time.

Hence, the focus of the study is to provide an overview of allocation of
commercial banks funds to different types of assets and to examine the
impact of portfolio of assets on commercial bank liquidity, solvency, credit
risk and profitability. The key issues which need to be addressed are: How are
the commercial banks funds allocated in different assets? Are their sufficient
funds available to meet the banks liquidity needs? Do the portfolio policies
provide any assurance that bank lending and investing will be returned safely?
Are the banks portfolios able to generate sufficient incomes for meeting their
necessary expenses? Are there any relationship between ROA (ROE) and NPL?
Are the banks less profitable that rely largely on deposits for their funding? What is
the relationship between loan and deposit growth? Has bank profitability any effect
on loan growth? What is the effect of provision for loan losses on bank profitability?

Is relationship between the level of liquidity and profitability significant? What is the



relationship between bank capital and its earnings? Have the banks with higher
equity a greater growth in risk weighted assets? Have well-capitalized banks higher
net interest margins and are more profitable? Is the lower equity capital ratio
associated with higher profit efficiency? What are the relationships among
measures such as bank's size, operational efficiency, asset management, return
on assets (ROA), and interest income? What are their impacts on the bank's
performance? Is bank profitability related with its size? Is size related to the capital
adequacy of a bank? Is the ownership status of a bank related or irrelevant to its
profitability? What is the effect of ownership structure on performance and risk in
the commercial banking of Bangladesh? Have privatized government-owned banks
significantly higher financial performance index than private banks? Is the bank
profitability related with government ownership? The study, by finding answers to
these questions, would make an attempt to evaluate the portfolio behavior of

commercial banks of Bangladesh.

1.3 Objectives of the Study
The specific objectives of the study are as follows:

1) To provide an overview of allocation of commercial banks’ funds to

different types of assets.

2) To examine the impact of portfolio of assets on commercial banks’

profitability.
3) To see the result of asset structure on bank liquidity.

4) To look at the impact of asset portfolio on credit risk of the commercial

banks.

5) To analyze the effects of asset composition on the banks’ solvency.



1.4 Review of Related Studies

Review of literature is an integral part of conducting a research. It is necessary to
find out the knowledge gap in the field of study. But very limited works were
conducted earlier in Bangladesh in this particular field of study. No in depth study
was undertaken by any researcher on this subject. However, several relevant
studies on commercial banks have been undertaken in abroad. Some of the
widely quoted studies are viewed here. All studies are mostly focused on liquidity,
solvency, and profitability of different types of commercial banks with their

dependent and independent variables.

Molyneux and Thornton? (1992), among others, find a negative and significant
relationship between the level of liquidity and profitability. In contrast, Bourke®
(1989) reports an opposite result; while the effect of credit risk on profitability
appears clearly negative (Miller and Noulas*, 1997). This result may be explained
by taking into account the fact that the more financial institutions are exposed to
high-risk loans, the higher is the accumulation of unpaid loans, implying that these

loan losses have produced lower returns to many commercial banks.

Sharpe5 (1995) identifies two results in his study that bank profitability has a positive
effect on loan growth, and loan losses have the opposite effect. Since profits tend to
increase and loan losses decrease bank capital, these findings are consistent with a

positive association between bank capital and loan growth. In more recent work,

2. P. Molyneux and J. Thornton, “Determinants of European Bank Profitability: A
Note”, Journal of Banking and Finance 16, 1992, 1173-1178.

3. P. Bourke, “Concentration and Other Determinants of Bank Profitability in Europe,
North America and Australia”, Journal of Banking and Finance, 13, 1989, 65-79.

4. S. M. Miller, and A.G. Noulas, “Portfolio Mix and Large-Bank Profitability in the
USA", Applied Economics, 29 (4), 1997, 505-512.

5. S. Sharpe, “Asymmetric Information, Bank Lending, and Implicit Contracts: A
Stylized Model of Customer Relationships”, Journal of Finance, 55, 1990, 1069-1087.



Beatty and Gron® (2001) find evidence suggesting that banks with higher capital

growth relative to assets have greater increases in their loan portfolios.

Buser, Chen and Kane’ (1981) have examined the theoretical relationship
between bank profitability and bank capitalization. Berger® (1995) provides
empirical evidence that for U.S. banks there is a positive relationship between
bank profitability and capitalization. The author notes that well-capitalized firms
face lower expected bankruptcy costs for themselves and their customers,

thereby reducing their cost of funding.

Papers from Hancock and Wilcox® (1993, 1994a, 1994b) and Berger and
Udell"® (1994) focus on how capital affect the supply of loans. But no clear
consensus about the relation between bank capital and loan supply arises from
their literature, although it appears that increases in nonperforming loans reduce
loan supply. The idea is supported by other literature include Hall'' (1993),

Haubrich and Wachtel'? (1993), and Peek and Rosengren'® (1995).

