CHAPTER |
INTRODUCTION

1.1Background of the study

Banking sectors plays an important role in the economic development of the
country. Bank came into existence mainly with the objectives of collecting the idle
funds, mobilizing them into productive sector and causing an overall economic
development. The bankers have the responsibility of safeguarding the interest of
depositors, the shareholders and the society they are serving.

“A bank is an organization whose principal operations are concerned with the
accumulation of temporarily idle money of genera public for the purpose of

advancing to others for expenditure”. Kent

“Bank is an establishment for the custody of money received from or on behalf of
its customers. Its essential duty isto pay their drafts on its profits arise from its use

of the money left unemployed by them”. Concise oxford Dictionary

“A banker is the dealers on debts. The bankers business is then to take the debts
of other people to offer his own in exchange and thereby to create money”.

Prof. Crowther

Financial institution plays an important foundation and plays as the catalyst in the
proper functioning of an economy of the country. These institutions act as the
intermediary between the individua who lend and who borrow. Financia
infrastructure of our economy consists of financial intermediation, financial

institutions and financial markets. The present structure of financial institutionsis



based on the foundation laid by the commercial bank.

As per commercia bank act 1974 “A commercial banks means bank which deals
in exchanging currency, accepting deposits, giving loans and doing commercial

transaction”.

Therole of commercial banksin every nation of the world isin pursuit of attaining
the goal of rapid economic development. The ability of commercial bank to create
credit and provide numerous banking services like deposit acceptance, overdraft
facilities, market making, agency services, investment and general utility services
iswell appreciated by different sectors, that is why commercial bank prosper in al
conditions. While addition of increasing horizon of work area and entrance of new
market, innovative product and services put this bank a step ahead than any other

types of banks and financial institutions.

One of the most important tasks in the management of any bank lies in managing
appropriate capital structure. Capital structure reflects the manner of financing a
company. The tax deductibility of interest in some tax environments make the use
of the appropriate amount of debt beneficial to shareholders and share price. The
use of the right amount of debt lowers the companies weighted cost of capital.
Lowering the cost of financial resources improves net economic returns and

increase share value consequently, an optimal capital structure exists.

Capita structure plays a vital role in the real life of an enterprise. Enterprises
whether they are government owned or privately owned, have to make pertinent
capital structure decision in identifying exactly how much capital is needed to run
their operations smoothly. Generally, fund is acquired by the firm in two ways,

equity and debt. Equity provides the ownership of the shareholders. On the other
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hand, the debt or borrowed fund has a fixed charge irrespective to the earnings of

the firm and firm has to pay the fixed charge periodically to the debt provider.

1.1.1 Profile of Sample Bank

a) MachhapuchhareBank Limited

Machhapuchhare Bank Limited was registered in 1998 as the first regional
commercial bank to start banking business from the western region of Nepal with
its head office in Pokhara. Today, with a paid up capital of above 1,314 million
rupees, it is one of the full fledged commercial bank operating in Nepal; and it

ranks in the topmost among the private commercia banks.

Machhapuchhare Bank Limited is striving to facilitate its customer needs by
delivering the best of services in combination with the state of the art technologies

and best international practices.

Machhapuchhare Bank Limited is the pioneer in introducing the latest technology
in the banking industry in the country. It is the first bank in Nepal to introduce
centralized banking software named GLOBUS BANKING SYSTEM devel oped
by Temenos NV, Switzerland.Currently it is using the latest version of
GLOBUS referred as T-24 BANKING SYSTEM.The bank provides modern
banking facilities such as Any Branch Banking, Internet Banking and Mobile

Banking to its valued customers.

The bank in the last few years have really opened up with branches spread all
around the country. The bank aims to serve the people of both the urban and rural

areas.



b) Bank of Kathmandu Limited (BOKL)

Bank of Kathmandu limited (BOKL) established on 1993. The bank came into
operation on March 1995. At the time of establishment BOK was established by a
group of distinguished civil servants and renowned businessmen in collaboration
with the SIAM Commercia Public co. limited (SCB) a leading bank of Thailand.
The collaboration with SCB supported BOK to bring in the technical and
managerial expertise in the Nepalese banking sector with the well acclaimed
capabilities of the Nepal ese management team. BOK has successfully enhanced its
capital structure, profitability, reach to the customers and image in the market. It
has created a positive in the industry in a shortest possible span of time. Nepalese

managing team is handling the bank efficiently to increase the profit year by year.

Share Holding Patterns of BOK:
General Public 58%
Nepalese Promoter 42%

Provided Services are:
> Deposit A/C Services
Credit Facilities
Inwards\outwards remittance C
International trade centers
Business advices
Safe deposit locker

Foreign exchange center

YV V V V V V V

ATM service

1.2 Focus of the Study
The research is focused on the capital structure of Nepalese commercia banks

specidly two sample banks MBL and BOKL. The success of business
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organization depends upon proper composition of debt and equity in the capital
structure. The proper composition helps to generate high return to the business

organization and help in long-term solvency.

Capital structure decision directly affects the shareholders risk and market value of
the share. As capital structure decision includes choice of debt and equity mix,
which has implications for the shareholder's earning and risk, which in turn, will
affect the cost of capital and market value of the firm.

The banks are such business organization, which deals with others about money
and the capital structure in case of the bank are very crucial. This study mainly
focuses on the capital structure management and its impact on profitability of
MBL and BOKL.

1.3 Statement of the Problem

Capital structure has attracted intense debate and academic attention in corporate
finance. However, in the context of Nepal it has received a scant attention. Today
the function of commercial banksis not only confined to do its usual functions but
also to do something for the development of the country. The development of the
country depends upon the financial position of the country. The growth in
financial sector is the base for country's development. In this regard, the
commercial banks collect the scattered resources from different sectors and

mobilize them in productive sectors.

The effect of capital structure on the capital is not very clear. Conflicting opinions
have been expressed on thisissue. In fact, thisissue is one of the most continuous
areas in the theory of finance and perhaps more theoretical and empirical work has

been done on this subject than on any other, (Pandey, 1992: 47).



The study of the capital structure in banking business is very important as it deals
with other money. The capital structure decision also impact upon long run
profitability and solvency of the firm. Generally high debt-equity ratio is
considered to be disadvantageous from owner's point of view, especially when the
firm is earning higher rate of return to the capital employed. The financial
manager must be able to maintain appropriate proportion of debt-equity to avoid
financial risk. The proportion of debt in the banking business is obviousy larger
than in any other business. The banks accumulate deposit from various unit groups
paying certain percent interest and mobilize in productive sector and earn high
return. The banks are considered as mechanism to canalize the funds from the
small saver to the productive sectors. The study of capital structure, in case of
banking business very important of liquidation of one bank creates contagion

effect over the economy of the country.

The banks are being highly sensitive business. NRB reforms their policy from
timein favors of depositors and owners of the companies.
The problem area for the study is reflected in the following research questions:
» Doesthe capital structure affect the cost of capital?
> Isthe sample bank capable to enhance the earning by its capital structure?
» What is the relation between capital structure, profitability and EPS of the

bank?

1.4 Objective of the Study

The maor objective of the study is to evaluate the capital structure of
Machhapuchhare Bank Ltd. (MBL) and Bank of Kathmandu Limited (BOKL). It
Is the study about the capital structure & profitability of MBL and BOKL by
taking the financial data. It tries to analyze the overall capital structure &

profitability. The specific objectives are as follows.



» To examine the capital structure of selected Commercial Banks.

» To evaluate whether the capital structure affects the cost of equity of MBL
and BOKL.

» To anayze the relationship between capital structure and profitability,
MBL and BOKL.

» To suggest and recommend on the basis of findings.

1.5 Significance of the Study

The capital structure affects on the profitability and long-term financial position of
the organization. The earning nature of the organization helps to adopt appropriate
mix of debt and equity in the capital structure. On account of this significance, the
capital structure and profitability of the organization is justified as a specific
matter for the study. In this situation, this study will be helpful to the companies to
overview their capital structure management and formulate future strategies to do

much better in their horizon.

Further, the concerned scholars, academicians, investors, financial manager,
researchers may also be benefited from this study. This study will also help to
inform the decision makers about the importance of capital structure management

for their further success.

1.6 Limitation of the Study
The study has been conducted with certain limitations. The time is the one factor
of limitation. Besides it, the scope of the study is limited within the bank. Some
more limitations are follows.

I.  Thestudy analyzes capital structure and profitability of a particular bank.

ii. Basicaly, the data used in this study are from secondary sources. No

attempt is done to examine the reliability of the secondary data.



iii.  Difficult to collect all required data, due to business secrecy is another
limitation of the study.

iv.  Thisstudy will be limited up to availability of data and sufficient literature.

v. Variation of datain itself isfound when comparing with different sources.

vi. The study covers only five years ranging from fiscal year 2005/06 to
2009/10.

1.7 Organization of the Study
The study has been organized into five chapters. The title of each of these chapters

isasfollows:

Chapter |: Introduction

Introduction chapter comprises background of the study, focus of the study,
statement of problem, objectives of the study, significance of the study and
limitation of the study.

Chapter I1: Review Literature

This chapter deals with the review of available literature in the field of the study
being conducted. This includes review of the theories of concerned topic, review
of previous thesis, review of supportive text, review or different articles, books,

bulletins and annual reports published by concerned organization

Chapter |11: Research M ethodology
Research methodology deas with the method of investigation and includes

research design, nature of the data, data collection procedure and tools used.

Chapter IV: Presentation and Analysis of Data
Presentation and analysis of data deal with different statistical and the financia
tools that used in the analysis of the data and findings.

Chapter V: Summary, Conclusion and Recommendation
Last chapter includes the summary, conclusion and recommendation of the study.
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CHAPTER - 11
REVIEW OF LITERATURE

This chapter is about review of the literature; also this chapter deals with the
review of the capital structure. The more details descriptive manner, for this
study of various books journal and the articles as well as past thesis aso
reviews. This chapter tries to detail the conceptual theoretical concept
regarding the definition of capital structure, theories of capital structure and
factors of the capital structure. In the context of Nepalese organization, some

of the literature reviews relating to these studies are presented below:

2.1 Conceptual framework

2.1.1 General Concept of Capital Structure

Capital Structure of a company refers to the composition or make-up of its
capitalization and it includes all long-term resources, like loans, reserves,
shares and bonds. The term ‘Capital Structure’ means the proportion of
different types of securities issued by firm. The optimal capital structure is the

set of proportion that maximize the total value of the firm.

The capital structure has many relevant dimensions. The financing mix is one
of them. Other dimensions involve the investment decisions of the firm and
the optimal use of leverage, within the constraints imposed by the internal and
externa environmental conditions. These conditions, in turn, affect the
decision of the firm with respect to the timing of investment and financing
transactions as well as the acceptable levels of risk and liquidity. Capital

structure can be dealt with the three different levels of complexity.



Capital Structureis considered as the mix of debt and equity and to operate in long
run prospect. A firm must concentrate in its proportion. A firm can raise required
fund by issuing various types of financial instruments. Investors and creditors
being the key supply of capital, they hold greater degree of risk and hence have
claims over firm’s assets and cash flow is uncertain and there is probability that it
may default in its obligations to pay off its interest and principal. In the other
hand, if the firm issues preference share, those shareholders have the priority in
payment of dividend before common shareholders but after debt holders. Since the
percentage of preference dividend is fixed as the percentage of interest to debt, it
Is preferably paid off only after interest payment. Common shareholders as are the
owner of the firm; they are paid from cash remaining after all payment is being
made. Since, the common share i.e. equity fluctuate in the market more than the

preference share and debt, there is more risk.

‘Capital Structure’ should not be confused with ‘Capitalization’. Capitalization
IS a quantitative aspect of financial planning as it refers to the total amount of
securities issued by a company, while capital structure is concerned with
qualitative aspect as it refers to the kinds of securities and the proportionate
amounts that make up capitalization. Capitalization = total of all types of long
term capital: capital structure = proportions of all types of long term capital,
financial structure = proportions of all types of long term and short term
capital (Upadhaya: 1985, 799).

2.1.2 Basis of Capital Structure

Capital Structure concept has important place in financial management theory. It is
basically known as financial structure, financial plan or leverage. Financial
decision of a firm, as the other financial decision is concerned with the
shareholders wealth maximization. As capital structure refers to the proportion of

debt and equity, a choice in proportion actually financial decision in case to fulfill
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investment requirement. Therefore, it is a wise decision to select a financing mix,

which maximizes shareholders wealth.

The term capital denotes the long-term funds of the firm. The long-term funds of
the firm are financed by two maor components, i.e. debt capital and equity
capital. Debt capital includes long-term borrowings incurred by the firm. Equity
capital consist long-term funds provided by the firm’s owners. The mix of long-
term debt and equity maintained by the firm is called capital structure. Capital
structure shows, what percentage of the firm’s capital is in equity and what
percentage of firm’s capital is in debt. Capital structure is one of the most complex
areas of financia decision making due to its inter-relationship with other financial
decision variables. A financial manager must understand the firm’s capital
structure and its relationship to risk-return and value for attainment of its primary
objective of wealth maximization. (Saxena & Vashist, 2002: B.5.1)

A financia manager must strive to obtain the best financial mix or optimum
capital structure for his/her firm. The firm’s capital structure is optimum when the
market value of share is maximized. The use of debt affects the return and risks of
shareholders; this will increase the return on equity but also risk at the same time.
When the shareholders’ return is maximized with the minimum risk, the market
value per share will be maximized and firm’s capital structure would be optimum
(Van Horne, 1983: p.10).

Capital structure is permanent financing of the firm represented primarily by long-
term debt, preferred stock and common stock, but excluding all short term credit
(Weston & Brigham, 1982: p. 555).

