Chapter – One

1. Introduction

1.1. General background

Financial Institution & Economic Development

Commercial Banks, as financial intermediaries, play a crucial role in the operation of most economies. Crucially, bank plays a vital role in the economic development of country especially with underdeveloped financial system. Financial Intermediaries primarily provide capital for the development of industries, trade and business. Bank, stock market, and other financial intermediaries constitute the financial system of a country. The financial system is basically a financial pipeline through which funds flow from one side to the other. It just helps in forming the productive capital needed for the economic development.  It is a widely accepted truth that developing countries have less developed banks, stock market and other financial intermediaries in general. The financial sector becomes larger, more active and more efficient as countries become richer. Many researches, on the other hand, proved that developing countries financial system tend to be more bank based. A key factor in the development of an economy is the mobilization of domestic resources. As intermediaries, financial institutions help the process of resource mobilization. A number of studies have already shown that banking sector development may lead to higher growth at the firm, industry & country level. They are the principal source of long term and short term fund for the development of business & industrial sector which consequently lead to the higher economic growth of a country. 

      What is Financial Structure

Financial structure consists of long term as well as short term sources of fund collected to invest in business. Financial structure includes short term and long term debt as well as shareholder’s equity which is represented by the entire right hand side of the balance sheet. Capital structure, on the other hand, is the permanent financing represented by long term debt, preferred stock and shareholder’s equity. Thus, the distinction between financial and capital structure lies in the different source and nature of investment fund. Broadly, the financial structure can be subdivided into ownership financing and borrowed financing. Ownership financing refers to equity share capital and reserves & surplus while borrowed financing refers to term loans, debenture & bond. 

     Optimal financial structure and its impact on performance

It is obvious that the cost of acquired fund vary greatly in accordance with the source and term of financing.  Therefore, financial structure decision is one of the most important decisions taken by financial manager. It directly influences the profitability of the firm. As Brigham explained, "The optimal capital structure is the one that strikes a balance between risk and return and thereby maximizes the price of the stock and simultaneously minimizes the cost of capital." As stated above, the financial structure concerns the proportion of capital that is obtained through debt and equity. 

Financial structure decisions depend upon several factors. One is the firm's business risk—the risk pertaining to the line of business in which the company is involved. Another factor in determining financial structure involves a firm's tax position. Since the interest paid on debt is tax deductible, using debt tends to be more advantageous for companies that are subject to a high tax rate. A third important factor is a firm's ability to raise capital. Companies that are able to maintain a strong balance sheet will generally be able to obtain funds under more reasonable terms than other companies. Brigham recommended that all firms maintain a reserve borrowing capacity to protect themselves for the future. In general, companies that tend to have stable sales levels, assets that make good collateral for loans, and a high growth rate can use debt more heavily than other companies. On the other hand, companies that have conservative management, high profitability, or poor credit ratings may wish to rely on equity capital instead.

In the case of debt capital, the cost is the interest rate that the firm must pay in order to borrow funds. For equity capital, the cost is the returns that must be paid to investors in the form of dividends and capital gains.
1.2. National & International Economy