6. Beatty, Anne and Anne Gron, “Capital, Portfolio, and Growth: Bank Behavior under
Risk-Based Capital Guidelines”, Journal of Financial Services Research, 20:1, 2001, 5-31.

7. Stephen A. Buser, Andrew H. Chen, and Edward J. Kane, “Federal Deposit
Insurance, Regulatory Policy, and Optimal Bank Capital’, Journal of Finance, 35, 1981, 51-60.

8. A. N. Berger, “The Profit-Structure Relationship in Banking-Tests of Market Power
and Efficient Structure Hypotheses”, Journal of Money, Credit and Banking, 27, 1995, 404-431.

9. D. Hancock, A. Laing, and J. Wilcox, “Bank Capital Shocks: Dynamic Effects on
Securities, Loans, and Capital”, Journal of Banking and Finance, Vol. 19, 1995, pp. 661-677.

10. A. Berger and G. Udell, “Did Risk-Based Capital Allocate Bank Credit and Cause
a “Credit Crunch” in the United States?” Joumal of Money, Credit and Banking, Vol. 26, 1994
pp. 585-628.

_/11. Brian Hall, “How Has the Basel Accord Affected Bank Portfolios?” Journal of the
Japanese and International Economies, Vol. 7, 1993, pp. 408-440.

12. Joseph Haubrich and Paul Wachtel, “Capital Requirements and Shifts in
Commercial Bank Portfolios”, Federal Reserve Bank of Cleveland Economic Review, Vol. 29,
1993, 2-15.

13. Joe Peek and Eric S. Rosengren, “How Well-Capitalized Are Well-Capitalized
Banks?” New England Economic Review, September-October, 1997, pp. 41-50.



Kashyap and Stein' (1995) suggest that deposit growth is positively correlated
with loan growth. An analysis of bank-level data provides results consistent with
the aggregate results, and also suggests that the positive relationship between

loan and deposit growth appears to be stronger for small banks.

Mannan'® (1992) evaluates the relationship of earning assets in the NCBs of
Bangladesh to relevant variables and analyzes the organization and
management structure of eaming assets. Bhattachargee and Saha (1989)"¢, on
the other hand, analyzed the performance of NCBs for the period of 1973-87 on
the basis of five sets of indicators and found upward trend in almost all the
performance measures in spite of disinvestment of two NCBs and growing

importance attached to the development of private banking.

Abedin, Roy and Mustafi (1989)"” measures the level of productivity as the ratio
of the incremental output (income) and incremental input (expenditure) and finds
variations in the levels of productivity of different types of commercial banks of

Bangladesh.

Cookson (1989)'® observes that the productivity in PCBs was twice than that of

the NCBs. But he finds no clear evidence of an increasing trend in PCB’s

14. A. K. Kashyap and J. C. Stein, “The Impact of Monetary Policy on Bank Balance
Sheets”, Camegie-Rochester Series on Public Policy, Vol. 42, 1995, pp. 151-195.

15. M. A. Mannan, “Earning Assets Management in the NCBs of Bangladesh”, The
Journal of ICMA of Bangladesh, Vol. XX, No. 6 (Nov. & Dec. 1992), pp. 37-45.

'8 Durgadas Bhattacharjee and Saroj Kumar Saha, “An Evaluation of Performance of
NCBs in Bangladesh”, Bank Parikrama, Vol. X1V, Nos. 1 and 2 (March and June, 1989), pp.
1-11.

17. M. Zainul Abedin, Mihir Kumar Roy, and Fakhrul A. A. Mustafi, “A Preliminary
Note on Measurement of Productivity in the Commercial Banks of Bangladesh”, Bank
Parikrama, Vol. XIV, Special Issue, Nos. 3 and 4 (Sept. and Dec., 1989), pp. 67-76.

18. Forrest Cookson, “Productivity in the Banking Industry in Bangladesh”, Bank
Parikrama, Vol. XIV, Special Issue, Nos. 3 and 4 (Sept. and Dec., 1989), pp. 27-34.



productivity. Shakoor (1989)' investigates into the nature of productivity of
NCBs during 1972-86 and PCBs during 1983-86. He finds productivity of the
selected PCBs showed better situation when compares with that of NCBs during

the period under study.

McAllister and McManus®® (1993) point out that larger banks have better risk
diversification opportunities and thus lower cost of funding than smaller ones. As a

result, larger banks should exhibit relatively higher levels of Net Interest Income.