The term of capital structure is used to represent the proportionate relationship
between debt and equity. The debt and equity mix of a firm is caled capital
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structure. The capital structure decision is a significant financial decision since it
affects the shareholders’ return, risk and market value of shares (Pandey, 1992: p.
663).

The importance of an appropriate capital structure is the obvious. There is a
viewpoint that strongly supports the close relationship between leverage and value
of firm. Thereis an equally strong body of opinion, which believes that financing
mix or the combination of debt and equity has no impact on the shareholders’
wealth and the decision on financial structure isirrelevant. In other words, thereis

nothing such as optimum capital structure (Khan & Jain, 1999, p. 111)

Under the assumption that a firm will attempt to maximize the run market value of
ownership shares; there exists an optimum capital structure for each individual
firm. It varies in different industries because the typical assets structure and
stability of earning, which determine inherent risks vary for different type of
production (Kulkarni, 1983: p. 368).

The concern of the financial decision is with the financing mix or capital or
leverage. The financing decision of afirm relates to the choice of the proportion of
these sources to finance the investment requirement. There are two aspects of the
financing decisions. First, the theory of capital structure which shows the
theoretical relationship between the employment of debt and the return to the
shareholders. The use of debt implies a higher return to the shareholders and also
the financial risk. A proper balance between debt and equity to ensure a tradeoff
between risk and return the shareholders are necessary. A capital structure with
reasonable proportion of debt and equity capital is called optimum capital
structure (Khan & Jain, 1984: p. 10).
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2.1.3 Assumptions of Capital Structure (Khan & Jain, 1999)
Capital structure theory has some assumptions which are as follows:

There are only two sources of funds used by a firm: Debt and Ordinary
Shares.

There are no corporate taxes (this assumption is removed later).

The dividend payout ratio is 100% i.e. the total earnings are paid out as cash
dividend to the shareholders and there is no retained.

The firm’s total assets are given and do not change. The investment decisions
are in the other words, assumed constant.

The firm’s total financing remains constant. The firm can change its degree
of leverage either by selling shares and use the proceeds to retire debentures
or by raising more debt and reduce the equity capital.

The operating profits (EBIT) are not effect to grow.

All investors are assumed to have the same subjective probability of the
future expected EBIT for agiven firm.

The firm’s business risk is constant over the time and it assumed to the
independent of its capital structure and financial risk.

Perpetual life of the firm.

2.1.4 Classification of Capital Structure (Saxena & Vashist, 2002)
There are different classifications of capital structure. These are mentioned bel ow:
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2.1.4.1 Simple Capital Structure
(i) Balance Sheet as at

Equity Rs. Fixed Rs.
Share 2,00,000 Assets 1,20,000
Capital Current 80,000
2,00,000 Assets 2,00,000
(i)Balance Sheetas at ................
Equity Rs. Fixed Rs.
Share 1,60,000 Assets 1,20,000
Capital 40,000 Current 80,000
Retained 2,00,000 Assets 2,00,000
Earnings
2.1.4.2 Complex Capital Structure
(i) Balance Sheetas at ................
Equity Rs. Fixed Rs.
Share 1,80,000 Assets 1,20,000
Capital 20,000 Current 80,000
Current 2,00,000 Assets 2,00,000
Liabilities
(i)Balance Sheetasat ................
Equity Share Rs. Fixed Rs.
Capital 1,40,000 Assets 1,20,000
Preference 40,000 Current 80,000
Share Capital 20,000 Assets
Retained 2,00,000 2,00,000
Earnings
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(iii) Balance Sheetas at ................

Equity Share Rs. Fixed Rs.
Capital 80,000 Assets 1,20,000
Preference Share 40,000 Current 80,000
Capital 20,000 Assets

Retained Earnings 60,000

Debentures and 2,00,000 2,00,000
long-term loan

(iv) Mostly short-term liabilities are omitted in considering capital structure, but
some authors (for example, J.R. Lindsay and A.W. Samtez) have held the view
that considering the importance of bank credit, etc. it is better to include al
liabilities (long-term and short-term) in consideration of capital structure. The
view is not common view. If thisview is aso considered, the capital structure will
be shown as follows:

Balance Sheetasat ................

Equity Share Rs. Fixed Rs.
Capital 80,000 Assets 1,20,000
Preference Share 40,000 Current 80,000
Capital 20,000 Assets

Retained Earnings 40,000

Debentures and 20,000

long-term loan 2,00,000 2,00,000
Current Liabilities

Normally, current liabilities are considered only in working capital analysis and

not in the analysis of sources of long-term funds.
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2.1.4.3 Classification based on sour ces

Under this category long-term funds can be financed from (i) Internal capital, and
(i1) External capital. Internal capital includes bonus issue, capital reserve and
reserves and surplus. External capital refers to share capital, share premium,

forfeited share, debentures and long-term liabilities.

2.1.4.4 Classification based on Owner ship

(1) Ownership capital comprises of equity share capital and retained earnings.

(i) Debt capital includes debentures and long-term loans.

Preference share capital is treated both as part of ownership capital or as part of
debt capital. It should be grouped based on the view taken by the management.

2.1.4.5 Classification based on cost behavior

Classification is also attempted based on cost behaviors of various sources of
capital, i.e., fixed cost capital and variable cost capital.

Fixed cost capital includes preference share capital, debentures, long-term debt.
Variable cost capital includes equity share capital.

2.1.5 Theories of Capital Structure

The theory of capital structure is closely related to the firm's cost of capital.
Many debates over whether an optimal capital structure exists are found in the
financial literature. Argument between those who believe there is an optimal
capital structure for each firm and among those who believe in the absence of
such optimal capital structure began in late 1950's and there is yet no
resolution of the conflict. Modigliani and Miller logically admitted that the
value of the firm or the cost of capital is independent of capital structure
decision of the firm. On the other hand, according to the traditionalist's view,
the value of the firm or the cost of capital is affected by the capital structure
change. So, in order to understand how firms should adhere the target capital
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structure decision, it is important to have some idea of magor elements of

capital structure theory.

The history presents several theories on capital structure management. In order
to analyze the capital structure of any company four theories are considered.
These theories are:
Net income (NI) approach.
Net operating income (NOI) approach.
Traditional approach; and
Modigliani-Miller (M-M) theory
- Without taxes.
- With taxes.

2.1.5.1 Net Income (NI) Approach
Two capital structure theories, i.e., the net income approach and the net operating
income approach, were propounded by David Durand. According to NI approach,
the firm can increase its total valuation (V), and lower its cost of capital (Kg) when
it increases the degree of leverage (D/L). The optimum capital structure can be
attained when the cost of capital of afirm isthe lowest and the value of thefirmis
the greatest. The main feature of the NI approach is that a firm can lower its cost
of capital continuously by use of debt capital and thus increase its total valuation.
Reduction in the cost of capital (i.e., more and more use of debt and increase in the
value of the firm) is possible when:
1) Cost of debt (Ky) islessthan cost of equity (K¢) and it remains constant;
i) The firm does not become more risky in the minds of investors and
creditors consequent upon increase in the degree of leverage (Saxena &
Vashist, 2002: p. 45).
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The financial leverage according to the NI approach is an important variable in the
capital structure decision of the firm. With the judicious mixture of debt and
equity, a firm can evolve an optimum capital structure which will be the on, at
which value of the firm is the highest and overall cost of capital the lowest. At the
structure the market price per share would be maximum. If the firm uses no debt
be equal to the equity-capitalization rate. The weighted average cost of capital will
decline and will approach the cost of debt as the degree of leverage reaches on
(Pandey, 1984: p. 412).

According to this approach, there is optimal capital structure when the market
price per share of stock is maximum. The significances of this approach are that a
firm can lower its cost of capital continually and increase its total valuation by the
use of debt funds. Thiswill increase use of leverage overall cost of capital declines
and total value of the firm rises (Khan & Jain, 1984 p. 411).

FigureNo. 1
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Graphically, the effect on the firm’s cost of capital and its total market value is
shown in Figure No. 1. If cost of debt and cost of equity are constant asis assumed
in the NI approach, then the proportion of cheaper debt fund in capital structure

increases, the cost of capital decreases. Thus, under the NI approach the firm can
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lower its cost of capital and raises its total market value through the addition of
debt capital (Gitman and Pinches, 1985: p. 710).

Assumption of Net Income (NI) Approach
NI approach is based on the following three assumptions:

a) Thecost of debt isless the cost of equity.

b) The debt content does not change the risk perception of the investors, as a
result the capitalization rate K and the debt capitalization rate Ky remain
constant with change in leverage.

c) There are no corporate taxes. Therefore, as firm increases its leverage by
increasing its level of debt relatives to equity, the overall cost of capital
declines (Saxena & Vashist, 2002: p. 56).

"As the portions of the cheaper debt funds in the capital structure, increases,
the welghted average cost of capital decreases and approaches the cost of debt
(Kd)". "Therefore as the firm increases its leverage by increasing its level of
debt relative to equity, the overall cost of capital is that it increases the value
of the firm" (Van Horne, 1999: 380).

Overall cost of capital can be expressed by following formula.

Net Operating Income

Overall cost of capital (Ko)= :
Tota valueof thefirm

As per assumptions of NI approach, Ke and Kd are constant and Kd is less
than Ke. Therefore, Ko will decrease as B/V increases. Also, 'Ke'=Ko when
B/V=0.

2.1.5.2 Net Operating Income (NOI) Approach
NOI approach was also advocated by David Durand. This approach is

diametrically opposite to the net income approach. The essence of this approach is

19



that the capital structure decision to the firm isirrelevant. Any change in leverage
will not lead any change in the total value of the firm and the market price of
shares, as the overall cost of capital is independent of the degree of leverage
(Saxena & Vashist, 2002: p. 88)

Assumption of Net Operating Approach (NOI) Approach

NOI approach is based on the following assumptions:
The market capitalizes the value of the firm as a whole. Thus, the split
between debt and equity is not important.
The market uses an overall capitalization rate Ko, to capitalize the net
operating income. Ko, depends upon the business risk. If the business risk
is assumed to remain unchanged, Ke is constant.
The use of less costly debt fund increases the risk to the shareholders; this
causes the equity capitalization rate to increases. Thus, the advantage of
debt is offset exactly by the increase in the equity capitalization rare, Ke.
The debt capitalization rate, Kd, is a constant.

The corporate income taxes do not exist.

Features of Net Operating Approach (NOI) Approach
b Total market value of the firm (V) is obtained by capitalizing net operating
income (EBIT) at the overall cost of capital (K¢), which is constant.
b Tota value of the stock (S) is found by subtracting the value if debt from
total market value of the firm.
b The cost of equity (EBIT — I)/S tends to rise in correspondent in the degree
of leverage.

b Theoverall cost of capital isan average of the cost of debt and equity.
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Figure No. 2
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Under the NOI approach, the capital structure selected is a “more detail” since the
value of the firm is independent of the firm’s capital structure. If the firm increases

its uses of financial leverage more debt directly offset by an increase in the cost of

equity capital.

2.1.5.3 Modigliani-Miller’s (M-M) Hypothesis

Till 1950s, it was believed that judicious mix of debt and equity capital i.e.
financial leverage in the capital structure decreases the overall cost of capital,
increases the value of the firm and helps in determining an optimal capital

structure.

But in 1958, Franco Modigliani and Metron H. Miller published a research
paper, 'The cost of capital, corporation Finance and the Theory of Investment”
and added another milestone on the theory of capital structure.

This theory propounded by those two researchers is later known as M-M
theory. The M-M theory is based on some assumptions, which are mentioned
below" (Pandey, 1999: 687).

Assumptions of Modigliani-Miller’s (M-M) Hypothesis
The M-M hypothesis is based on following assumptions relating to the capital

market, behavior of investors, actions of the firm and tax environment.
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a. The securities are traded in perfect market. This means that investors are
free to buy and sell securities. The investors can borrow from the market at
the rate of interest at which firms can borrow.

b. Theinvestors have homogeneous expectations.

c. Itispossibleto classify the firms into homogeneous risk classes. The firms
inagiven risk class are equally risky and their expected future earnings are
capitalized at the same rate, i.e, in a given class, the firms have same
expected and required rate of returns.

d. The dividend payout ratio is 100% i.e. firms distribute all net earnings to
shareholders.

e. There is no corporate tax. This assumption was later on removed ( Saxena
and Vashist, 2002:p. 98).

Based on the above assumptions, the M-M hypothesis gave two propositions-

proposition | and proposition I1. These propositions are discussed below:

Proposition | : This proposition is identical to the NOI hypothesis. The M-M
hypothesis argues that the market value of the firm (V), and its overal cost of
capital (K,) are independent of its capital structure. For a firm’s risk class, the
market value of the firm is established by capitalizing net operating income (NI1O-
EBIT) at an appropriate rate is follows:

EBIT _ X EBIT

=—0r KO:_

KO KO
or, Ko= Ky (D/V)+K (S/V)
V = The market value of the firm.

V =S+D=

S = The market value of equity share.
D = The market value of debt.
X = Net operating income or earnings before interest.

K = The capitalization rate appropriate to risk class of the firm.
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In the above formula, EBIT is calculated before interest and for this reason it is
independent of capital structure of leverage. Cost of capita K, is equa to the
capitalization rate appropriate to the risk class of the firm, and therefore, it is
independent of capital structure, market structure, market value (V) must also be
independent of capital structure or leverage. Thisis explained in the diagram given
below:

FigureNo. 3
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Effect of leverage on cost of capital (M-M Hypothesis- Proposition 1)

The cost of capital function as hypothesis by M-M through proposition | is shown
above in figure No.3. It is evident from this that average cost of capital is a
constant and is not affected by leverage ( Saxena and Vashist, 2002:p. 112).