1.2.1 Nepalese Economy:

Nepalese economy underwent a structural change in the last decade. The contribution of agriculture and industries sectors declined. In the mean time, contribution of services sector expanded gradually. The contribution of agriculture, industries and services sectors to the real GDP remained at 36.1 percent, 16.8 percent and 47.1 percent respectively in 2006/07. These ratios were 39.8 percent, 23.2 percent and 37.0 percent in 1996/97.  (Source Economic report 2006/07)
Nepal ranks among the world's poorest countries, with a per capita income of around $322. Based on national calorie/GNP criteria, an estimated 31% of the population is below the poverty line. Agriculture remains Nepal's principal economic activity, employing over 71% of the population and providing 38% of GDP. Nepal lies between two giant countries with strong economic setting, India and China. Industrial activities mainly involve the processing of agricultural products including jute, sugarcane, tobacco, and grain. Security concerns during Maoist conflict periods of a decade had led to a decrease in tourism, a key source of foreign exchange. However the tourism industry seems to be gaining momentum after peace accord between GoN and Maoists. 
The government has been moving forward with economic reforms, particularly those that encourage trade and foreign investment by reducing business licenses and registration requirements in order to simplify investment procedures. More recently, however, political instability and country’s current transitional stage have hampered country's ability to create consensus to implement key economic reforms. Nepal has considerable scope for accelerating economic growth by exploiting its potential in hydropower and tourism, areas of recent foreign investment interest. Prospects for foreign trade or investment in other sectors will remain poor, however, because of the small size of the economy, its technological backwardness, its remoteness, its landlocked geographic location, and its susceptibility to natural disaster. The international community's role of funding more than 60% of Nepal's development budget and more than 28% of total budgetary expenditures will likely continue as a major ingredient of growth.  
Government participation (or interference) in the economy was very strong, beginning with the Rana period, which lasted from the mid-nineteenth century until the mid-twentieth century. During Rana rule, there were very few industries other than cottage type, and they were under strict government supervision. After the fall of the Ranas in 1950-51, economic planning as an approach to development was discussed. Finally, in 1956 the First Five-Year Plan (1956-61) was announced. Nepal has used a series of five-year plans in an attempt to make progress in economic development since 1956 AD. Since then, a three year plan and eight five year plans have already been completed. Economic plans generally strove to increase output and employment; develop the infrastructure; attain economic stability; promote industry, commerce, and international trade; establish administrative and public service institutions to support economic development; and introduce labor-intensive production techniques to alleviate underemployment. The social goals of the plans were improving health and education as well as encouraging equitable income distribution.

The Tenth Plan has come into effect from fiscal year 2002/2003 on the completion of Ninth five year plan on the year 2001/2002. Poverty has been the first and foremost challenge of the country. Poverty alleviation, therefore, has been instituted as the main objective of the plan and an interim poverty reduction strategy has been incorporated in it. As in earlier ones, agriculture sector has got the first priority to meet the objective of poverty alleviation. The tenth plan has aimed the economic growth rate of 6.2% if there is outstanding improvement in situation otherwise the desire growth rate is 4.2% if the situation deteriorates. 
It is worth mentioning that the year 2005 also saw the continuation of the eleven years long conflict that has claimed over 15,000 lives and property worth billions. Nepali economy has been reeling under the conflict political instability and resources scarcity. There has been series of donation spree and a lot of infrastructures have been destroyed during the conflict. Many of the industrial enterprises are running under sever threat or intimidation from different quarters due to the conflict. People have lost business, employment opportunities are very little and a kind of frustration has come as an obsession in every walk of life especially among the youngsters. Works and projects in the pipeline are in pending due to security reasons. Therefore, peace has been the first and foremost requirement for the economic growth and development of the nation. Hopefully, the economic as well as business activities will be increased tremendously once the constitution assembly election is held fairly in the nation. Efforts are underway at the government level and political level to conduct much anticipated election of constitution assembly and once and for all thereby moving the nation in the path of development and prosperity. 
The impacts of the conflict in Nepali economy are horrible. Nepali economy that had around 6% growth rate in the second half of 1990s happened to get negative growth rate in the year 2001 with – 0.44 growth rate. Nonetheless, the succeeding years are recovering the horrible down turn in Nepali economy with 2.7% growth rate in terms of Real GDP to Rs.320.7 billion at producers' prices and 2.3 percent to Rs.295.8 billion at factor cost in 2004/05 compared to growths of 3.8% and 3.5% respectively in 2003/04. Economic growth remained lower than expected in 2006/07. Political instability, strikes, lockouts and roadblocks, failure of the monsoon, scarcity of petroleum products and disturbance in Terai region constrained economic growth 3.2 Real GDP at producers' price grew by 2.5 percent in 2006/07 compared to a growth of 2.8 percent in 2005/06. The low performance of both agriculture and non-agriculture sectors dragged down the overall growth in the review year. The agriculture sector witnessed slow growth due to the decline in the production of cereal and other crops that contribute nearly fifty percent to overall agricultural production. Economic growth remained weak in 2006/07. Political instability, frequent strikes, roadblocks, unfavorable weather, shortages in the supply of petroleum products and blackout constrained the economic growth in 2006/07. The year 2006-007, the final year of the Tenth Plan (2002/03 - 2006/07), witnessed the lowest growth in the Plan period. (Source Economic report 2006/07)
Major Economic Indicators as stated by Nepal Rastra Bank in their report on FY 2006/07 are: 