Smirlock?' (1985) finds a positive and significant relationship between the size
and the bank’s profitability. Demirguc-Kunt and Maksimovic? (1998) suggest
that the extent to which various financial, legal and other factors (e.g. corruption)
affect bank profitability is closely linked to firm size. In addition, as Short* (1979)
argues, size is closely related to the capital adequacy of a bank since relatively
large banks tend to raise less expensive capital and, hence, appear more

profitable. Using similar arguments, Bikker and Haaf** (2002) and Goddard et

19. S.A. Shakoor, “Measurement of Productivity in Commercial Banks in
Bangladesh”, Bank Parikrama, Vol. XIV, Special Issue, Nos. 3 and 4 (Sept. and Dec., 1989),
pp. 35-61.

20. P.H. McAllister and D.A. McManus, “Resolving the Scale Efficiency Puzzle in
Banking”, Journal of Banking and Finance, Vol. 17, 1993, pp. 389-405.

21. M. Smirlock, “Evidence on the (Non) Relationship between Concentration and
Profitability in Banking”, Journal of Money, Credit, and Banking, Vol. 17, 1985, pp. 69-83.

22. A. Demirguc-Kunt and V. Maksimovic, “Law, Finance and Firm Growth”, Journal
of Finance, Vol. 53(6), (1998), pp. 2107-2137.

2 BK. Short, “The Relation between Commercial Bank Profit Rates and Banking
Concentration in Canada, Western Europe and Japan”, Journal of Banking and Finance, Vol.
3, 1979, pp. 209-219.

24. J.A. Bikker and H. Hu, “Cyclical Patterns in Profits, Provisioning and Lending of
Banks and Pro Cyclicality of the New Basel Capital Requirements”, BNL Quarterly Review,
Vol. 221 (2002), pp. 143-175.
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al. (2004)?, all link bank size to capital ratios, which they claim to be positively
related to size, meaning that as size increases — especially in the case of small to
medium-sized banks — profitability rises. However, many other researchers
suggest that little cost saving can be achieved by increasing the size of a banking

firm (Berger et al., 1987)*, which suggests that eventually very large banks

could face scale inefficiencies.

Bank expenses are also a very important determinant of profitability, closely
related to the notion of efficient management. There has been an extensive
literature based on the idea that an expenses-related variable should be included
in the cost part of a standard microeconomic profit function. For example, Bourke
(1989) and Molyneux and Thornton (1992) find a positive relationship between

better-quality management and profitability.

Better capitalized banks may reflect higher management quality, thereby
generating a positive coefficient sign in the income regression, resulting in an
expected positive impact on the profit variable. Moreover, as pointed out by
Berger?” (1995), well capitalized firms face lower expected bankruptcy costs,
which in turn reduce their cost of funding and increase their income. A third

interpretation relies on the effects of the Basel Accord, requiring banks to hold a

25. J. Goddard, P. Molyneux, and J.O.S. Wilson, “The Profitability of European
Banks: A Cross-Sectional and Dynamic Panel Analysis”, Manchester School, Vol. 72 (3),
2004, pp. 363- 381.

26. AN. Berger, G.A. Hanweck, and D.B. Humphrey, “Competitive Viability in
Banking: Scale, Scope and Product Mix Economies”, Journal of Monetary Economics, Vol.
20, 1987, pp. 501-520.

27. A.N. Berger, “The Profit-Structure Relationship in Banking-Tests of Market Power
and Efficient Structure Hypotheses”, Journal of Money, Credit and Banking, Vol. 27, 1995,
pp. 404-431.
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minimum level of capital as a percentage of risk-weighted assets. Higher levels of

capital may therefore denote banks with riskier assets. According to this
interpretation, a positive coefficient would be expected for this variable in the

income regression.

Regarding the nature of owners, the property rights hypothesis (e.g. Alchian,
1965)%® suggests that private firms should perform more efficiently and more
profitably than government-owned firms. In the case of government-owned firms,
as Shleifer and Vishny?® (1997) point out, while they are technically “controlled
by the public’, they are run by bureaucrats who can be thought of as having
“‘extremely concentrated control rights, but no significant cash flow rights”.
Additionally, political bureaucrats have goals that are often in conflict with social
welfare improvements and are dictated by political interests. This may cause

inefficiency as the benefits of concentrated ownership are forgone.

Abedin (1990)* analyzes the impacts of nationalization of commercial banks on
different regions and sectors of Bangladesh economy after independence of the

country. The study identifies that regional economic disparities led to the growth

of regional imbalances in the distribution of banking facilities. The political

economy of the monetary policy and banking is also responsible for this.