Arbitrage process. M-M hypothesis does not accept the NOI approach as valid. It
Is held in this hypothesis that two identical in all respects except for their capital
structure can not command different values or have different cost of capital. M-M
argues that if two firms differ only:

a. Intheway they are financed, i.e. capital structure are different, and

b. In their total market values, investors will sell the share of over- valued

firm and buy the shares of under- valued firm.
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This process will continue till the two firms have the same market value. This is
called arbitrage or switching process. When the equilibrium is reached, the NOI
condition will be fulfilled and the value of the firm and their average cost of
capital will be the same. Thus, it is held that V and Ko are independent of capital
structure ( Saxena and Vashist, 2002:p. 118).

Proposition 11: The M-M hypothesis argues that cost of capital K. is equal to
constant average cost of capital K, plus a premium for the financial risk. This can
be written as follows:

Ke = Ko+ risk premium

The premium for financial risk equals to the difference between equity
capitalization rate Ke and cost of debt multiplied by theratio of D/S, that is:
Ke=Kg+( Ko - Ko ) XD/S

In brief, the proposition Il implies that firm’s cost of equity increases to offset the
use by cheaper debt capital. Alternatively, the firm’s use of debt increases its cost
of equity as well. Proposition I of M-M Hypothesis presumes a linear relationship
between Ke and debt equity ratio (D/S) (Saxena and Vashist, 2002: p. 167).

2.1.5.4 Traditional Approach

The traditional approach to valuation and leverage is moderate approach of NI
and NOI approach. This theory assumes that there is an optimal capital
structure and that the firm can increase the total value of the firm through the
judicious use of leverage. This approach encompasses all the ground between
the NI approach and NOI approach. This theory is aso known as intermediate
approach. The traditional view on the relationship between capital structure
and the cost of capital is that the firm's cost of capital can be reducing by
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judicious mix of debt and equity capital and then an optimal capital structure
existsfor every firm.

The approach justifies the view that debt capital is relatively cheaper than ordinary
shares. So changing leverage i.e., using debt instead of equity capital obviously
causes adecline in the overall cost of capital is minimum or raised further the firm
would become financially more risky to the investors who whole penalize the firm
by demanding a higher equity capitalization rate ( Khan and Jain, 1992 p. 495).
Traditional approach is a compromise between two extremes, i.e. net income
approach and net operating income approach. The advocates of this approach hold
the view that the value of the firm, i.e. V, can be increased or the cost of capital
can be reduced up to certain point by a judicious mix of debt and equity capital.
Beyond that, the increase of equity more than offset the use of cheaper debt capital
in the capital structure and average cost of capital begins to rise. The average cost
of capital structure further rises, when cost of debt aso begins to rise. The
optimum capital structure is the point at which overall cost of capital is the
minimum or value of the firm is maximum. The essence of the traditional
approach is that a firm may, through judicious mix of debt and equity, reduce the
cost of capital and increase its total value. Graphically, traditional approach can be
depicted as follows (Saxena and Vashist, 2002: p. 210).

The main propositions of the traditional theory are:

STAGE-1

In this first stage, the cost of debt (Kd) remains more or less constant up to a
certain degrees of leverage but rises thereafter at an increasing rate.

It means that cost of equity (Ke) remains constant or rises slightly with debt.

But it does not increase fast enough offsets the advantage of low cost of debt.
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During this stage, the cost of debt (Kd) remains constant or rises negligibly.
Since the market views the use of debt as a reasonable policy.
Thus, so long as debt is within acceptable limit and 'Ke' and 'Ki' remains

constant, the value of the firm increases at a constant rate.

STAGE-2

In this stage, once the firm has reached a certain degree of leverage, increases
in it have a negligible effect on the value of the firm. This is so because the
increase in the cost of equity offsets the advantages of low cost of debt within
that range or specific points, the value of the firm will be maximized or the

cost of capital will be minimized.

STAGE-3
The overall cost of capital Ko as a consequence of the above behavior of Ke
and Kd.
Decrease up to a certain point.
Remain more or less unchanged for moderate increase in leverage there
after, and

Rises beyond a certain point.

After the certain level of leverage, the value of the firm increases with
leverage or the overall cost of capital increases with leverage.
The cost of debt and equity will tends to rise as a result of increasing the

degree of financia risks that will make to increase in the overall cost of

capital.
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The traditional theory implies that the cost of capital is not independent of the
capital structure of the firm. The traditional theory holds that this is an optimum
level of capital structure. For degree of leverage before this point marginal cost of
debt is less than the marginal cost of equity. Beyond this point, the marginal cost
of debt exceeds that of equity (Saxena and Vashist, 2002:p. 223).

2.1.6 Other Related Concept of Capital Structure

Cost of Capital
Cost of capital is the rate of return on the investment to be earned in order to

satisfy the investor. Cost of capital may be defined as cost to the firm of
obtaining funds or equivalently as the average rate of return that an investor or
a firm would except for supply capital. This would be the minimum rate of
return that a project must yield to keep the value of the firm intact. Pandey
(1995) defined cost of capital as the minimum acceptable rate or the required
rate of return is a compensation for time and risk in the use of capital by the

project.
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The cost of each component of the capital structure is also said cost of capital.
Capital components, which are shown in the left hand side of the balance
sheet, include various types of debt, preferred stock, retained earnings and
common stock. Every firm has to reply its borrowed funds with interest after
certain period of time. Interest which it has to pay is called cost of capital.
Cost of preference share is calculated as cost of debt because it is debt of
capital. The cost of equity capital is define as the minimum return of reties that
a firm must earn on the equity financed portion of its investment in order to
leave unchanged the market price of its stock (Van Horne,1999: 335). Cost of
retained earning is the opportunity cost to the shareholders because when the
firm decides to retained the current earnings in the firm than shareholders give
up their cash dividends. Thus, in the absence of flotation cost of retained
earning and the cost of common stock k is same. The cost of new common
equity is the rate of return which is required by the stockholder. Due to
flotation cost, the cost of common stock is greater than the cost of retained
earning. The weighted average or composition of cost of capital is the
weighted average of the cost of several of capital weight in the proportion of

the sources in the capital structure.

Common Stock

Common stock is a security representing the residual ownership of a corporation.
It guarantees only the right to participate in sharing the earning of the firm if the
firm is profitable. Common shareholders usually have the additional right to vote
at stockholders meeting on issues affecting fundamental policies of the
corporation. Also, the shareholders have the right to select the members of their
board of directors, the right to inspect the firm’s books (only for the legitimate
purpose of evaluating the performance of management), and the right to obtain a
list of the names and address of other shareholders (Hampton, 1986: p. 38).
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Common equity in a corporation or partnership interests in an unincorporated firm
constitute the first source of funds to a new business and the base of support for
borrowing by existing firms. The nature of equity ownership depends on the form
of the business or organization. The central problems of such ownership revolve
around an apportionment of certain rights and responsibilities among those who
have provided the funds necessary for the operation of the business. The rights and
responsibilities attached to equity consist of positive considerations (income
potential control of the firm) and negative considerations (loss potential, legal
responsibility, and personal liability) (Weston and Copeland: 1998, p. 931).

Preferred Stock

Shares whose holders are the first to receive dividends from available profit are
preference shares. Preference shares are redeemed before ordinary shares when a
company is liquidated (Microsoft Encarta: 2006, p. 304).

Preference stock is a source of capital that is part of shareholders equity. It has
lower claim priority than the firm’s debt but a higher priority than its common
stock (Steven E. Bolten, Robert L. Com, 1981: p. 612).

Accountants classify preferred stock as equity and generaly list it in the equity
portion of the balance sheet under the title “Preferred stock” or “preferred equity”.
However in financial anaysis preferred is sometimes treated as debt and
sometimes as equity, depending on the type of analysis being made. If the analysis
is being made by a common stockholder’s then key consideration is the fact that
the preferred dividend is affixed charge, which must be paid ahead of common
stock dividends, so the common stock holder will view preferred stockholder’s to
the available income and if the firm fails, debt holder have prior clams to assets
when the firm is liquidated. Thus, to the bondholder preferred stock is similar
stock is similar to common equity. From management’s perspective preferred lies

between debt and common equity. Since the dividends on preferred stock are not a
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fixed charge in the sense that faillure to pay them represents default on an
obligation, preferred stock is safer to use than debt. On the other hand, if the firm
Is highly successful, then the common stockholders will not have to share that
success with the preferred stockholders, because preferred dividends are fixed. We
see then, that preferred has some characteristics of debt and some the
characteristics of common stock and it is entirely appropriate ( Brigham, 1998: p.
510).

Long Term Debt

If an existing obligation is not to be paid within one year or current operating
cycle (whichever is longer) or placed by another current liability, It is properly
classified as long term liability. The most frequently encouraged long term
liabilities are holds payable; long term notes payable, lease obligations, pension
obligations, differed taxes, other long term deferrals and occasionally contingent
liabilities.

The use of borrowed funds is known as the trading on equity. The customary
reason for using borrowed fund is the expectation of investing them in a capital
project that will provide areturn in excess of the cost of the acquired funds.
When additional funds are needed to expand the business or for current operations,
a corporation has the choice of issuing debt or equity securities. There are four
basic reasons why a company may wish to issue debt rather than equity securities.

» Bonds may be the only available source of funds.

» Debt financing has alower cost.

» Debt financing offers atax advantage.

» Thevoting privilege is not shared.

30



Retained earning
Retained earning is also called reinvested earnings. It isincreased in stockholders

equity due to profitable operation. It may be capital reserve, revenue reserve etc.

Dividend

Dividend, in corporation finance, a fund appropriated out of the profits of a
corporation and distributed among its stockholders; also the share of the fund
received by a stockholder. Dividends are usually declared periodically (quarterly,
semi-annually, or annually) by the directors of a corporation. The action of a board
of directors with respect to the declaration or non-declaration of dividends is
usually final and conclusive upon the stockholders and is subject to review by the

courts only in the event that the action is arbitrary or capricious.

Dividends are distributed on a proportional basis; the fractional share of: the total
dividend received by stockholders is equal to the proportional share of the stocks
owned by them. Holders of the preferred stock of a company generaly have a
prior right to the payment of dividends over holders of common stock, and if their
stock so provides, are paid at a fixed periodic rate. Preferred dividends may be
cumulative or non-cumulative. Cumulative dividends are those that, if not paid for
one or more periods, constitute charges on the profits of succeeding periods and
must be paid at a future date before dividends may be distributed on common
stock. Non-cumulative dividends, if omitted. Do not constitute charges on future
profits. ‘Dividends may take the form of additional shares of stock or of the right
to purchases stock for a fixed sum per share; such dividends are called stock

dividends and rights.

The term dividend is applied also to the assets of a bankrupt or insolvent business
that are distributed among its creditors during the course of its liquidation. The

term is used in insurance to signify the sum appropriated out of profits for
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distribution among policyholders whose policies so provide; such dividends may
be used to reduce the next premium (Microsoft Encarta 2006).

Dividend in the normal use of the word refers to that portion of retained earnings
that is paid to stockholders. Dividend policy refers to the policy or guidelines that
management uses in establishing the portion of retained earnings that is to be paid
in dividend (Bhalla 1983: P.167).

2.1.7 Determination of Capital Structure

There are some elements of capital structure for decision. Without the study of
these elements, the company cannot make appropriate capital structure and
analysis of leverage may be incomplete. So it is necessary to study about the

determinants of capital structure.

EBIT / EPS Analysis

In the study of leverage the EBIT-EPS, analysisis amust because it is a method of
financing under various assumptions of EBIT that should raise its capital position
in different situations. In that situation, they have to choose better capital source as
per the profitability of the company in the near future. To make balanced and
appropriate capital structure for better future, the company needs to select different
aternatives from different source in different proportion. The EBIT-EPS analysis
is one of the best ways by which, we can understand the exclusive use of equity
capital, debt capital, Preference capital a combination of different proportion and
so on. These are analytical instrument. which will be useful in planning the capital
structure and increasing earnings before interest and taxes with greater value of
EPS.

The main objective of any company is to maximize the market value of the firm as
well as shareholder's wealth position. Keeping thisin view, the EBIT-EPS analysis
should be considered logicaly at the stage of designing capital structure. The
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EBIT-EPS analyses short the impact of various financial aternatives on EPS at
various levels of EBIT. This method involves the comparison of alternative
method of financing under various assumptions as to EBIT. With these methods,

the financial manager can make an appropriate financial decision.

Cost of Capital

Cost of capital is generally used in the sense of overall cost of capital. This overall
cost of capital is comprised of the costs of various components of financing, i.e.,
the sources from which the capital has been raised. Each source has got own cost.

All these costs are combined to compute overall cost of capital of afirm.

Cost of capital is avery widely used term in the literature of finance. It is defined
as the minimum rate of return (or required rate of return), that a firm must earn on
its assets in order to 'maintain its market value and attract needed funds. It is the
rate of return at which the market value of a firm remains, unchanged. In capital
investment proposals, cost of capital is used as discounting rate or hurdle rate, or
cut-off rate that is applied to projects cash flow stream to determine whether the
project is worthwhile or not. One of the financial objectives of a firm is to earn
more than cost of capital. It isthe rate of return required by those who invest in the
firm (Saxena & Vashist, 2002: p.267).

Flexibility
Flexibility means the firm's ability to adopt its capital structure to the needs of
changing condition. The firm should keep flexible financial plan in order to

economize use of funds by substituting one from financing other.

The restrictive covenants are commonly included in long-term loan agreement and
debenture. The covenants in loan agreement may include restriction to distribute

cash dividend, to purchase assets or to raise additional external financial. The firm
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also is required to maintain a certain ratio, as debt equity ratio or current ratio at

certain ratio.

The firm having the discretion of refunding its debt and preference shares capital
can enjoy' considerable degree of flexible. The financia plan of the firm should be
flexible enough to change 'the composition of the capital structure as warranted by

the firm's operating strategy and needs.