Gross Domestic Product (GDP): 
Real GDP at producers' price grew by 2.5 percent in 2006/07 compared to a growth of 2.8 percent in 2005/06. The low performance of both agriculture and non-agriculture sectors dragged down the overall growth in the review year. The agriculture sector witnessed slow growth due to the decline in the production of cereal and other crops that contribute nearly fifty percent to overall agricultural production.  

Domestic Demand:
Gross domestic demand at current price witnessed a growth of 9.3 percent in 2006/07 compared to a growth of 12.7 percent in the previous year. The growth of gross domestic demand remained low due mainly to the slow growth of private sector consumption. 
Domestic Credit: 
Domestic credit, which had increased by 11.7 percent in 2005/06, went up by 16.7 percent in 2006/07. Such a rise in domestic credit of monetary sector was on account of an increase in claims on non-financial government enterprises, commencement of additional two new commercial banks and loan expansion by private sector commercial banks in the 2006/07. Credit to the private sector, a major component of domestic credit, grew by 18.9 percent in the review year compared to a growth of 14.4 percent in the previous year. Private sector commercial banks increased the credit to the sectors such as construction, services and wholesale and retail business in the review year. Further, the beginning of financial transactions by additional two commercial banks also contributed to the expansion of bank credit to the private sector in the review year.
Government Budgetary Situation: 
The government budget remained expansionary in 2006/07. The budget deficits (after grants) recorded an increase of 39.1 percent to Rs 14.63 billion compared to a higher growth of 133.0 percent in the previous year. The budget deficit increased at a lower rate on account of satisfactory revenue mobilization and foreign grants. The ratio of budget deficit to GDP rose to 2.0 percent in 2006/07 from 1.6 percent in the previous year.
Inflation: 
The average annual consumer price inflation moderated to 6.4 percent in 2006/07 from 8.0 percent in 2005/06. The deceleration in the growth of non-food and services group index was largely on account of the base effect of the hike in prices petroleum products in March 2006. The significant appreciation of the Nepalese currency against the

US dollar also contributed to dampen the prices of imported goods. The rate of inflation remained at a moderate level on account of these two factors.
Total Exports: 
Despite the high economic growth rates of the neighboring countries like India, China and many other countries of the world, Nepal's exports have not increased satisfactorily implying that Nepal has not been able to get the expected benefit from the world's high economic growth rate. Moreover, Nepal's foreign trade has still been concentrated towards India as India's share in Nepal's total trade was more than 60 percent in 2006/07. In 2006/07, total exports increased by 0.9 percent to Rs. 60.80 billion. One year earlier, total exports had risen by 2.6 percent to Rs. 60.23 billion. Destination-wise, exports to India saw a growth of just 2.8 percent in the review year compared to a higher growth of 4.6 percent in the previous year. Exports to other countries, on the other hand, witnessed a decline of 3.1 percent in comparison to a decline of 1.4 percent in the previous year.
Total Imports: 
During the review year, total imports rose by 10.3 percent to Rs. 191.71 billion in comparison to a growth of 9.7 percent in the previous year. Imports from India increased by 9.9 percent in the review year to Rs. 117.74 billion compared to a significant growth of 20.8 percent in the preceding year. Imports from other countries soared by 11.0 percent to Rs. 73.97 billion in comparison to a growth of 9.6 percent in the previous year.
Trade Deficit: 
Owing to the higher rate of growth of imports relative to exports, the total trade deficit rose by 15.3 percent to Rs. 130.91 billion. In the previous year, trade deficit had expanded by 25.1 percent. In dollar terms, trade deficit rose by 18.3 percent to US$ 1.86 billion compared to a growth of 24.6 percent in the previous year.
Balance of Payments: 
The overall BOP position of the country remained at a surplus of Rs. 5.88 billion in 2006/07 compared to a higher surplus of Rs. 25.60 billion in the previous year. Although there was a rise in trade deficit and a decline in net services, a surplus was registered in the BOP mainly emanating from the rise in the inflow of remittances.
Share Market: 
The Nepalese stock market witnessed a major expansion in 2006/07. The year-on-year (y-o-y) NEPSE index experiencing the bullish trend during the whole year increased by 76.81 percent to 683.95 points in mid- July 2007. This index was 386.83 points in the previous year. Increase in the investors' confidence on account of the improved peace and security situation, and the higher disclosure of the financial statements of the banks and financial institutions leading to the offering of high stock and cash dividend declaration contributed to the stock market resilience. The revised capital requirements for bank and financial institutions also forced these institutions to offer right shares, bonus shares and stock dividend, which augmented investors’ expectation leading stock market expansion

