A STUDY ON CAPITAL STRUCTURE OF SELECTED COMMERCIAL BANKS
IN NEPAL

A THESIS
Submitted by
SUSHIL NEPAL

SHANKER DEV CAMPUS
Roll No: 892/057

(T.U. Registration No0.:31726-92)

Submitted to,
OFFICE OF THE DEAN
Faculty of Management

Tribhuvan University

In partial Fulfillment of the requirements for

Master's Degree in Business Studies (MBS)

February, 2011



DECLARATION

| hereby declare that the work reported in this thesis entitled “A STUDY ON
CAPITAL STRUCTURE OF SELECTED COMMERCIAL BANKS IN NEPAL” submitted to
Office of Dean, Faculty of Management, Tribhuvan University is my original work
done for the partial fulfilment of the requirement for the Master of Business
Studies (MBS) under the supervision of Asso. Prof. Achyut Bhattarai and Ms.
Mikha Shrestha of Shankerdev Campus, T.U.

Sushil Nepal
Shanker Dev Campus
Roll No.:892/057

T.U.Regd.No.:31726-92



ACKNOWLEDGEMENT

First of all, | would like to express my heartiest gratitude and sincerity to my
respected thesis supervisor Asso. Prof. Achyut Bhattarai and thesis advisor Ms.
Mikha Shrestha of Shankerdev Campus who has guided me throughout this
research. | shall ever remain in debt to their valuable suggestion and continuous
guidance and inspiration in completing the research work successfully. Also | am
grateful to all the administrative staffs of the department for suggestion and co-

operative.

| am very indebted to the various authors in the subject whose writing is a
constant and continue score for this research work. | extend my heartfelt thank

to staff of NABIL, SBI and NSCBL for their co-operation.

| would like to extend heartfelt thank my friends who have supported me by
providing consistent help and encouragement. At last but not least also | owe
special thanks to my wife Mrs. Rina Nepal and Sister Mrs. Srijana Regmi for their

continuous support while preparing this thesis.

| am alone responsible for any defects of analysis or errors in this thesis.

Kathmandu

February, 2011

Sushil Nepal

Shankerdev Campus



TABLE OF CONTENTS
Recommendation
Viva-Voce Sheet
Declaration
Acknowledgement
Table of Contents
List of Tables
List of Figures

Abbreviations

Chapter — One: Introduction

1.1 Background

1.1.1 A Brief Introduction of Sample Commercial Banks

1.1.1.1 NASIL Bank Limited (Nepal Arab Bank Limited)
1.1.1.2 Nepal SBI Bank Limited

1.1.1.3 Standard Chartered Bank Nepal Limited
1.2 Statement of the Problem

1.3 Objectives of the Study

1.4 Need for the Study

1.5 Limitations of the Study

1.6 Organization of the study



Chapter — Two: Review of Literature

2.1 Concept of Capital Structure 10
2.2 Capital Structure Decision 13
2.3 Optimum Capital Structure 13

2.3.1 Features of an Optimum Capital Structure 14

2.4 Meaning of Bank Capital

15 2.5 Sources of Bank

Capital 16

2.6 Capital Structure Theories 18
2.6.1 Net Income Approach 19
2.6.2 Net Operating Income Approach (NOI) 22
2.6.3 Traditional Approach 24
2.6.4 Modigliani and Miller Approach (M-M approach) 26

2.7 Factors Determining Capital Structure 31
2.7.1 Growth Rate of Future Sales 31
2.7.2 Sales Stability 31
2.7.3 Profitability 31
2.7.4 Assets Structure 32
2.7.5 Management Attitude 32

2.7.6 Lender Attitude 32



2.7.7 Taxes

2.8 Research Review

2.8.1 Review of Articles
2.8.2 Review of Dissertations / Thesis

38

2.9 Research Gap

Chapter — Three: Research Methodology

3.1 Introduction

3.2 Research Design

3.3 Sample

3.4 Natures and Source of Data

3.5 Analysis Methods

3.5.1 Financial Tools (Ratios)

3.5.1.1 Dept-Equity Ratio

3.5.1.2 Leverage Ratio

3.5.1.3 Interest Coverage Ratio

33

47

32

33

44

45

45

45

46

46

46

47

47



3.5.1.4 The Degree of Financial Leverage (DFL)

3.5.2 Profitability Ratio

3.5.2.1 Return on Total Assets Ratio

3.5.2.2 Return on Shareholder’s Equity
3.5.3 Market Related Ratios

3.5.3.1 Earning Per Share (EPS)

3.5.3.2 Dividend Per Share (DPS)

3.5.3.3 Price Earning Ratio

3.5.4 The Overall Capitalization Rate under NI Approach

3.5.5 Equity Capitalization Rate under NOI Approach

3.6 Statistical Tools
3.6.1 Average 51
3.6.2 Correlation Analysis 51

3.6.3 Coefficient of Variation
3.6.4 The Probable Error
52

47

48

48

48

49

49

49

49

50

50

50

52



3.7 Trend Analysis 53
3.7.1 Least Square Method

53

3.8 Limitations of the Methodology 54
Chapter — Four: Presentation and Analysis of Data

4.1 Analysis of Paid of Capital 55
4.2 Analysis of Equity Capital 58
4.3 Total Debts to Total Assets Ratio 61
4.4 Interest Coverage Ratio 63
4.5 Degree of Financial Leverage 64
4.6 Profitability Ratio 66