2.1.8 General Concept of Profitability

The term 'Profit' is being used in several senses. According to Prof.. Knight,"
Perhaps no term or concept in economic discussion is used with a more
bewildering variety of well- established meaning that profit*. Some writers have
defined it as the percentage returns on investment of capital while others haves
called it the reward of ownership. some have referred to it as reward for risk-
taking, while others have called it as a reward for entrepreneurship’ There are still
others who have defined profit as the residual income which results after all tire
three factors of production have been paid off. To get an accurate meaning of
profit it appears necessary to, distinguish gross profit from net profit { Scth M.L.,
1998: P.438).

Profitability is a deviation of the term profit which explains ability to make a profit
Isaprimarily ameasuring rod of success of business enterprise. It is the basic, test
performance of any business simply stating. Profit is money excess of sale over
the money spent but the term "Profit" is very controversial and there are several

interpretations about it.

An economist will say that profit is the reward of entrepreneurship for risk taking.
A labour leader might say that it is a measure of how efficiently labour has

produced and that it provides a base for negotiating a wage increase. And investor
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will view it is a gauge of the return on hisher money. An internal revenue agent
might regard it as a base for determining income taxes. The accountant will define
it simply as the excess of firm's revenue over expenditure of producing revenue in
given fiscal period (Lynch & Williamson. 1989: P.99).

The profit and ssmply the money gained from a sale, which is more than the
money spent. According to the dictionary of commerce, profit is termed as to
describe the surplus resulting after a defined trading period but must be regarded
as the first essential charge upon business' being a reward for engaging resources
in conditions of speculative risk for the satisfaction of consumer resources of
speculative risk for the satisfaction of consumer demand' It furnishes resources to
invest in future operations and consequently its absence must result in adeclinein

effective capital resources and ultimately competitive extinction of the business.

The term 'profit’ can be used in two senses. As a owner oriented concept it refer to
amount and share of national income which is paid to the owners of business, that
Is those who supply equity capital as variant is described as profitability. In other
word, profitability refers to situation where output exceeds input that is the value

created by the use of resources is more than the total of input resource.

In this regard, American ingtitute of Banking say's, "Under the free enterprise
system like USA, the interest of the nation as well as those of the individual
stockholders is supposed to be best served by vigorously seeking profit. But the
profit cannot be a sole objective of an enterprise and an enterprise should not be
evaluated just on the ground of the profit it earned. Neither bank nor the
community will be the best served it the banker unreasonably sacrifices safety
funds of the liquidity of bank in an effort to increase income" (American Institute
of Banking, 1972: P.i5).
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Every business firm has different types of goal. Profit maximization is the goal of
business. Profit is very important for business firm. It is equally important asfor is
water. To cover cost of staying in business such as replacement of machines,
furniture, obsolescence of machines, market or technica risks etc. Profit is
essential in the sense to the self-financing principal. It provides structure and helps
to minimize cost of capital. Profit of business is attraction for investors. So
investors would invest their money where there is adequate profit. Hence profit is
required to ensure and satisfy the entire expectation of management, shareholders,

investors, employees and nation as whole

Traditional Approach towards Pr ofit

"Profit is the measurement of the business firm's overall performance. A business
firm can claim it to be successful if it can maintain maximum profit to justify the
worth of return on investment. This helps business firm to save from shortage of
funds and provide best opportunities to undertake the expansion of assets to
enlarge business' (Shrestha. | 980: P.33-24).

Profit maximization is the traditional approach of business environment and
economic theory on the ground of profit for firm. In the economic theory, one of
the assumptions is profit maximization. It always assumes that a firm sets a target
to maximize the profit and is discretionary behavior of the firm, so in the

managerial economics, to maximize profit is the central belief.

The promise of profit provides a strong incentive to owners and manager to act
efficiently. Therefore, it is common in economic theory to hypothesis that the
criteria for evaluating the action of the firm are profit maximization. The basic
incentives for business are to produce goods and services. The profit in this sense
Is revenue that remains after deducting both explicit and implicit costs, including

nomina profit considered of the entrepreneur's services. "Profit is essential for
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every enterprise to survive in the long run as well as to maintain capital adequacy
through retained earnings. It is aso necessary to accept market for both and equity
to provide funds for increased assistance to the productive sector" (Robinson.
1951: p.21-22).

Modern Approach towards Profit

Business environment is totally different from past to today. In past time one of
main objectives of firm was profit maximization. But today sales maximization is
the main objective of the firm. So that firm's objective may be to maximize its

growth rate or satisfaction shareholders wealth maximization.

Today every business firms finance by equity owners, creditors. Professional
management is related to customer, employee, government and society concerned
with firm. Besides other objectives of business firm, wealth maximization of
shareholders' is normal objective of firm or otherwise a firm should set a standard

for reasonable profit.

There are threats given to profit maximization and the economists to the
profitability concept of firm give so many alternatives. Though there are denials
towards profitability Maximization model of a firm. Economists still do not have
unified views to cover the alternative model when markets are perfect competitive,
Monopolistic or oligopolistic form. Therefore, the profitability model is still in the
existence. A business firm dtill prefers to maximize profit as far as possible.
"Business has multiple goals and the needs of survival, goodwill, security and both
commonly call for some sacrifice of short term profits. Most business does,
However, rate profitability consistently high among their term objectives and it
could be argued short term goal such as security and growth rate subordinate to

long term profitability."
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2.2 Review of Related Journalsand Articles

Raheman, Zulfigar and Mustafa (2007), in their article, “Capital Structure and
Profitability: Case of Islamabad Stock Exchange”, have stated that firstly there is
negative relationship between the long term debt and profitability verifying first
hypothesis, which means that firms with having more long term debt are less
profitable. This can be attributed to the interest cost bear by the company for a
long term debt financing, which increase the fixed costs of the product and
resultantly decrease the profitability. Secondly numeric verifications and statistical
analysis shows negative relationship between net operating profitability and debt
ratio.

Thirdly the relationship of profitability with percentage of equity in the total
financing has direct relationship meaning thereby more equity leads to more
profits. Fourthly size with profitability numerical calculations have accepted that
with the increase in size of the firm the profitability increases. The study has taken
the N-log of sales as proxy for growth in size and the increase in sales result in

more profits.

Hutchison and Cox (2010), in their article, “The Causal Relationship Between
Bank Capital and Profitability”, have demonstrated that for banks in the U.S. there
IS a positive relationship between financial leverage and the return on equity for
both the 1996-2002 and the 2003-2009 periods. Furthermore, the proportionality
of financial leverage to return on equity appears to have been more or less
maintained between the later more regulated time period as opposed to the earlier

freer period.

Moreover, when viewing the return on assets relationship a similar pattern as the
return on equity to capital relationship is observed. That is, ROA is inversely

related to financial leverage. Again, there seems to be a dearth of evidence to
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sustain the notion that the 1996-2002 period is different than the 2003-2009
period. Bank performance has been robust to the regulatory environment that they

have faced.

2.3 Review of Previous Thesis

Giri (2006) had conducted a thesis on "Capital Structure Management of Listed
Joint Venture Commercia Banks' He studied on two joint venture commercial
banks. they are Standard chartered Bank Nepa Limited (SCBNL) and Nepal
Bangladesh Bank Limited (NBBL). He found that JVBs have lack of theoretical
and practical knowledge with regarding to capital structure theories. Nepalese
investors are not attracted by the theories' JVBs in Nepal have concentrated their
business with big businessman and industrialists. Their clients are mostly big
manufacture; carpet and garment exporters, multinational companies, Large scale
of industries, NGOs as well as INGOs, travel agencies. Cargo agencies, Housing
companies etc. Therefore, the JVBs are suggested to open their doors to the small
depositors and entrepreneurs also. The capital structure of selected banksis highly
levered. The proportion of debt and equity capital should be decided keeping in
mind the efforts of tax advantage and financial distress. The banks, when they are
in difficult to pay interest and principal, ultimately lead to liquidation or
bankruptcy. For such, the banks should reduce the high use of debt capital. Return
ratios like; return on total assets and return on shareholder's equity are not
satisfactory in NBBL. SCBNL seems very good performing than NBBL in case of
ROE. The savings from rural communities are neglected by.JVBs, without which
they can't contribute much to the economic development of the country. So, JVBs
recommended being cooperative and should expand the branches by covering all
the five development regions of the country including rural areas to achieve
geographically balanced approach. 'JVBs are basically not concentrated to

mobilize their deposit fundsin productive areas.
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Nepalese shareholders are very much concerned about the payment of cash
dividend by the joint venture banks rather than their financial statement. He has
suggested paying cash dividend consistently. He also has suggested expanding
branches and asserts, ratio ultimately affect the banks capital structure and
expected to increase the profitability more than the present. Last but not the least;
the banks have to enhance effectiveness, efficiency and proper coordination of its
departmental tasks by continuously reviewing its structural design in accordance

with the need of the changing time and situation.

Kansakar (2007), in his study, “Capital Sructure of Joint Venture Banks of
Nepal”, has the main objective to analyze, examine and interpret the capital
structure of selected three Joint Venture Banks. The specific objectives of the
study are;

To examine the solvency position of joint venture banks under study

To evaluate the effect of capital structure on profitability of Joint venture

banks under study

To analyze the capital structure of sample banks

To analyze the comparative capital structure of selected JVBs

The mgjor findings of the study are;

All JVBs has used high percentage of total debt in raising the assets and
finance its activities. There is the highest ratio of the outsiders™ claim in total
assets than that of the owners claim. The implication of higher outsiders™
fund is computed as debt ratio analysis. In an average the highest debt ratio
belongs to Standard Chartered Bank of 93.29% which means that it is
exposed to the greatest financial risk.

All the JVBs under study show the highest portion of debt in their capital
structure. So they constantly face the burden of huge interest payments. The
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analysis shows that Standard Chartered Bank has the highest interest
coverage ratio of 3.04 times on an average which indicates that it has been
successful in generating sufficient income though the utilization of leverage.
The lowest belongs to Himalayan bank of 1.71 times.
The ROA computed for the selected banks depicts the exact utilization of
assets made by them. In comparison to all the other banks, Standard
Chartered bank has the highest ROA which means that it is successful in the
utilization of assetsto generate more efficiency.
The results obtained through ROE calculation of all the selected JVBs shows
the positive reflection of their efficiency of providing satisfactory returns to
their shareholders. Standard Chartered bank has the highest ROE of 36.76%
which means its capacity to utilize the shareholder's equity in an efficient
way. All other remaining bank also shows the satisfactory result though the
lowest ROE belongs to Himalayan Bank.
Bindy shrestha (2007), has studied “capital structure”. In this studied she has
found that BNL has no long term debt and is trying to be equity based company.
The company is regularly paying interest payment for short term loans. Also she
has found that the net profit margin shows that the earning available for BNL is
not fixed. Due to the decreasing turnover ratio, the company is not using its assets
efficiently, its assets amount being more than 100% of the equity amount. From all
the relationship calculation, ROE seems to fluctuating. So shareholders return
from their investment is not fixed. Sales of BNL specialy depend upon cold
drinks, which are mostly useful in the summer season, so the sales will be greatly
decreased in the winter season. She suggested that if BNL will introduce new
product for winter season as well as summer season, it would able to increase its
sales volume. For this proposal, BNL need more capital, which can be fulfilled by
the long-term debt for assets financing. If this proposal will success than EPS will

increase with increasing rate of EBIT.
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G.B. Tamang(2008) has done comparative study about two hotel Yak and Y eti
and soltee, which is entitled A impact of capital structure on profitability.He found
that profit is one of the measurement of successful firm in planning its most
optimum capital structure to provide maximum return to its shareholders and to
increase the value of the firm. The specific objectives are:

To find out the capital structure of sample companies.

To measure the relationship between debt equity capital.

To examine the relationship of leverage with different financia ratios.

The mgjor findings of the study are:
Debt equity ratio in terms of long terms debt and shareholders equity, both
hotels D/E ratios are not higher according to the standard ratios which
constitute 1:1.
Yak and Yeti is trying to be levered company which has practice of
increasing the D/E ratio approximately 27% every year.
Calculating the correlation co-efficient, he found that Soaltee has negative
correlation co- efficient and there is safety to lenders last years, which is
indicated by increasing D/E ratio.
Hotel Soltee does not have in EBIT are not able to bring change in EPS.
Both hotels have once higher profit margin but it is impossible to get high
profit margin every time. So they should try to increase assets turnover and
redeem the amount of total debt, otherwise such debt would be a burden in
terms of paying fixed interest of paying fixed interest while hotels are not
getting high profit.

Simkhada (2009), in his study, “Capital Sructure of Nepalese Enterprises”, has

the main objective of the study is to analyze the behavior of the capital structure of
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the selected manufacturing companies of Nepal. The other specific objectives of
the study are;

To find out the capital structure of the sample companies.

To measure the relationship between debt and equity capital.

To examine the relationship of leverage with different financial ratios.

The mgjor findings of the study are;
Average debt to total assets ratio of UNL is 51.33%, NLOL is 66.33% and
DNPL is 74%. 74% ratio of DNPL indicated that 74% of the assets have been
acquired by creditor® fund and the contribution of shareholder”s was only
26%.
Generally, 70% long term to total debt is preferable but both NLOL and
DNPL have ailmost 37% average ratio shows unsatisfactory condition. Since
NLOL has not employed long term debt for few years and UNL has not used
it in whole sampled years, they are unlevered firms.
DNPL has greatest interest-coverage ratio, which is 2.46 times. In the last
three years of time, there is not interest charged by NLOL because they have
not employed long-term debt. UNL has also zero interest charged, asit is also
unlevered firm. But DNPL has good debt service capacity in spite of high
burden of interest.
The ROSE indicated that NLOL has least ratio, i.e. 13.33% , and the ROSE
in UNL is highest, i.e. 29.83%. The shareholders of DNPL have the higher
risk although earning of DNPL “s shareholders is lower, i.e. 26.33%.