28. A.A. Alchian, “Some Economics of Property Rights”, I/ Politico, Vol. 30, 1965, pp.
816-829.

29. A. Shleifer and R.W. Vishny, “A Survey of Corporate Governance”, Journal of
Finance, Vol. 52, 1997, pp. 737-783.

30. Abedin, Commercial Banking in Bangladesh: A Study of Disparities of Regional
and Sectoral Growth Trends (1846-1986), p. 355.
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Moniruzzaman and Rahman (1991)*' make a comparative study of pre and post
denationalization periods. They observe that the profitability performance of
Uttara Bank Limited and Rupali Bank Limited become unsatisfactory after
denationalization. But in case of Pubali Bank Limited, they observe a decreasing

trend before denationalization and increasing trend after denationalization.

Choudhury (1990)*? examines the productivity and profitability of the NCBs and
PCBs for the period 1983-1986. He observes that the comparative profitability
performance of PCBs has been higher than that of NCBs during the examined

period.

As far as the relative performance of government-owned banks (GOBs) is
concerned, Altunbas®® et al. (2001), focusing on the German banking industry,
find little evidence to suggest that private-owned banks (POBs) are more efficient

than GOBs, although the latter have slight cost and profit advantages over POBs.

In an effort, Hoque and Khan®** (2001) provided an account of financial
performance of the banks of Bangladesh. The authors argued that nationalized

banks are very much desirable from social point of view despite the constraint

that these banks cannot be as profitable as foreign banks or private commercial

banks due to the profit seeking motives of the later.

31. M. Moniruzzaman and Md. Sydur Rahman, “Profitability Performance of
Denationalized Banks: A Comparative Study of the Pre and Post Denationalization Periods”,
Bank Parikrama, Vol. XV and XVI (1990 and 1991), pp. 85-97.

32. Toufic Ahmad Choudhury, “An Evaluation of the Performance of Commercial
Banks of Bangladesh”, an unpublished Ph.D Thesis, Department of Economics, Himachal
Pradesh University, Shimla, 1990, p. 335.

33. Y. Altunbas, L. Evans, and P. Molyneux, "Bank Ownership and Efficiency",
Journal of Money Credit and Banking, Vol. 33, 2001, pp. 926-954.

34. Hafiz Al Asad Bin Hoque and Azizur Rahman Khan, “Financial Performance of
Banks: A Statistical Analysis”, Dhaka University Journal of Business Studies, XXII, No. 1,
June 2001, pp. 27-49.
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In an article, Choudhuri and Choudhury (1993)* analyze the performance of
PCBs vis-a-vis banking sector as a whole. They observe that the results of
denationalization and privatization in the banking sector of Bangladesh so far did
not indicate clear-cut improvement in the efficiency of the banking system.

Moreover, the efficiency of the DCBs deteriorated in all respects during 1983-92.

Hossain (2000)% in his dissertation titled “A Study on the Performance of Public
and Private Sector Commercial Banks in Bangladesh” tries to identify the factors
influencing productivity and performance of the banks. Empirical estimates of his
study indicate that priority sector lending and rural banking have no significant
influence on the productivity and profitability performance of the commercial
banks. He observes that high proportion of fixed to total deposits significantly
affects the productivity and profitability performance of both NCBs and PCBs. He
finds not a single variable that have a significant positive influence on the
productivity and profitability performance of the NCBs. The study, however,
discovers that manpower expenses ratio and spread ratio have a significant

positive influence on the productivity and profitability performance of the PCBs.

Sapienza®’ (2004) focuses on banks lending relationships in Italy, comparing the
interest rate charged to two sets of companies with identical credit scores which

are borrowing either from GOBs or POBs, or both. She finds that GOBs tend to

35. A. H. M. Nurul Islam Choudhuri and Toufic Ahmad Choudhury, “Performance of
Private Commercial Banks Vis-a-vis Banking Sector”, Bank Parikrama, Vol. XVIIl, Nos. 1 and
2 (March and June 1993), pp. 52-63.

36. Mohammed Jahangir Hossain, “A Study on the Performance of Public and
Private Sector Commercial Banks in Bangladesh”, an unpublished Ph.D. Thesis, Institute of
Bangladesh Studies, Rajshahi University, 2000, pp. IX-X.

37. P. Sapienza, “The Effect of Government Ownership on Bank Lending”, Joumal of
Financial Economics, Vol. 72, 2004, pp. 357-384.
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charge lower interest rates than POBs. By examining the profitability of a large
sample of banks from both developing and developed countries, Micco®® et al.
(2004) find that in industrial countries there is no significant difference between the
Return on Assets of GOBs and that of similar POBs. Finally, Berger*® et al. (2005)

find that GOBs in Argentina have lower long-term performance than that of POBs.