4.6.1 Return on Total Assets (ROA) 66

4.6.2 Return on Shareholder’s Equity (ROE) 68

4.7 Marketing related Ratios

70 4.7.1 Earning Per Share
70 4.7.2 Dividend per Share
72
4.7.3 Price Earning Ratio 73
4.8 Analysis of Capital Structure 75
4.8.1 Net Income Approach (Overall Capitalization Rate) 76

4.8.2 Net Operating Income Approach (Equity Capitalization Rate) 77



4.9 Statistical Tools 78

4.9.1 Coefficient of Correlation Analysis 78

4.9.1.1 Coefficient of Correlation Analysis between Debt and Return 78
4.9.1.2 Coefficient of Correlation between EBIT and Interest Payment 80

4.9.1.3 Coefficient of Correlation between Interest Payment and Interest

Income 81

4.9.1.4 Coefficient of Correlation between Debt Equity Ratio and NPAT 82

4.10 Trend Analysis 83

4.11 Main Findings 87

Chapter — Five: Summary, Conclusion and Recommendation

5.1 Summary and Conclusion 90

5.2 Recommendation

95

Bibliography

Appendix



Table No.
No.

Table 4.1
56

Table 4.2
59

Table 4.3
61

Table 4.4
63

Table 4.5

Table 4.6
67

Table 4.7
68

Table 4.8
70

Table 4.9
72

Table 4.10
74

Table 4.11

LIST OF TABLES

: Amount of Paid of Capital

: Debt Equity Ratio of selected Bank

: Total Debt to Total Assets Ratio

: Interest Coverage Ratio

: Degree of Financial Leverage

: Return on Total Assets Ratio

: Return on Shareholder’s Equity

: Earning Per Share

: Dividend per Share

: P/E Ratio

: Computation of Total Value of Bank

Page

65

75



Table 4.12 : Calculation of Overall Capitalization Rate (Ko)
76

Table 4.13 : Net Operating Income Approach [Equity Capital Rate (Kc)]
77

Table 4.14 : Coefficient of Correlation between Debt and Return Evaluation

79

Table 4.15 : Correlation between EBIT and Interest Payment Evaluation

Criterion80

Table 4.16 : Correlation between Interest payment and Interest Income

81
Table 4.17 : Correlation between Debt Equity Ratio and NPAT 82

Table 4.18 : Estimated and Forecasted Value of Dependent Variables (NABIL)
84

Table 4.19 : Estimated and Forecasted Value of Dependent Variables (SBI)
85

Table 4.20 : Estimated and Forecasted Value of Dependent Variables (NSCBL)
86



Figure no.

Figure 2.1

Figure 2.2
21

Figure 2.3

Figure 2.4

Figure 2.5

Figure 2.6

Figure 2.7

Figure 4.1

LIST OF FIGURES

Page No.

: The Effect of Leverage on Cost of Capital

: The Effect of Leverage on the Total Market Value of a Firm

: The Effect of Leverage on Cost of Capital

: The Effect of Leverage on Value of Firm

: The Cost of Capital Behavior Traditional Approach

: The Cost of Capital under M-M Proposition

: Behavior of K,, K4 and K. under M-M hypothesis

: Paid of Capital of NABIL, SBl and NSCBL

21

23

23

25

29

30

57



ABBREVIATIONS

CB = Commercial Bank

B.S = Bikram Sambat

NABIL= NABIL Bank

NSCBL = Nepal Standard Chartered Bank

SBI = Nepal SBI Bank

EBIT=  Earning Before Interest and Taxes

EPS= Earning Per Share

EAT= Earning After Tax
NI= Net Income
NOI = Net Operating Income

D/A= Debt Assets

D/E= Debt Equity

ICR= Interest Coverage Ratio
DFL= Degree of Financial Leverage
ROA= Return on Total Assts

ROE=  Return on Shareholders Equity
EPS= Earning Per Share
DPS= Dividend Per Share

P/E= Price Earning



PE= Probable Error

NPAT= Net Profit After Tax

I= Interest

PD= Preference Divided

T= Tax