2.4 Research Gap

This study is different from the above studies. The study revolves around the
banking industry and the names of the selected banks are Machhapuchhare Bank
Ltd and Bank of Kathmandu Limited. So far, above studies were concerned only
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with the capital structure and profitability analysis of various banks in a
comparative way. But there was no detailed analytical study on Machhapuchchhre
Bank Limited (MBL) and Bank of Kathmandu Limited (BOKL). This study is
only concerned with to fill the gap of above and provide the rea condition of
capital structure, profitability, cost of equity and cost of debt etc. of this bank with
the help of various financial and statistical tools. This study has been conducted
considering the data of five year from 2005/06 to 2009/10. This study attempts to
analyze and evaluate the relationship of capital structure and various variables e.g.
Profitability cost of equity and so on that will provide useful information for
policy makers and the implementation of suggested findings.



CHAPTER - 111
RESEARCH METHODOL OGY

In this section, the methodology used for conducting the research has been
explained. This section consists of research design, nature and sources of data,
population and sample, data collection, statistical tools, financia tools, capital

structure ratio, profitability analysis and expenses analysis.

3.1 Resear ch Design

Research design is the plan, structure and strategy of investigation conceived so as
to obtain and control variance. The study is evaluative and analytical type of study
regarding the capital structure and profitability’ the research design used in the
study is descriptive and evaluative. The data relative to topics are collected though
financial statement of the bank and other available sources.' The data for six years
had been collected and various financial and statistical tools had been used to

resolve the objectives.

3.2 Nature and Sources of Data

Generally, this study is based on secondary data. They are collected from Annual
report of the concerned bank; supporting data and information are collected from
the office of the concerned bank and another institution. Documents, books, other
published or unpublished material, thesis, newspapers are the important data and
informal quires, with the authorities of the concerned firm is primary source in
nature.

3.3 Population and Sample
Nowadays a number of commercial banks have been emerging rapidly. Some have
already been established and others are in the process of establishment. Currently,
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there are 31 commercia banks in Nepal. In this study, all the commercial banks
are population of the study. Among them Machhapuchhare Bank Limited and
Bank of Kathmandu has been selected as samples for the present study on the
basis of good financial performance. The population of the present study is listed

as under, the commercia banks operating in the banking industry of Nepal.

3.4 Data Collection

Almost secondary data has been taken in this study. The data needed are collected
from balance sheet, Profit and loss account, other related books of account of the
concerned Bank, stock exchange board and Nepal Rastra Bank. The primary data
has been taken from interviews, observations and direct meeting with concerned

persons.

3.5 Toolsand Techniques Employed
As mentioned earlier' this study is confined to the single analysis of capital
structure profitability of the private commercial bank. To reach the objectives, the

collected data are computed and analyzed using statistical and financial tools.

3.5.1 Statistical Tools
For supporting the study, statistical tool such as Mean, Standard deviation,
Coefficient of Variation, Correlation, Trend Analysis have been used under it.

a. Arithmetic Mean (Average)

Average is statistical constants which enables us to comprehend in a single effort
the significance of the whole. It represents the entire data by a single value. It
provides the gist and gives the bird’s eye view of the huge mass of unwieldy

numerical data. It is calculated as;

I\/Iean(_) :}—_}

N
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Where,
%= Arithmetic Mean
N = Number of Observations
Y X= Sum of Observations

b. Standard Deviation (S.D.)

The standard deviation is the square root of man squared deviations form the
Arithmetic mean and denoted by S.D. or o. It is used as absolute measure of
Dispersion or variability. It is calcul ated:

$.D.(0)= =

N . N

Where,

o = Standard Deviation

gl

—= Sum of Squares of Observation

| s

[ \-x}h = Sum of Square of Mean

c. Coefficient of Variation (CV)
Co-efficient of variance is the relative measure of dispersion comparable across
distribution, which is defined as the ratio of the standard deviation to the mean

expressin percent (Levin and Rubin; 1994. 144).

Co-efficient of variance denotes by C.V. isgiven by:

S.0 i
X 100 =

CV.= x 100

A

Mean

d. Correlation Coefficient (r)
Correlation analysis in the statistical tools generaly used to describe the degree

which our variable is related to another. This tools is used for measuring the
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intensity or the magnitude of linear relationship between two variable X and Y is

usually denoted by ‘r’ can be obtained as:
NYXY— XX2Y

=

YyNEXZ— (XX yNXZY2- (QY)?
Where,
N = no of observation in series X and Y
2. X = Sum of observationin series X
2 Y = Sum of observation in series'Y
¥ X* = Sum of square observation in series X
¥ ¥ = Sum of square observation in series Y

Y. XY = Sum of the product of observation in series X and Y

e. Coefficient of Determination (r?)

It explains the variation percent derived in dependent variable due to the any one
specified variable; it denotes the fact that the independent variable is good
predictor of the behaviour of the dependent variable. It is square of correlation

coefficient.

f. ProbableError of Correlation
The probable error of the co-coefficient of correlation helps in interpreting its

value; it is obtained the following formula.

I— ré
P.E.= 0.6745 —
V1

It isused in interpretation whether calculated value of ‘r’ is significant or not.

1. If r<P.E. itisinsignificant. So, perhaps there is no evidence of correlation.
2. If r>P.E, itissignificant.

3. Inother cases nothing can be concluded.
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g. Trend Analysis
Trend analysis is very useful and commonly applied tool to forecast future event
in quantitative term on the basis of tendencies in the dependent variable in the past

period. The linear trend values from a series in arithmetic progression.

Mathematically,
Y =a+bX

Where,
Y = Value of dependent variable
a=Y- intercept
b = dope of trend line
X = value of the dependent variablei. e. time

Normal equation of the above are
2Y=Na+ XX

ZXY=aXX+ ZX*

3.5.2 Financial Tools
1. Capital Structure Analysis
Fixed deposit analysis
Fixed deposit composition and index statement
Fixed deposit to total assets
Fixed deposit to total debt

2. Shareholders Equity Analysis
Shareholders composition' and index statement

Net worth as percentage of total liabilities
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3. Analysis of Financial Mix

The financia analysis mix is performing by using ratio analysis. It is a powerful
tool of financial analysis. Ratio analysis is assess enterprise efficiency and to help
to find reason for inefficiency and also to see management ration.

Ratios reflect symptoms not causes. It is used to interpret the financial statement
so that the strengths and weakness of a firm as well as its historical performance
and current condition can be determined.

4. Capital Structure Ratio
‘The ratio indicates the proposition of debt and equity in financing the firm's
assets. It is concerned with long term debt solvency of a firm. Capital structure
ratios are calculated to measure the financia risk and firm's ability of using the
debt for the benefit of the shareholders. The capital structure ratios are as follows:

Fixed deposit to net worth

Debt to net worth

Fixed deposit to capital employed

Debt to total assets adequacy

Debt competence ratio

Capital structure & capitalization rate

5. Profitability Analysis
This is performed by analyzing earning capacity of the assets, expenses analysis,
return ratio, market related profitability ratios to arrive at the conclusion.
Profitability analysis would be incomplete if these above aspects are not taken into
considerations.

Earning capacity of assets analysis

Proportion of investment in assets

Income of assets as % of total income
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6. Profitability ratio to investment or Return Ratio
Return on total deposit
Return on total assets
Return on capital employed
Return of shareholders' equity
Earning per share
Dividend per share
Earning and dividend yield
Price earning ratio
Market value per share

Book value per share
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CHAPTER -1V
DATA PRESENTATION AND ANALYSIS

In this chapter effort has been made to analyze the capital structure of the MBL
and BOKL. For this, presentation of data of the organization and classification of
the data for analysis has been done. The data collected is to be presented for the
detail analysis by examining it in tables and graphs. This chapter proceeds with
financial analysis and tabulation and then with statistical analysis. The financial
analysis is done through presentation of data and calculating various financial
ratios that reflect the relationship of variables affecting capital structure. The
major variable and the variable affecting capital structure used for analysis are
long term debt, total debt, equity capital, EBIT, interest, total assets, net worth,
current liabilities and current assets. Other related variable are also used when they

are felt necessary.

4.1 Financial Analysis

4.1.1 Analysis of Shareholders Equity

Paid up capital, reserve and funds are included in the shareholders equity of the
bank. The reserve and funds include accumulated profit/ loss, genera reserve,
capital reserve, share premium, exchange gain loss, proposed bonus share and
other reserve. The researcher had taken shareholders equity composition and net

worth per share.
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Table4.1
Composition of Shareholders Equity of MBL

Y ear 2005/06 2006/07 2007/08 2008/09 2009/10
Paidup | 715000000 821651300 901339300 | 1479269600 | 1627169560
Capital
Reserve | 216091357 | 185640616 262007958 220829496 146314335

and Funds
Total SHS | 931091357 | 1007291916 | 1163347258 | 1700099096 | 1773483895

Equity

No. of 7150000 8216513 8216513 14792696 16271965
Shares

Net worth 130.22 121.74 141.59 114.93 10.9
per share

Source: Annual Reports of MBL (2005/06 to 2009/10)

Paid up capital of MBL was increased every year from 715000000 in 2005/06 to
1627169560 in 2009/10. So on the reserve and finds was in fluctuating trends.
The total shareholders equity is in increasing trend. But the net worth per share is

in fluctuating trend.

Table4.2
Composition of Shareholders Equity of BOKL

Y ear 2005/06 2006/07 2007/08 2008/09 2009/10

Paidup | 463580900 | 603141300 | 603141300 | 844397900 | 1359480700
Capital

Reserve | 376152981 | 390133544 | 738932488 | 897192263 | 714049039
and Funds

Total SHS

Equity 839733881 | 993274844 | 1342073788 | 1741590163 | 2073529739
No. of 4635809 6031413 6031413 8443979 11821571

Shares

Net Worth

per Share 181.14 164.68 222.51 206.25 175.40

Source: Annual Reports of BOKL (2005/06 to 2009/10)
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Similarly the paid up capital of the BOKL is in increasing trends but reserve and
funds is in fluctuating trends. So on total shareholders equity is in increasing

trends. But, the trend of the net worth per shareisin fluctuating trends.

4.1.2 Leverage Ratio or Capital Structureratio

Leverage ratio is aso known as capital structure ratio. The capital structure ratio
judges the long term financial position of the firm. This ratio indicates funds
provided by owner and lenders. As the general rule there should be an appropriate
mix of debt and owner’s equity while financing the firm’s assets. Leverage ratios
have a number of implications. First, is between the debt and shareholders’ equity.
The company has legal obligation to pay the interest to debtors. Second,

shareholders have advantages in employment of debt in two ways.

4.1.2.1 Debt to Equity Ratio

The relationship between lender’s contributions is shown by equity ratio and it
reflects the relative claims of creditors and shareholders against the assets of the
company. Thisratio is calculated by dividing total debt by net worth.

The debt-to-equity ratio (D/E) is afinancial ratio indicating the relative proportion
of shareholders' equity and long term debt used to finance a company's assets. The
two components are often taken from the firm's balance sheet or statement of

financial position.



Table4.3

Debt to Equity Ratio

(Rs. In Thousand)

Bank MBL BOKL

Vear Total Net Ratio Total Net Ratio
Debt Worth (times) Debt Worth (times)

2005/06 | 8138739 | 931091 8.74 11438596 | 839733 13.62
2006/07 | 9810066 | 1007291 9.74 13588142 | 993253 13.68
2007/08 | 11635202 | 1163347 10.00 16379876 | 1342049 12.21
2008/09 | 15790584 | 1700099 9.29 18754435 | 1741570 10.77
2009/10 | 18905280 | 1773483 10.66 21322688 | 2073503 10.28
Mean 9.69 12.11

S.D. 0.55 1.57
C.V. 5.71 12.99

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |

The above table shows the total debt to shareholders equity ratio of MBL and
BOKL of the study period. The table enlightens that the usage of debt amount in
MBL isin increasing trend during the study period, which means that the bank is
depending more on outside fund in each fiscal year in financing the total assets.
The long term debt of the bank has increased from Rs. 8138739 thousands in the
fiscal year 2005/06 to Rs. 18905280 thousands in the fiscal year 2009/10.
Similarly, the shareholders’ equity of MBL has ranged from Rs. 931091 in the
fiscal year 2005/06 to Rs. 1773483 thousands in the fiscal year 2009/10. With
regard to the trend of both these variables, the debt equity ratio of the bank has
increased during the study fiscal years and thus has ranged from 8.74 times in the
fiscal year 2005/06 to 10.66 times in the fiscal year 2009/10. The debt equity ratio
clarifies that in each fiscal year the usage of total debt is greater than the usage of
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equity capital. Nonetheless, in average the debt equity ratio of the bank is 9.69

times and the variation in the ratio is 5.71%, indicating quite consistency.

So on in BOKL, it has been observed that the bank has increasing its total debt
during the study period; it is ranged form 11438596 thousands to 21322688
thousands in the fiscal year 2005/06 to 2009/10 respectively. However, it is
obtrusive in the increase in equity capital of the bank. The adoption of aggressive
policy in financing the total assets has resulted the debt equity ratio of the bank
above 10 times. In highest, the debt equity ratio is 13.68 times in the fiscal year
2006/07 and in lowest, the debt equity ratio of BOKL is 10.28 times in the fiscal
year 2009/10. In average, the debt equity ratio of the bank is 12.11 times, and the

coefficient of variation is 12.99%.