A paper in the title of efficiency, customer service and financing performance
among Australian financial institutions,“Elizabeth Duncan, and Elliott*" (2004)
showed that all financial performance measures as interest margin, return on

assets, and capital adequacy are positively correlated with customer service

quality scores.

As far as ownership concentration is concerned, Kwan*' (2004) compares
profitability, operating efficiency and risk taking between publicly traded and
privately held US bank holding companies, finding that publicly traded banks tend
to be less profitable than privately held similar bank holding companies, since
they incur higher operating costs, while risk between publicly held and privately

owned banks is statistically indistinguishable.

38. A. Micco, U. Panizza, and M. Yanez, “Bank Ownership and Performance”, Inter-
American Development Bank Working Paper, No. 518, 2004.

39. AN. Berger, G.R.G. Clarke, R. Cull, L. Klapper, and G.F. Udell, “Corporate
Governance and Bank Performance: A Joint Analysis if the Static, Selection and Dynamic
Effects of Domestic, Foreign, and State Ownership”, World Bank Policy Research Working
Paper, 3632, 2005.

\,/ 40. D. Elizabeth and Greg Elliot, “Efficiency, Customer Service and Financial
Performance among Australian Financial Institutions”, International Joumal of Bank
Marketing, Vol. 22, No. 5, 2004, pp. 319-342.

41. S.H. Kwan, “Risk and Return of Publicly Held versus Privately Owned Banks”,
Federal Reserve Bank of San Francisco Economic Policy Review, 2004, pp. 97-107.
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Moreover, several papers (Gorton and Rosen*?, 1995, and Demsetz®, et al.,
1997) find a significant effect of ownership concentration on risk taking, although

no consensus exists on the sign of this relationship.

Miller and Noulas* (1996) measured technical inefficiency of 201 large U.S.
banks during the years of 1984 to 1990 and concluded that banks with relatively

larger size are more profitable and more technical efficient. Chen, and Yeh*®

(2000), on the other hand, finds that in Taiwan privatized government-owned

banks are less technically efficient than private banks in 1996.

Aly*® et al. (1990) suggest that, based on a sample of 322 U.S. independent
banks in 1986, bank efficiency is positively correlated with bank size and is
negatively EWY' Using a sample of 580 branches of a
commercial bank in the UK, Athanassopoulos*’ (1998) find technical
inefficiency and diseconomies of scale existed at the branch level. The empirical

evidence in Avkiran’s*® study (1999) indicates that bank efficiency rises slowly

42. G. Gorton, and R. Rosen, “Corporate Control, Portfolio Choice, and the Decline of
Banking”, Journal of Finance, 50, 1995, pp. 509-527.

43. R. S. Demsetz, M. R. Saidenberg, and P. E. Strahan, “Agency Problems and Risk
Taking at Banks”, Federal Reserve Bank of New York Staff Reports, No. 29, 1997.

44, S.M. Miller and A.G. Noulas, “The Technical Efficiency of Large Bank
Production”, Journal of Banking & Finance, Vol. 20, 1996, pp. 495-509.

45. T.Y. Chen and T.L. Yeh, “A Measurement of Bank Efficiency, Ownership and
Productivity Changes in Taiwan”, Service Industries Journal, Vol. 20, 2000, pp. 95-109.

46. H.Y. Aly and R. Grabowski, C. Pasurka and N. Rangan, “Technical, Scale, and
Allocative Efficiencies in Banking: An Empirical Investigation”, Review of Economics and
Statistics, Vol. 23, 1990, pp. 211-218.

47. A. D. Athanassopoulos, “Nonparametric Frontier Models for Assessing the Market
and Cost Efficiency of Large-Scale Bank Branch Networks”, Journal of Money, Credit and
Banking, Vol. 30, 1998, pp. 172-192.

48. N.K. Avkiran, “The Evidence on Efficiency Gains: The Role of Merger and the
Benefits to the Public”, Journal of Banking and Finance, Vol. 23, 1999, pp. 991-1013.
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and steadily in Australia from 1986 to 1995. Bauer, Berger, and Humphrey*®
(1998) investigate the consistency and differences of measured operation

efficiency obtained using different approaches.

Kraft and Tirgiroglu®® (1998) build that during 1994 and 1995 in Croatia, new
banks were more X-inefficient and scale-inefficient than old banks and profitability
was negatively correlated to X-efficiency. Berger and DeYoung®' (1997) analyze
the relationship between loan quality and cost efficiency in commercial banks and
found that cost efficiency was a good indicator of future problem loans or problem
banks. By controlling for scale, Kwan and Eisenbeis®? (1996) find that small
banking firms in U.S. were, on average, less X-efficient, and the degrees of X-
inefficiency varied a lot among small banks than large banks. In addition, banks
with more capital are more efficient than those with less capital; less efficient

banks are higher risk-taking than more efficient banks.