Profitability of Banking Sector:
The banking sector earned profits amounting to Rs.8.9 billion (2.0 percent of the total assets) during 2006/07. Except Lumbini Bank and two new banks namely, Global bank Ltd. and Citizen Bank (International) Ltd., all other major role in the total income of the banking sector, followed by commission and discount and the remaining from other income.
1.2.2 World Economy
According to the World Economic Outlook published by the   International Monetary Fund (IMF) in April 2008, the world output growth rate was estimated at 4.9 percent in 2007. Emerging Asia registered a growth of 9.1 percent in 2007 and is projected to grow by 7.5 percent in 2008. Likewise, South Asia posted a growth of 8.6 percent in 2007 and is projected to expand by 7.5 percent in 2008. The neighboring countries India and China witnessed a growth of 9.2 percent and 11.4 percent respectively in 2007
The world economy witnessed a growth of 4.9 percent in 2005 and is projected to grow by 5.1 percent in 2006 and 4.9 percent in 2007. The strong growth of the US economy together with the expansion in the Euro area and continuous expansion in the Japanese economy, the impressive growth of other emerging economies, particularly the robust growth of China and other low-income countries provided an impetus to a buoyant growth of the world economy in 2006. However, increased inflationary concern, high and volatile petroleum prices, slow down in the US housing markets, and continuous large global imbalances are the major sources of uncertainties and challenges for the world economy. Following the strong growth in early 2006 in the US economy, the growth is projected at 3.4 percent in 2006, before slowing to 2.9 percent in 2007. Private consumption growth weakened against the background of higher interest rates, a cooling housing market, high gasoline prices, and lackluster employment gains.
The economic growth rate of developing Asia remained at 9 percent while the South Asian economies grew by 8.2 percent in 2005. The growth projections for these regions in 2006 are 8.7 percent and 7.9 percent respectively. India and China have achieved an encouraging economic growth of 8.5 percent and 10.2 percent respectively in 2005 and these economies are projected to grow by 8.3 percent and 10 percent respectively in 2006.
The inflation stood at 2.2 percent in the advanced economies and 6.4 percent in the developing economies in 2007. The inflation in the advanced and developing economies will accelerate to 2.6 percent and 7.4 percent respectively in 2008. Most of the economies experienced higher headline inflation this year due to the higher price rise in the food and energy products on account of the strong demand growth in the emerging and developing economies. The inflation in South Asia is estimated to remain at 6.9 percent in 2007, which is projected to be 5.9 percent in 2008.
Unemployment rate in the advanced economies remained at 5.4 percent compared to that of 3.4 percent in the newly industrialized Asian economies in 2007. The unemployment rate stood at 4.6 percent in the United States, 7.4 percent in the Euro area, 3.9 percent in Japan and 5.4 percent in the United Kingdom in 2007. The unemployment rate in the advanced economies is estimated to go up at 5.6 percent while such rate is expected to decline at 3.3 percent in the newly industrialized Asian economies in 2008.

The fiscal imbalances as percent of Gross Domestic Product (GDP) in the United States and Japan remained at 2.5 percent and 3.4 percent respectively in 2007. The net debt to GDP ratio stood at 100.3 percent in Italy followed by Japan (90.8 percent), Germany (57.7 percent), France (54.3 percent), the United States (44.0 percent), the United Kingdom (38.3 percent) and Canada (25.1 percent) in 2007.