Comparing the banks on the basis of the debt equity ratio, it can be assumed that
BOKL is more risk taker than MBL. Since, the debt equity ratio of BOKL is
greater than that of MBL, and as a result the capital structure of BOKL is more
dominated by the debt capital percentage thanin MBL.

Figure4.l
Debt to Equity Ratio
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4.1.2.2 Long Term Debt to Total Debt
Debt capital should be limited up to alevel, which the earning capacity of the firm

can support. Otherwise, the company has to sell its assets and be forced to go into

liquidation. The ratio of long term debt to total debt indicates what percentage of

company’s total debts is included in the form of long term debt.

Table4.4
Long Term Debt to Total Debt Ratio

(Rs. In Thousand)

Bank MBL BOKL
Vear Long Term Total Ratio | LongTerm Total Ratio
Debt Debt (%) Debt Debt (%)
2005/06 | 131,675 8138739 | 1.62 753,180 11438596 | 6.58
2006/07 | 228,504 9810066 | 2.33 930,000 13588142 | 6.84
2007/08 88,508 11635202 | 0.76 300,000 16379876 | 1.83
2008/09 - 15790584 | 0.00 300,000 18754435 | 1.60
2009/10 | 150,000 18905280 | 0.79 500,000 21322688 | 2.34
Mean 1.10 3.84
S.D. 1.01 2.64
C.V. 92.10 68.69

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |

The above table shows the long term debt to total debt ratio of the selected banks
over the study period. The ratio in the table emblazons that both bank has the

practice of borrowing long term debt extremely very lower than the short term

debt to meet the fund requirement. The ratio of long term debt to total debt of

MBL isin fluctuating trend during the study period. In average, long term debt has
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only met 1.10% of the total debt finance of the bank, and other 98.90% of the debt
has been covered by short term debt.

Similarly, the ratio of long term debt to total debt of BOKL has also is in
fluctuating trend, it is ranged from 1.60% in the fiscal year to 2008/09 to 6.84 in
the fiscal year 2006/07. In average, BOKL has met 3.84% of the total debt fund
financing through long term debt, and 96.16% of the total debt through short term
debt.

On the basis of the long term debt to total debt, it has been ascertained that MBL is
more risk taking than BOKL, since the usage of short term debt in total debt is
higher in MBL, and thus ultimately the short term debt carries higher risk than

long term debt.
Figure4.2
Long Term Debt to Total Debt Ratio
B
7
&
o
4 —— WIBL
3 ——BOKL

2005/06 2006/07 2007 /08 2008/09 2009710

4.1.2.3 Debt Ratio

Debt Ratio is a financia ratio that indicates the percentage of a company's assets
that are provided via debt. It is the ratio of total debt (the sum of current liabilities
and long-term liabilities) and total assets (the sum of current assets, fixed assets,
and other assets such as ‘goodwill’).
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Table4.5

Debt Ratio
(Rs. In Thousand)

Bank MBL BOKL

Year [otal Debt [otal Assets Ratio (%) Iotal Debt [otal Assets Ratio (%)
2005/06 | 8138739 | 9069830 89.73 | 11438596 | 12278329 | 93.16
2006/07 | 9810066 | 10810330 | 90.75 |13588142 | 14581395 93.19
2007/08 | 11635202 | 12798548 | 90.91 | 16379876 | 17721925 | 92.43
2008/09 | 15790584 | 17490782 | 90.28 | 18754435 | 20496005 | 91.50
2009/10 | 18905280 | 20678790 | 91.42 | 21322688 | 23396191 | 91.14

Mean 90.62 92.28

S.D. 0.64 0.94

C.V. 0.71 1.02

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |

Figure4.3
Debt Ratio
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The above table and figure shows the practice of debt financing of MBL and
BOKL during the study period. The practice of financing the total assets through
debt capital hasincreased in the first two fiscal year and then decrease for one year
and then again increases in final year in MBL. In average, 90.62% of the total
assets of the bank have been financed through total debt, indicating greater risk
taking attitude of the bank, and the variation in the ratio is just 0.71%, indicating
high stability.

Similarly, in BOKL, the debt capital to total assets ratio is in fluctuating trends
through out the study period. It has ranged 91.14 in the fiscal year 2009/10 to
93.19% in the fiscal year 2006/07. In average, 92.28% of the total assets of BOKL
have been financed through debt capital with the variation of 1.02% in the ratio.

Eventualy, it has been derived from the analysis that the total assets of each bank
bears greater risk. More specifically, the total assets of BOKL is slightly risky than
that of MBL, since the debt coverage is dightly greater in BOKL thanin MBL.

4.1.3 Analysis of Financial mix of the Bank
Using ratio analysis as financial tools for analyzing financial mix of bank, data

available from bank was "Annua Report."

4.1.3.1 Debt to Equity Ratioin Term of Fixed Deposit to Net Worth

It shows the relationship between borrowed funds and owner's capital. This ratio
reflects the relative claims of creditors and shareholders against the assets of the
firm. This ratio measures the long-term financial viability of a firm and it is also
an important tool to appraise the financial structure. It can be calculated in
different ways:

Debt to Equity Ratio in Term of Fixed Deposit to Net Worth
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Fixed Deposit
Net worth

DER =

A higher ratio shows a large share of financing by the creditors relatively to
owners. So that, there is a large claims against the assets of the company. It would
be riskier to the creditors. Smaller ratio shows smaller claims of creditors which
imply sufficient safety margin and protection against shrink in assets. A high
proportion of debt in the financial structure would land to inflexibility in the
operation of the company because company must pay the interest still to the

company.

Table 4.6
DER in Term of Fixed Deposit to Net Worth of MBL and BOKL
(Rs. In Thousand)

Bank MBL BOKL
Y ear Fixed Net Worth [Ratio (%) Fixed Net Ratio
Deposit Deposit Worth (%)

2005/06 | 2604898 931091 279.77 2709753 839733 | 322.69

2006/07 | 2733359 1007291 | 271.36 3037170 993253 | 305.78

2007/08 | 2961140 1163347 254.54 3703175 | 1342049 | 275.93

2008/09 | 3681829 1700099 216.57 4474617 | 1741570 | 256.93

2009/10 | 6572089 1773483 370.58 6383581 | 2073503 | 307.86

Mean 278.56 293.84
SD. 28.03 26.71
C.V. 10.06 9.09

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Figure4.4
DER in Term of Fixed Deposit to Net Worth of MBL and BOKL
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The above table and figure shows DER in term of fixed deposit to net worth of the
selected banks. This ratio is used to determine whether fixed deposit financing is
sufficient to build up the profitability of the bank or not. The bank has more DER,
so that the worth isless than creditors.

DER of MBL in fiscal year 2009/10 was 370.58 % which was greater proportion
of fixed deposit over the study period. In fiscal year 2008/09 it was 216.57%,
which was the least proportion of fixed deposit to net worth. In on average the
fixed deposit to net worth ratio was 278.56% and the standard deviation and C.V.
was 28.03 and 10.06 respectively.

Similarly, in BOKL the ratio is in fluctuating trends. It is ranged from 256.93 in

the fiscal year 2008/09 to 322.69% in the fiscal year 2005/06. In an average the
fixed deposit to net worth ratio was 293.84% and the C.V. of theratio is 9.09.
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Every year both of the bank has 100% over claims of creditors than that of owners.
The banks are highly leveraged because their business depended on the deposit
rather net worth.

4.1.3.2 Debt to Total Capital Ratio (DCR)

This ratio indicates the relationship between creditors funds and owners capital. It
states that the outsider’s liabilities are related to the capitalization to the bank and
not only to the shareholders’ equity. These are calculated in this ways:

Fixed deposit

Fixed deposit to total capital ratio = :
Total capital employed

Where,
Total capital employed = Shareholders’ Equity +Fixed Deposit

Table4.7
Fixed Deposit to Total Capital Employed of MBL and BOKL
(Rs. In Thousand)

Bank MBL BOKL

Y ear Fixed Capital Ratio Fixed Capital Ratio
Deposit Employed (%) Deposit Employed | (%)

2005/06 | 2604898 3535989 73.67 | 2709753 3549486 | 76.34

2006/07 | 2733359 3740650 73.07 | 3037170 4030423 | 75.36

2007/08 | 2961140 4124487 71.79 | 3703175 5045224 | 73.40

2008/09 | 3681829 5381928 68.41 | 4474617 6216187 | 71.98

2009/10 | 6572089 8345572 78.75 | 6383581 8457084 | 75.48

Mean 73.14 74.51
SD. 2.35 1.78
C.V. 321 2.39

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Figure4.5
DCR in Term of Fixed Deposit to Total Capital Employed of MBL
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Table and figure shows DCR in term of fixed deposit to total capital employed of
MBL and BOKL. Thisratio constituted 73.67% in fiscal year 2005/06. This means
about 74% of permanent capital has contributed by fixed deposit, which indicates
more than the satisfactory level of long-term debt. This ratio was decreased up to
68.41 in the fiscal year 2008/09 and increased up to 78.75 in the fisca year
2009/10. On an average, fixed deposit to capital employed was 73.14%. Similarly,
the ratio is in fluctuating over the study period in BOKL. The ratio has decreased
for the first four year and then increased in the final year of the study period.

4.1.4 Analysis of Capital Sufficiency of the Bank

It is used in case of bank to assess the strengths of the capital, the sufficiency of
the capital. Appropriate capital sufficiency ratio always been a controversial issue
for the commercial banks, however very higher or lower capital sufficiency ratio is
considered to be unfavorable in term of lowered return or lowered solvency
respectively. Capital sufficiency is calculated as below:

Capital Fund

Capita sufficiency Ratio (CSR) =—/—————
® Y ( ) Total Deposit

64



Where, Capital fund = Paid up capital, general reserve and undistributed profit

Table4.8
Capital Sufficiency Ratio of MBL and BOKL
(Rs. In Thousand)

Bank MBL BOKL
Y ear Capital Total Deposit | Ratio | Capital Total Ratio
Fund (%) Fund Deposit (%)
2005/06 931091 7893297 11.80 | 839733 |10,485,359 | 8.01
2006/07 | 1007291 9475451 10.63 | 993253 |12,388,928 | 8.02

2007/08 | 1163347 11102242 10.48 | 1342049 (15,833,738 | 8.48

2008/09 | 1700099 15596790 10.90 |1741570 | 18,083,980 | 9.63

2009/10 | 1773483 18535917 957 |2073503 | 20,315,834 | 10.21

Mean 10.67 8.87
S.D. 0.59 1.00
C.V. 5.52 11.26
Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
Figure 4.6

Capital Sufficiency Ratio of MBL and BOKL
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The above table and figure shows capital sufficiency ratio of MBL and BOKL.
There is positive capital sufficiency ratio in all study period of both banks. The
capital sufficiency ratio was ranged between 9.57% in 2009/10 to 11.80% in
2005/06 of MBL whereas the ratio of BOKL is ranged from 8.01% in the fiscal
year 2005/06 to 10.21% in the fiscal year 2009/10. Capital sufficiency ratio is
fluctuating over the study period of MBL and isin increasing trend in BOKL. The
average ratio and C.V. of the ratio of MBL is 10.67% and 5.52 respectively.
Similarly, the average ratio and C. V. of BOKL is8.87% and 11.26% respectively.

4.1.5 Analysis Solvency Position of Banks

For the analysis of solvency position of the bank, it has been calculated interest
coverage ratio. It is one of the most conventional ratios, which measures the
relationship between what is normally available from operation of the bank and
claims of the outsiders. It is used to test bank’s debt servicing capacity. It is
calculated as below:

EBIT
Interest

Interest Coverage Ratio (ICR) =

The ratio is too high or too low as well as unfavorable to company. High ratio
implies that the bank is very conservative in using debt and low ratio implies that
the bank is using excessive debt and does not have the ability to offer assured

payment of interest to the creditors.
From the point of creditors the larger the coverage ratio the greater the ability of

the bank to handle fixed charges and guarantee of the payment of interest to the
creditors.
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Table 4.9
Interest Coverage Ratio of MBL and BOKL
(Rs. In Thousand)

Bank MBL BOKL

Year |EBIT |Interest |Ratio(Times) | EBIT |nterest |[Ratio (Times)
2005/06 |133996 | 288661 0.46 202439 | 308156 0.66
2006/07 | 76799 | 397721 0.19 262387 | 339181 0.77
2007/08 | 85016 | 407919 0.21 361496 417543 0.87
2008/09 123251 | 580036 0.21 461735 | 563113 0.82
2009/10 | 73312 |1144808 0.06 509263 | 902927 0.56
Mean 0.23 0.74
S.D. 0.13 0.12
C.V. 56.92 16.80

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |

Figure4.7
Interest Coverage Ratio of MBL and BOKL
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The table and figure shows the interest coverage ratio of MBL and BOKL. The
interest coverage ratios of MBL are 0.46, 0.19, 0.21, 0.21 and 0.06 times in the
fiscal year 2005/06, 2006/07, 2007/08, 2008/09 and 2009/10 respectively. The
ratio was not so consistent because it was fluctuated 0.46 times to 0.06 times. On
average the bank had 0.23 times interest coverage ratio, which could be considered

astight debt service capacity.

Similarly, the interest coverage ratio of BOKL aso in fluctuating trend, ranging
from 0.56 times in lowest in the fiscal year 2009/10 to 0.87 times in highest in the
fiscal year 2007/08. In average, the interest coverage ratio of the bank is 0.74

times with 16.80% variation.

Comparing the banks, it can be conclude that of the BOKL has greater capacity to
meet the interest expenses on long term debt then MBL to meet the interest

expenses.