There have been numerous studies analyzed the efficiency of financial
institutions. Among these, Rangan N. and Grabowski (1988)* use data

envelopment analysis to analyze technical efficiency in US banking into pure

49. P.W. Bauer, A.N. Berger, G.D. Ferrier and D.B. Humphrey, “Consistency
Conditions for Regulatory Analysis of Financial Institutions: A Comparison of Frontier
Efficiency Method”, Journal of Economics and Business, Vol. 50, 1998, pp. 85-114.

50. E. Kraft and D. Tirgiroglu, “Bank Efficiency in Croatia: A Stochastic-Frontier
Analysis”, Joumal of Comparative Economics, Vol. 26, 1998, pp. 282-300.

51. A.N. Berger and R. DeYoung, “Problem Loans and Cost Efficiency in Commercial
Banks”, Journal of Banking and Finance, Vol. 21, 1997, pp. 849-870.

52. S. Kwan and R. Eisenbeis, “An Analysis of Inefficiencies in Banking: A Stochastic
Cost Frontier Approach”, FRBSF Economic Review, 1992.

53. N. Rangan and R. Grabowski, “The Technical Efficiency of US Banks”, Economic
Letters, Vol. 28, 1988, pp. 169-175.
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technical and scale efficiency. Field (1990)%, Chu-Meiliu, (2001)*°, Tser- Yieth
Chen, and Tasi Yeh, (1998)®, and Leigh D., and Howcroft, B., (2002) * have

conducted some studies into banking efficiency.

Elyasiani and Deng®® (2004) carry out a corresponding study for the banks in
the United States. They find that diversified banks have lower returns, but at the
same tinje these banks are less risky, hinting at a typical tradeoff of risk and
return."Hayden et al. (2005)* perform a study close to Acharya et al. (2004)%°

with data for German banks. They find that diversified banks tend to show weaker

results than specialized banks.

Winton (1999)%" explicitty models the tradeoff between diversification and
specialization. In his model the gains from diversification and those from focusing

depend on the riskiness of the bank. According to his model the gains from

54. K. Field, “Production Efficiency of British Building Societies”, Applied Economics,
Vol. 22, 1990, pp. 415-426.

55. Chu Mei Liu, “An Assessment of Banking Operation Strategies of Private Banking
Institutions in the Philippines”, Asia Pacific Journal of Marketing and Logistics, Vol. 13, No. 1,
2001, pp. 57-71.

56. C. Tser Yieth, and Y. Tasl, “A Study of Efficiency Evaluation in Taiwan Banks”,
Interational Journal of Service Industry Management, Vol. 9, No. 5, 1998, pp. 402-415.

57. D. Leigh and H. Barry, “An Insight into Size Efficiency of UK Bank Branch Net
Work”, Managerial Finance, Vol. 28, No. 9, 2002, pp. 24-36.

v 58. E. Elyasiani and E. Deng, “Diversification Effects on the Performance of Financial
Sewitf?s Firms”, Working Paper, Temple University, Philadelphia, 2004.

59. E. Hayden, D. Porath, and N. Von Westernhagen, “Does Diversification Improve
the Performance of German Banks? Evidence from Individual Bank Loan Portfolios”, Working
Paper, Osterreichische Nationalbank and Deutsche Bundesbank, 2003.

J 60. V. Acharya, |. Hasan and A. Saunders, “Should Banks Be Diversified? Evidence
from Individual Bank Loan Portfolios”, Working Paper, London Business School, London,
2004f0rthc0ming in Journal of Business (July 2006).

61. A. Winton, “Don’t Put All Your Eggs in One Basket? Diversification and
Specialization in Lending”, Working Paper 9903, Finance Department, University of
Minnesota, Minneapolis, 1999.
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diversification are most dominant when the bank has a medium risk level; for low

risk and for high risk banks it pays to run a specialization strategy.

Stiroh (2004)®? and Laderman (2000)** empirically analyze the benefits from
strategic diversification in the case of banks. According to their studies the gains

‘/Heitﬁeld et al.

from diversification in terms of reduced risk are only weak.
(2005)** analyze portfolios of Syndicated National Credits (SNC). They show that
the portfolio risk goes up when the name and industry concentration is increased.
They analyze the portfolio diversification as well as risk and return figures of

ltalian banks and conclude that “diversification is no guarantee of superior

performance or greater bank safety and soundness”.