1.3. Nepalese Financial Sector: 

The Nepalese financial sector is composed of banking sector and non banking sector. Banking sector comprises Nepal Rastra Bank (NRB) and commercial banks. The non-banking sector includes development banks, micro-credit development banks, finance companies, co-operative financial institutions, non-government organizations (NGOs) performing limited banking activities. Other financial institutions comprise of insurance companies, employee's provident fund, citizen investment trust, postal saving offices and Nepal stock exchange. 

Financial institution generally collect scattered deposits and give loans to maximize their wealth. Accordingly, they bridge the gap between the savers and users. Financial institution refers to any institution established with the objective of providing loan to agriculture, cooperative, industry or any other specific economic sector.

There is a tremendous growth in the number of financial institution in Nepal in the last two decades. At the beginning of the 1980s when financial sector was not liberalized, there were only two commercial banks, and two development banks performing banking activities in Nepal. There were few micro-credit development banks, finance companies, cooperatives and NGOs with limited banking transactions.

There were few insurance companies and Karmachari Sanchaya Kosh working as non-banking financial institution before enactment of Finance Company Act, 2042 B.S. The establishment of finance companies began only when NRB authorized co-operative institutions set up under Co-operative Act, 2048 to accept deposit and give credit. Nepal Awash Bikash Bitta Company Ltd. is the first finance company established in 2049 B.S. In a short span, number of non-banking financial institutions has drastically grown up. By mid-July 2005, NRB licensed 60 finance companies, 11 micro-credit development banks, 20 saving and credit cooperatives and 47 NGOs working as non-banking financial institutions. The reason for their higher speedy growth is higher interest rate on deposits, low administration cost, swift service, swift decision, less liquidity and high demand for consumer credit. 

After the liberalization of the financial sector, financial sector has made a hall-mark progress both in terms of the number of financial institutions and beneficiaries of financial services. By mid-July 2005, NRB licensed bank and non-bank financial institutions totaled 170. Out of them, 17 are commercial banks & 26 development banks.  

Table 1: Growth of Financial Institutions

	Type of Financial Institution
	Number of Institutions in Mid –July 2007

	
	1980
	1985
	1990
	1995
	2000
	2005
	2006
	2007

	Commercial Banks
	2
	3
	5
	10
	13
	17
	18
	20

	Development Banks
	2
	2
	2
	3
	7
	26
	29
	38

	Finance Companies
	-
	-
	-
	21
	45
	60
	70
	74

	Micro Credit Development Banks
	-
	-
	-
	4
	7
	11
	11
	12

	Saving and Credit Cooperatives
	-
	-
	-
	6
	19
	20
	19
	17

	NGOs (Performing limited banking activities)
	-
	-
	-
	-
	7
	47
	47
	47


       (Source: Nepal Rastra Bank, Banking & Financial Statistics NO 49 July 2007)

1.4 Organizational Profile:

 1.4.1 Profile of NABIL Bank Ltd.

Nabil Bank Limited, the first foreign joint venture bank of Nepal, started operations in July 1984. Nabil was incorporated with the objective of extending international standard modern banking services to various sectors of the society. Pursuing its objective, Nabil provides a full range of commercial banking services through its 19 points of representation across the kingdom and over 170 reputed correspondent banks across the globe. 

Nabil, as a pioneer in introducing many innovative products and marketing concepts in the domestic banking sector, represents a milestone in the banking history of Nepal as it started an era of modern banking with customer satisfaction measured as a focal objective while doing business.

Operations of the bank including day-to-day operations and risk management are managed by highly qualified and experienced management team. Bank is fully equipped with modern technology which includes ATMs, credit cards, state-of-art, world-renowned software from Infosys Technologies System, Banglore, India, Internet banking system and Telebanking system.

With a network that has 28 points of representation spread across the kingdom; complimented by a network of ATMs and now NabilNet and NabilTele the ease of access of accounts and information for customers has never been more convenient. Nabil is a full service bank providing an entire range of products and services, starting with deposit accounts in local and foreign currency, Visa and MasterCard denominated in rupees and dollars, Visa Electron debit cards, Personal Lending products for Auto, Home and Personal loans, Trade Finance products, Treasury services and Corporate Financing. 