4.1.6 Overall Capitalization Rate (K0)

The overall capitalization rate is calculated under net income approach, which
measures the financial degree of leverage of the bank. This approach assumes that
the cost of debt is less than cost of equity, if financia degree of leverage is
increased the weighted average cost of capital will decline as a result value of
bank will increase. The higher use of debt lowers the cost of increasein value. It is
calculated as follow:

EBIT

Overdll capitalization rate (Kg)) ———M
P (Ko) Vaueof Firm
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Table4.10
Overall Capitalization Rate of MBL and BOKL

(Rs. In Thousand)

Bank MBL BOKL
Y ear EBIT Total Value Ko EBIT Total Value Ko
of Bank of Bank
2005/06 133996 2629763 5.10 202439 3173334 | 6.38
2006/07 76799 3426549 2.24 262387 3640311 | 7.21
2007/08 85016 3634698 2.34 361496 4306316 | 8.39
2008/09 123251 4440410 2.78 461735 5319015| 8.68
2009/10 73312 5309025 1.38 509263 7743061 | 6.58
Mean 2.77 7.45
S.D. 1.40 1.05
C.V. 50.48 14.04

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Overall Capitalization Rate of MBL and BOK L
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The above table and figure shows overall capitalization rate of MBL and BOKL
which measures the financial degree of leverage of the bank. Overall capitalization
rate of the MBL is in decreasing trend over the study period. The highest
capitalization rate was 5.10% in 2005/06 and the lowest was 1.38 in 2009/10. On
an average 2.77% was recorded over the study period. So on, the capitalization
rate in the BOKL isin fluctuating trends. The ratios are increasing in the first four
years and then decreases in final year of the study period. The average ratio of the
BOKL is 7.45% which is higher then that of MBL.

4.1.7 Equity Capitalization Rate (K)

The net operating income approach is considered to find out and analyze the
equity capitalization rate of MBL. This approach implies that the total valuation of
the bank is unaffected by its capital structure. In this approach the equity
capitalization rate has to be analyzed. It is calculated as follow.

. T EPS
Equity capitalization rate (Kg) =
quity cap (Ke) MVPS
Table4.11
Equity Capitalization Rate of MBL and BOK L
Bank MBL BOKL
Y ear EPS MVPS Ke EPS MVPS Ke
2005/06 | 18.74 320 5.86 43.67 850.00 5.14
2006/07 9.02 620 1.45 43.50 1375.00 3.16
2007/08 | 10.35 1285 0.81 59.94 2350.00 2.55
2008/09 8.33 420 1.98 54.68 1825.00 3.00
2009/10 4.96 282 1.76 43.08 840.00 5.13
Mean 2.37 3.80
S.D. 2.27 1.24
C.V. 95.82 32.71

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Figure4.9
Equity Capitalization Rate of MBL and BOKL
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The above table and figure shows the equity capitalization rate of MBL and
BOKL over the study period. In MBL the ratio is in fluctuating trend over the
study period. There was highest cost of equity of 5.86% in fiscal year 2005/06 and
the lowest cost of equity of 0.81% in fiscal year 2007/08. It was because earning
per share was lower than market value per share. In an average the equity

capitalization of the bank was 2.37 percentages only.

So on the equity capitalization rate of the BOKL is also in fluctuating trend during
the study period. The equity capitalization rate of the BOKL is 5.14%, 3.16%,
2.55%, 3.00% and 5.13% in the fiscal year 2005/06, 2006/07, 2007/08, 2008/09
and 2009/10 respectively. In an average the capitalization ratio of the BOKL is
3.80%.

4.1.8 Profitability of Banks
Profit is the ultimate goal of every business organization. Without it the

organization cannot sustain in the long run. The bank should also need to
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accumulate profit to secure its position in the market and to meet the expectations
of the investors. Thus, the profitability position of the banks has been measured

using different financial tools.

4.1.8.1 Return on Total Deposit Ratio

Deposit collection and deposits are mobilized for loans and advances and other
investments are major financial sources of the ban to earn profit This ratio helps
the band either the ban is well efficient or not in mobilizing its total deposit so that
corrective action could be forward to the concerned bank. This ratio is calculated

as below:

Higher the ratio signifies better mobilization and utilization of deposits and vice
versa. The ratio is decreasing trend of ROD represents the weak aspect of a bank

because the major fluctuation of abank isto utilize the deposit.

Table4.12
Return on Total Deposit of MBL and BOK L
(Rs. In Thousand)

Bank MBL BOKL
Y ear Net Total_ Ratio (%) Net Income TOtaj. Ratio (%)
Income Deposit Deposit
2005/06 133994 7893297 1.70 202439 10485359 1.93
2006/07 76799 9475451 0.81 262387 12388928 2.12
2007/08 85016 11102242 0.77 361496 15833738 2.28
2008/09 123251 15596790 0.79 461735 18083980 2.55
2009/10 73312 18535917 0.40 509263 20315834 251
Mean 0.89 2.28
SD. 0.45 0.26
C.V. 50.98 11.50

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Figure4.10
Return on Total Deposit of MBL and BOKL
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The above table and figure shows analysis of return on total deposit of the MBL
and BOKL over the selected period. The ratios of the MBL are 1.70, 0.81, 0.77,
0.79 and 0.40 in the fiscal year 2005/06, 2006/07, 2007/08, 2008/09 and 2009/10
respectively. Return on total deposit of MBL is in decreasing trend over the study
period. The average return on total deposit ratio was recorded 0.89% over the
study period. The standard deviation and CV of the bank are 0.45 and 50.99
respectively.

Similarly, the table reveals that the net profit in comparison to total deposit of
BOKL has increased for the first four fiscal years and then it has decreased in the
last fiscal year. Thus, the return on deposit has ranged from 1.93% in the fiscal
year 2005/06 to 2.55% in the fiscal year 2008/09, while in the fiscal year 2009/10,
it is 2.51. In average, BOKL has earned 2.28% of the total deposit and the
variation in such earning percentage is 11.50%, indicating more consistency then
that of MBL.

Comparing the banks on the basis of return on deposit, it can be said undoubtedly
that BOKL possess greater efficiency than MBL in mobilizing the total deposit to
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achieve high net profit. Further, there is high security in return on total deposit of
BOKL than in that of MBL. Thus, the profitability position of MBL is just not

enough in comparison to that of BOKL.

4.1.8.2 Return on Total Assets (ROA)

Return on total assets explains the contribution of assets to generating net profit.
This ratio indicates efficiency towards of assets mobilization. In other words
return on total assets ratio is an overall profitability rate, which measures earning
power and overall operation efficiency of afirm. This ratio helps the management
in identifying the factors that have a bearing on overall performance of the firm.
The ratio explains net income for each unit of asset. Higher the ratio means

efficiency in utilizing its overall resources and vice versa. It is computed as

follow:
ROA = Net income
Total assets
Table4.13
Return on Total Assets of MBL and BOKL
(Rs. In Thousand)
Bank MBL BOKL
Y ear Net Total Ratio Net Total Ratio
Income Assets (%) Income Assets (%)
2005/06 133994 9069830 1.48 202439 12278329 | 1.65
2006/07 76799 10810330 0.71 262387 14581395 | 1.80
2007/08 85016 12798548 0.66 361496 17721925 | 2.04
2008/09 123251 17490782 0.70 461735 20496005 | 2.25
2009/10 73312 20678790 0.35 509263 23396191 | 2.18
Mean 0.78 1.98
S.D. 0.39 0.25
C.V. 50.20 12.83

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Figure4.11
Return on Assets of MBL and BOKL
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The above table and figure shows analysis of return on total deposit of the MBL
and BOKL over the selected study period. The ratios of the MBL are 1.48, 0.71,
0.66, 0.70 and 0.35 respectively. The highest return on total assets was 1.48% in
2005/06 and the lowest return on total assets was 0.35% in 2009/10 because at that
time net income was lower than the assets. The average ratio and CV of the bank
are 0.78 and 50.20 respectively.

So on, the return on total asset of BOKL isin increasing trend up to the fiscal year
2008/09 and decreased in final year. The ROA of BOKL isjust 1.65% in the fiscal
year 2005/06; however, it has been increased to 2.25% by the end of the fiscal
year 2008/09 and then decreased to 2.18 in the fiscal year 2009/10. In average, the
ROA of the bank is 1.98%, indicating generating of Rs. 1.98 net profit from Rs.
100 investment of total assets, and the coefficient of variation in the ratio is

12.83%, indicating quite consistency then MBL.
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Comparing the banks on the ground of ROA, it can be concluded that BOKL is
more efficient than MBL in effectively mobilizing the total assets, since the net
profit generation from mobilizing equal amount of total assetsis higher in BOKL
than in MBL. Thus, it can be inferred that the profitability management of BOKL
Is much robust than that of MBL.

4.1.8.3 Return on Capital Employed

This is another type of return on investment, which is similar to ROI. The term
“Capital employed” refers to the fund supply by creditor and owner of the firm.
The higher the ratio the more efficient is the use of capital employed. It is
computed as follow:

ROCE = | EBIT
Capital emplyed
Table4.14
Return on Capital Employed of MBL and BOKL
(Rs. In Thousand)
Bank MBL BOKL
Y ear Net Total Ratio Net Total Ratio
Income Capital (%) Income Capital (%)

Employed Employed

2005/06 133994 3535989 3.79 202439 3549486 5.70

2006/07 | 76799 3740650 205 | 262387 | 4030423 6.51

2007/08 85016 4124487 2.06 361496 5045224 7.17

2008/09 123251 5381928 2.29 461735 6216187 7.43

2009/10 73312 8345572 0.88 509263 8457084 6.02

Mean 2.21 6.57
S.D. 0.83 0.73
C.V. 37.69 11.15

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Figure4.12
Return on Capital Employed of MBL and BOKL
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The above table and figure shows the return on capital employed of MBL and
BOKL. Return on capital employed of MBL and BOKL is in fluctuating trend
over the study period. There was highest return on capital employed 3.79% in
2005/06 and the lowest return on capita employed was 0.88% in 2009/10 of
MBL. In 2009/10, the return on capital employed was lowest because of the
lowest income among the years. On an average the bank recorded 2.21% of
ROCE. So on, the return on capital employed of BOKL are 5.70%, 6.51%, 7.17%,
7.43% and 6.02% in the fiscal year 2005/06, 2006/07, 2007/08, 2008/09 and
2009/10 respectively. In an average the return on capital employed of BOKL is
6.57. The return of the BOKL is higher then that of MBL so BOKL is more
efficient to useits capital.

4.1.8.4 Return on Shareholders’ Equity (ROSE)

ROSE measures an available return for investor from their investment. According
to thisratio of profitability can be measured by net profit after taxes before interest
dividend by shareholders’ equity. This ratio is calculated by dividing net profit by
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common shareholders equity. This ratio measures the return on shareholders
investment in the bank. The higher ratio of return on equity is better for
shareholders. It builds trustworthiness to the customers as well as reputation of the
bank.

Net profit after tax
Shareholders equity

ROSE =

Table4.15
Return on Shareholders’ Equity of MBL and BOKL

(Rs. In Thousands)

Bank MBL BOKL

Year Net Income Total SHS | Ratio NetIncome Total SHS | Ratio
(%) (%)

2005/06 | 133994 931091 14.39 202439 839733 2411

2006/07 76799 1007291 7.62 262387 993253 26.42

2007/08 85016 1163347 7.31 361496 1342049 26.94

2008/09 | 123251 1700099 71.25 461735 1741570 26.51

2009/10 73312 1773483 4.13 509263 2073503 24.56

Mean 8.14 25.71
S.D. 3.50 1.28
C.V. 43.02 4.97

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |

Above table shows the return on shareholder equity of MBL. ROE of MBL was
found highly decreasing trend over the study period. The ratios of MBL in the
study period are 14.39%, 7.62%, 7.31%, 7.25% and 4.13% in the fiscal year
2005/06, 2006/07, 2007/08, 2008/09 and 2009/10 respectively. In average, the

bank has maintained 8.14% ROE in the last five consecutive fiscal years, which
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means that the bank has generated Rs. 8.14 net profit from Rs. 100 mobilization of

shareholders’ equity.

So on, in BOKL, the return on equity of the bank has followed fluctuating trend
during the study period. The ROE of BOKL has thus ranged from 24.11% in the
fiscal year 2005/06 to 26.94% in the fiscal year 2009/10. In average, the ROE of
the bank is 25.71%, indicating Rs. 25.71 net profit generated from Rs. 100
investment of equity capital.

Comparing the banks on the basis of ROE, it can be concluded that BOKL is more
efficient in mobilizing the equity capital, as aresult BOKL has earned more profit
from same rupees of investment of equity.

Figure4.13
Return on Shareholders’ Equity
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4.1.8.5 Earnings Per Share (EPS)
Earnings per share (EPS) are the earnings returned on the initial investment

amount. Earning per share refers the rupee amount earned per share of common
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stock outstanding. It measures the return of each equity shareholders. The higher

earning indicates the better achievements of the profitability of the banks by

mobilizing their funds and vice versa. It is computed as follow:

Earning Per Share =

Net Profit Available to Equity Shareholders

Number of Share Qutstanding

Table4.16
Earningsper Share
Bank MBL BOKL
Y ear EAC No of Ratio EAC No of Ratio
Shares (R9) Shares (R9)
2005/06 | 133991000 | 7150000 | 18.74 | 202445779 | 4635809 | 43.67
2006/07 | 74112947 | 8216513 | 9.02 | 262366466 | 6031413 | 43.5
2007/08 | 85040910 | 8216513 | 10.35 | 361522895 | 6031413 | 59.94
2008/09 | 123223158 | 14792696 | 8.33 | 461716772 | 8443979 | 54.68
2009/10 | 80708946 | 16271965 | 4.96 | 509273279 | 11821571 | 43.08
Mean 10.28 48.97
S.D. 4.83 7.84
C.V. 46.95 16.00

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix |
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Figure4.14
Earningsper Share
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The above table and figure shows the trend of EPS of the selected banks. The EPS
of MBL is in decreasing trend during the study period. The ratios are Rs. 18.74,
Rs. 9.02, Rs. 10.35, Rs. 8.33 and Rs. 4.96 in the fiscal year 2005/06, 2006/07,
2007/08, 2008/09 and 2009/10 respectively. In average, MBL has earned Rs.
10.28 per share. Also, the C.V. on EPSis 46.95.