Generally, the financial performance of the banks has been measured by using a
combination of financial ratios analysis, benchmarking, measuring performance
against budget or a mix of these methodologies (Avkiran, 1995)®*. The financial
statements of corporations in Oman that published commonly contain a variety of
financial ratios designed to give an indication of the corporation's performance. In
this research, however, ROA ratio with interest income size is used to

measure the performance of Omani commercial banks. Asset management,

-/ 62. K.J. Stiroh, “Diversification in Banking: Is Non-interest Income the Answer?”
Journal of Money, Credit, and Banking, Vol. 36(5), 2004, pp. 853-882.

63. E.S. Laderman, “The Potential Diversification and Failure Reduction Benefits of
Bank Expansion into Nonbanking Activities”, Working Paper 2000-2001, Federal Reserve
Bank of San Francisco, 2000.

64. E. Heitfield, S. Burton, and S. Chomsisengphet, “The Effects of Name and Sector
Concentratiohs on the Distribution of Losses for Portfolios of Large Wholesale Credit
Exposures], Working Paper, Board of Governors of the Federal Reserve System, 2005.

649. N.K. Avkiran, “Developing an Instrument to Measure Customer Service Quality in
Branch Banking”, International Journal of Banks Marketing, Vol. 12, No. 6, 1995, pp. 10-18.
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the bank size, and operational efficiency are used together to investigate the

relationships among them and the financial performance.

Much of the current bank performance literature describes the objective of
financial organizations' as that of earning acceptable returns and minimizing the
risks taken to earn this return (Hempel G. Coleman, 1986)%. There is a
generally accepted relationship between risk and return, that is, the higher the
risk the higher the expected return. Therefore, traditional measures of bank

performance have measured both risks and returns.

Spathis, and Doumpos, (2002)*" investigated the effectiveness of Greek banks
based on their assets size. They used in their study a multi criteria methodology
to classify Greek banks according to the return and operation factors, and to
show the differences of the banks profitability and efficiency between small and

large banks.

Arzu Tektas, and Gunay (2005)% discussed the asset and liability management
in financial crisis. They argued that an efficient asset-liability management
requires maximizing bank's profit as well as controlling and lowering various risks,
and their study showed how shifts in market perceptions can create trouble

during crisis.

66. G. Hempel, A. Coleman, and D. Smon, Bank Management Text and Cases,
Wiley, New York, 1986.

67. K. Spathis, and M. Doumpos, “Assessing Profitability Factors in the Greek
Banking System: A Multi Criteria Methodology”, International Transaction in Operational
Research, Vol. 9, Issue, September 2002, p. 517.

68. Arzu Tektas, and Gokhan Gunay, “Asset and Liability Management in Financial
Crisis”, The Joumnal of Risk Finance, Vol. 6, No. 2, 2005, pp. 135-149.
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Many researches have given too much focus on asset and liability management
in the banking sector, some of these studies are: Richard, B., and Moloney, J.,
(2003)®° and Ruth, F., (2001)"°. However, the literature concerning the asset and
liability management for banks strongly suggests that risk management issues

and its implications must be concentrated by the banking industry.

Jon R. Presely (1992)”" concludes from his study that there is a need for greater
risk management in relation to more effective portfolio management, and this
requires a greater emphasis upon the nature of risk and return in bank asset
structure, and greater diversification of assets in order to spread and reduce the

bank's risks.

In a study conducted in Kuwait by Mazhar (2003)"? determined the importance of
selection factors used by Kuwait business consumers in choosing banks.
Findings of this study show that the highest — ranking determinant factors of
selection of a bank in Kuwait by business firms were size of bank assets,
personnel efficiency, banking experience, friendliness of staff, reputation, and

availability of branches abroad.

The detailed review of the aforesaid research studies reveals that many of the

studies have been done on banks’ financial performance, asset and liability

69. B. Richard, and M. James, “Asset and Liability Management. What Does the
Future Have in Store?”, Journal of Intellectual Capital, Vol. 6, No. 2, 2003, pp. 135-149.

70. F. Ruth, “Asset and Liability Management for Banks: A Lawyers Perspective’,
Balance Sheet, Vol. 9, No. 3, 2001, pp. 20-23.

71. John R. Presely, “The Problem of Risk Management in Banking in Oil-Rich Gulf
Economies”, International Journal of Bank Marketing, Vol. 10, No. 1, 1992, p. 77.

72. Mazhar M. Islam, “Development and Performance of Domestic and Foreign
Banks in GCC Countries”, Managerial Finance, Vol. 29, No. 2, 2003, pp. 42-71.
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management, relationship between the level of liquidity and profitability,
relationship between loan and deposit growth, tradeoff of risk and return,
diversification, specialization, relationship between the performance of
government-owned banks and private owned banks, risk taking between publicly
and privately traded banks, ownership concentration on risk taking and efficiency
and bank size. But no such study has been done on portfolio behavior of
commercial banks. Keeping that research gap in mind, the present study is
planned and it would be of immense help to the policy makers and other decision

makers, bankers, students, teachers and to those who take interest in banking.

1.5 Hypotheses of the Study

The following hypotheses have been drawn based on intensive review of the

literature and research studies done earlier.

1) Liquidity, profitability, credit risk and solvency objectives of commercial

banks are significantly correlated with their portfolio compositions.

2) Asset composition is positively and significantly correlated with deposit of

commercial banks.

3) Liquidity, profitability, credit risk and solvency variables are influenced by

loan variable.

4) Capability of loan seems to influence the smaller banks strongly.

5) Loan seems to be less capable to influence DCBs than PCBs.



22

1.6 Rationale of the Study

Although the concept of portfolio management is not quite new in Bangladesh but

the fact is that very few research works have been done in this area.

There has been no study as to how the bank performed in liquidity, profitability,
credit risk and solvency during 2000-2006. The previous studies on profitability
and other measures are far from satisfactory. Those studies used neither
statistical technique nor made intertemporal and inter-bank comparisons with
different categories of commercial banks. However, such issues are very
important to depositors and investors. So, the present study intends to evaluate
the portfolio behavior of commercial banks using the above mentioned criteria.
This study is different from the earlier studies with respect to contents, coverage

of years and methodology.

The importance of this study may be viewed from its contribution to fill an important
gap in literature. That is, findings of this study can add to the existing body of the
literature, and can serve as a w on which future studies can be done. On
the practical dimension, this study may help the executives and other policy
makers of commercial banks in Bangladesh to arrive at pragmatic decisions for
portfolio management. The findings of the study will also have academic value and
policy implications. This study may also help bank decision makers to focus on the
major banking activities that may increase the bank ranking and financial
performance positions comparing with other banks. Such information should help
the management of commercial banks in creating appropriate financial strategies

for attaining the required planned financial performance.
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1.7 Scope of the Study

The scope of the study covers a brief review of the comparative growth trends of
commercial banks in Bangladesh covering the period from 2000 to 2006. The
analysis includes growth of bank deposit mobilization, loans and advances,
assets, capital, liquid assets, investments, income, profit, profitability, credit risk,
solvency etc. It also analyses the return and risk of different categories of
commercial banks. The study provides an overview of allocation of banks funds
to different types of assets. It also examines the impact of portfolio of assets on

liquidity, profitability, credit risk and solvency of commercial banks.

The W is to conduct an in-depth comparative analysis of
liquidity, profitability, credit risk and solvency of different categories of commercial
banks during the period from 2000 to 2006. The study covers twenty private
sector commercial banks including three denationalized commercial banks (a
detail is shown in section 2.7 of Chapter-2). The main contribution of this study is
to examine the pattern of deposit and asset structure of the selected commercial
banks and their impact on credit risk, solvency, liquidity and profitability position.
The study also examines the trend of liquidity, profitability, credit risk and

solvency of the sample banks during the period of the study.

Finally, the study develops relationship of banks’ solvency, liquidity, credit risk
and profitability with size and ownership of commercial banks in Bangladesh. The
study tries to find out relationship between liquidity, profitability, credit risk and

solvency objectives of commercial banks and their portfolio compositions.
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1.8 Limitations of the Study

Like any other study, this study is also not without its limitations. One of its
limitations is that it does not include all the commercial banks working in
Bangladesh, because the data were unavailable to the researcher. The study
covers structural arrangement of asset management only. But issues like policy
formulation, decision aspects, personality trait which governs the portfolio
management etc were not included. The study also did not cover foreign
commercial banks due to non-availability of all the relevant information and some
other relevant problems. The modern techniques of fund / asset allocation have
not been used in this study as these found not appropriate in the context of non-
availability of some important data relevant to the use of modern technique. The
lack of modern asset management approach of commercial banks in Bangladesh

was also the other important limiting factor.

Finally, the study develops relationship of banks’ solvency, liquidity, credit risk
and profitability with size and ownership of commercial banks in Bangladesh. The
study tries to find out relationship between liquidity, profitability, credit risk and

solvency objectives of commercial banks and their portfolio compositions.

1.9 Organization of the Study

Findings of the study are presented here in the form of a dissertation. The

structure of the dissertation is planned as follows:

Chapter 1 Introduction: It includes the prelude, statement of the problem,
objectives of the study, existing literature in this area, hypotheses of

the study, justification, scope and limitations.



































































































































































































































































































































































































































































