However, the EPS in BOKL isfound in fluctuating trend during the study period,
I.e. Rs. 43.67, Rs. 43.5, Rs.59.94, Rs. 54.68 and Rs. 43.08 in the fiscal year
2005/06, 2006/07, 2007/08, 2008/09 and 2009/10 respectively. In average, BOKL
has earned Rs. 48.97 per share and the coefficient of variation on such EPS is
16.00%.

Higher average ratio indicates that BOKL is able to earn more profit per share to
the common shareholders than that of MBL, EPS has been criticizes as the
measure of profitability, because it does not considered the amount of asset of

capital required to generate that level of earning.
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4.1.8.6 Dividend Per Share (DPS)

Dividend implies that portion of Net Profit, which is allocated to the shareholders
as return on their investments on cash. The net profit after taxes belongs to
shareholders. But the income, which they really receive, is the amount of earning
distributed as cash dividends. The earning per share implies what the owner are
theoretically entitled to get form the company while dividend per share is that
portion of earning which is alocated to shareholders divided by total number of
share outstanding. Thus, DPS is computed by dividing the total amount of
dividend paid by the number of share outstanding.

Table4.17
Dividend Per Share

Bank MBL BOKL
Y ear Earning No of Ratio Earning No of Ratio
PaidtoSH | Shares (%) Paid to SH Shares (%)
2005/06 | 114185500 | 7150000 | 15.97 83444562 | 4635809 18
2006/07 0 8216513 0 120628260 | 6031413 20
2007/08 | 8627338.7 | 8216513 | 1.05 12726281 | 6031413 | 2.11
2008/09 0 14792696 0 62232125 | 8443979 | 7.37
2009/10 0 16271965 0 177323565 | 11821571 | 15
Mean 3.40 12.50
S.D. 7.83 7.53
C.V. 229.90 60.29

Source: Annual Reports of MBL & BOKL (2005/06 to 2009/10) & Appendix 1

The above table shows the dividend paid by the MBL and BOKL over the period.
Over the study period MBL has paid dividend only in fiscal year 2005/06 and

82



2007/08. The ratio is in fluctuating trend it indicates that MBL is not able to pay
dividend year by year.

But BOKL has paid Rs. 18, Rs. 20, Rs. 2.11, Rs. 7.37 and Rs. 15 as dividend in
the fiscal year 2005/06, 2006/07, 2007/08, 2008/09 and 2009/10 respectively. The
average DPS of BOKL is Rs. 12.50 per share. On the basis of DPS, it can be
concluded that BOKL remained more success to retain its existing shareholders

and to attraction the potential shareholders toward it, by distributing dividend.

Figure4.15
Dividend Per Share
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4.1.8.7 Price Earning Ratio (P/E Ratio)

P/E ratio refers to the price currently being paid by market for each rupee of
currently reported EPS. In other words, it measures investors expectation and the
market appraisal of the performance of the firm. It is an indication of the way that
the investors think the firm would perform better future. Lower the ratio indicates

investors feel that earning is not likely to rise. It is computed as follow:
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Table4.18
P/E Ratio of MBL and BOKL

Bank MBL BOKL
Y ear EPS | MVPS | Ratio (Times) | EPS | MVPS | Ratio (Times)
2005/06 | 18.74 | 320 17.08 43.67| 850 19.46
2006/07 | 9.02 | 620 68.74 435 1375 31.61
2007/08 | 10.35 | 1285 124.15 59.94 | 2350 39.21
2008/09 | 8.33 | 420 50.42 54.68 | 1825 33.38
2009/10 | 4.96 | 282 56.85 43.08| 840 19.50
Mean 63.45 28.63
S.D. 44.81 8.81
C.V. 70.62 30.78

Source: Annual Reports of MBL and BOKL (2005/06 to 2009/10) & Appendix 1

The above table shows price earning ratio of MBL and BOKL over the selected
period. The P/E ratio of the MBL is increasing trend for first three years and
decreases in 2008/09 and finally increases in 2009/10. It was ranged between
17.08 times in 2005/06 to 124.15 times in 2007/08. Similarly, the price earning
ratio of BOKL is in fluctuating during the study period. The ratios are 19.46%,
31.61%, 39.21%, 33.38% and 19.50% in the fiscal year 2005/06, 2006/07,
2007/08, 2008/09 and 2009/10 respectively. In on average the price earning ratio
of the BOKL is 28.63 which is lower than that of MBL. So it can be conclude that

MBL will perform better in future.



Figure4.16
P/E Ratio of MBL and BOKL
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4.2 Major Findings
On the basis of above study of this study following findings are made.

The paid up capital of the MBL and BOKL isin increasing trends but reserve

and funds and the net worth per share isin fluctuating trends.

Comparing the banks on the basis of the debt equity ratio, it can be assumed
that BOKL is more risk taker than MBL. Since, the debt equity ratio of
BOKL is greater than that of MBL, and as a result the capital structure of

BOKL is more dominated by the debt capital percentage thanin MBL.

On the basis of the long term debt to total debt, it has been ascertained that
MBL is more risk taking than BOKL, since the usage of short term debt in
total debt is higher in MBL, and thus ultimately the short term debt carries

higher risk than long term debt.

It has been derived from the analysis that the total assets of each bank bears
greater risk. More specifically, the total assets of BOKL is dlightly risky than
that of MBL, since the debt coverage is dlightly greater in BOKL than in

MBL.
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DER in term of fixed deposit to net worth of the both bank is more than
100%. Every year both of the bank has 100% over claims of creditors than
that of owners. The banks are highly leveraged because their business
depended on the deposit rather net worth.

On the basis of interest coverage ratio, it can be conclude that of the BOKL
has greater capacity to meet the interest expenses on long term debt then
MBL to meet the interest expenses.

The overal capitalization rate of he BOKL is higher than that of MBL. So on
the equity capitalization rate of the BOKL is also higher than that of MBL.
On the basis of return on deposit, it can be said undoubtedly that BOKL
possess greater efficiency than MBL in mobilizing the total deposit to
achieve high net profit. Further, there is high security in return on total
deposit of BOKL than in that of MBL. Thus, the profitability position of
MBL isjust not enough in comparison to that of BOKL.

Comparing the banks on the ground of ROA, it can be concluded that BOKL
is more efficient than MBL in effectively mobilizing the total assets, since
the net profit generation from mobilizing equal amount of total assets is
higher in BOKL than in MBL. Thus, it can be inferred that the profitability
management of BOKL is much robust than that of MBL.

On the basis of ROE, it can be concluded that BOKL is more efficient in
mobilizing the equity capital, as a result BOKL has earned more profit from
same rupees of investment of equity.

Higher average EPS indicates that BOKL is able to earn more profit per share
to the common shareholders than that of MBL, EPS has been criticizes as the
measure of profitability, because it does not considered the amount of asset

of capital required to generate that level of earning.
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CHAPTER-V
SUMMARY, CONCLUSION, AND RECOMMENDATIONS

This chapter is important for the research because this chapter is the extract of all
the previously discussed chapters. This chapter consists of three parts. summary,
conclusion and recommendation. In summary part, revision or summary of all the
four chapters had been made. In conclusion part, the result from the research is
summed up and in recommendation part, suggestion and recommendation has
been made based on the analysis. Recommendation is made for improving the

present situation to the concerned parties as well as for further research.

5.1 Summary

Capital structure plays avita role in the real life of an enterprise. Capital structure
is the structure of financial management and cost of capital is touchstone of
financing, investment decison and evaluation of financia performance of
enterprises. The capital structure is the combination of long term debt and equity,
it is a part of financial structure i.e.,, comprised to the total combination of
preferred stock, common stock, long term debt and current liabilities: if current
liabilities are removed from it, we get capital structure, similarly, the capita
structure is the permanent financing of the firm, represent primary by long term
debt, preferred stock and common equity but excluding all short- term credit.
Basically the entire research work focuses on the study on capital structure and

profitability management of MBL and BOKL.
The study is based on secondary data. All the data have been taken from the

concerned banks' annual report, literature publication, balance sheet, profit and

loss account previous thesis report, different website, related books and booklets,
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journals, articles and primary data are collected through interviews observation

and direct meeting with concerned persons.

Financial institution includes banks, finance companies, co-operative
organizations and insurance companies. All of them do contribute something to
the economy of the country. Financial institutions play a vital role in the proper
functioning of an economy. Among them, banking sector plays an important role
in the economic development of the country. Commercia banks are one of the
vital aspects of this sector, which deals in the process of channeling the available
resources in the needed sectors. It is the intermediary between the deficit and

surpluses of financial resource.

Capital is a scare sources and much more essential to maintain smooth operation
of any firm. The available capital and financial sources should be utilized so
efficiently that could generate maximum return. The term of capital structure is
used to represent the proportionate relationship between debt and equity. The debt
and equity mix of afirmis called capital structure. The capital structure designisa
significant financial decision since it affects the shareholders return, risk and
market value of shares. Both debt and equity are used in most large corporation.
The choice of the amount of debt and equity is made after a comparison of certain
characteristics of each kind of securities of interest factor related to the firm's and

of external factors can affect the firm.

The main theories of capital structure are net income approach, net operating
income approach, traditional approach and Modigliani- miller approach, EBIT/
EPS analysis cost of capital, flexible etc. are the determinant of capital structure.
Without study of these elements the company can not make appropriate capital

structure and analysis of leverage may be incomplete.
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Profitability is basically an arc around which the ventures every business revolves.
Profit is the main financial indicator of business firm, which is indeed a need to
survive and grow the business environment. Profit is essential to raise the market
price of shares and to attract additional capital investment. Profit is the outcome of
good management, cost control, credit risk management, efficiency of operation
etc. Profit is described in two ways, one is traditional approach (profit

maximization) and another is modern approach (sales maximization).

5.2 Conclusions

On the basis of analysis and findings of this study following conclusion are made.
The paid up capital of the MBL and BOKL isin increasing trends but reserve and
funds and the net worth per share isin fluctuating trends. Comparing the banks on
the basis of the debt equity ratio, it can be assumed that BOKL is more risk taker
than MBL. Since, the debt equity ratio of BOKL is greater than that of MBL, and
as a result the capital structure of BOKL is more dominated by the debt capital
percentage than in MBL. Higher average EPS indicates that BOKL is able to earn
more profit per share to the common shareholders than that of MBL, EPS has been
criticizes as the measure of profitability, because it does not consider the amount

of asset of capital required to generate that level of earning.

On the basis of the long term debt to total debt, it has been ascertained that MBL is
more risk taking than BOKL, since the usage of short term debt in total debt is
higher in MBL, and thus ultimately the short term debt carries higher risk than
long term debt. It has been derived from the analysis that the total assets of each
bank bears greater risk. More specifically, the total assets of BOKL is dlightly
risky than that of MBL, since the debt coverage is dlightly greater in BOKL than
in MBL. DER in term of fixed deposit to net worth of the both bank is more than
100%. Every year both of the bank has 100% over claims of creditors than that of

owners. The banks are highly leveraged because their business depended on the
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deposit rather net worth. On the basis of interest coverage ratio, it can be conclude
that of the BOKL has greater capacity to meet the interest expenses on long term
debt then MBL to meet the interest expenses.

The overall capitalization rate of he BOKL is higher than that of MBL. So on the
equity capitalization rate of the BOKL is also higher than that of MBL. On the
basis of return on deposit, it can be said undoubtedly that BOKL possess greater
efficiency than MBL in mobilizing the total deposit to achieve high net profit.
Further, there is high security in return on total deposit of BOKL than in that of
MBL. Thus, the profitability position of MBL isjust not enough in comparison to
that of BOKL. Comparing the banks on the ground of ROA, it can be concluded
that BOKL is more efficient than MBL in effectively mobilizing the total assets,
since the net profit generation from mobilizing equal amount of total assets is
higher in BOKL than in MBL. Thus, it can be inferred that the profitability
management of BOKL is much robust than that of MBL. On the basis of ROE, it
can be concluded that BOKL is more efficient in mobilizing the equity capital, as

aresult BOKL has earned more profit from same rupees of investment of equity.

5.3 Recommendations

On the basis of analysis and findings of this study following recommendations are

made.
Since the financing pattern of most Nepalese commercial banks includes
short term and medium term fund. It may bring the solvency problem.
Therefore, it is recommended that both of the banks should increase the
proportion of long term fund in their financing pattern.
MBL and BOKL is bearing high interest expenses since it used long- term
debt on its capital structure. As a result, the return of the firm is not

satisfactory. So both of the banks is recommended to minimize interest
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expenses by using short term debt as well as decrease other operating
expenses to increase the return of the firm.

Return on shareholder equity and EPS are not satisfactory. So banks need
to seek more profitable sectors in order to increase profit of the banks. And
also need to maintain optimal capital structure considering cost of capital so
that it helps to enhances the ROSE and profitability of the banks.

The capital structure of bank is highly leveraged. The proportion of debt
and equity capital should be decided keeping in mind the effects if tax
advantage. It is difficult to pay interest and principal, ultimately lead to
liquidation or bankruptcy. The capital structure position is not better. The
bank requires maintaining improved capital structure by increasing equity
I.e. issuing more capital, expanding general reserve and retaining more
earning.

Capital investment should be increased to increase the return to equity
shareholders by employing the equity capital so that the return would be
greater than the overall cost of capital.
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