The Bank has head office at Kamaladi, Kathmandu and 6 branch offices at Kathmandu Valley in the following locations:  Kantipath, Kamaladi, New Road, Jorpati, Kupondole, Maharajgunj.   In addition, the bank has other branches at outside Kathmandu Valley at the following locations: Birgunj, Parsa, Biratnagar, Itahari, Butwal, Pokhara, Bhairahawa, Nepalgunj, Lakeside (Pokhara), Dharan, Mahendranagar, Dhangadi, Dang, Rupandehi and Tulsipur. Similarly, it also operates an Exchange Counter at Tribhuvan International Airport, Kathmandu.  

Financial Highlights 

· Its paid-up capital is Rs.491 million in 2006/2007 

· Its reserves and funds, stand at Rs.1565 million at the end of fiscal year 2006/2007.
· Its net worth is valued at Rs.2057 million at the end of end of fiscal year 2006/2007.
· Net profit for Fiscal Year 2006/2007 is Rs 673 Million

(Source: http://www.nabilbank.com) 

1.4.2 Profile of Nepal Investment Bank Ltd.

Nepal Investment Bank Ltd. (NIBL), previously Nepal Indosuez Bank Ltd., was established in 1986 as a joint venture between Nepalese and French partners. The French partner (holding 50% of the capital of NIBL) was Credit Agricole Indosuez, a subsidiary of one the largest banking group in the world. 

With the decision of Credit Agricole Indosuez to divest, a group of companies comprising of bankers, professionals, industrialists and businessmen, has acquired on April 2002 the 50% shareholding of Credit Agricole Indosuez in Nepal Indosuez Bank Ltd. 

The name of the bank has been changed to Nepal Investment Bank Ltd. upon approval of bank’s Annual General Meeting, Nepal Rastra Bank and Company Registrar’s office with the following shareholding structure.

· A group of companies holding 50% of the capital 

· Rashtriya Banijya Bank holding 15% of the Capital. 

· Rashtriya Beema Sansthan holding the same percentage. 
· The remaining 20% being held by the General Public (which means that NIBL is a Company listed on the Nepal Stock Exchange). 
The Head Office of NIBL is located at Durbar Marg, Kathmandu, Nepal. The bank operates 6 branch offices in the following location of Kathmandu Valley: Durbar Marg, Putalisadak, New Road, Pulchowk. Kalimati & Seepadol.  In addition, it has 11 branch offices outside Kathmandu Valley in the following locations: Birgunj, Banepa, Jeetpur, Biratnagar, Butwal, Bhairahawa, Pokhara, Narayangarh, Janakpur, Nepalgunj. 
The Bank offers following types of services to the customers: 

· Deposits 
· Ezee Saving 

· E-Banking

· Premire Banking 

· ATM

· NTC Mobile Bill Payment 

· Loans and Advances 

· Vehicle Loans 

· Safe Deposut Lockers 

· Debit Card and Credit Card 

· 365 Days Service 

Financial Highlights 

· Its paid-up capital is Rs.801 million in 2006/2007 

· Its reserves and funds, stand at Rs.1067 million at the end of fiscal year 2006/2007.

· Its net worth is valued at Rs.1878 million at the end of end of fiscal year 2006/2007. 
· Net profit for Fiscal Year 2006/2007 is Rs 501 Million
 
(Source: http://www.nibl.com.np) 
1.4.3 Profile of Himalayan Bank Ltd. 

Himalayan Bank Limited was incorporated in 1992 by a few distinguished business personalities of Nepal in partnership with Employees Provident Fund and Habib Bank Limited, one of the largest commercial bank of Pakistan. Banking operation commenced from January 1993. It is the first commercial bank of Nepal whose maximum shares are held by the Nepalese private sector. Besides commercial banking services, the Bank also offers industrial and merchant banking services. 

The Bank has five branches in Kathmandu Valley at the following locations: Thamel, New Road, Maharajgunj, Pulchowk (Patan) and Suryavinayak (moved from Nagarkot). In addition, the bank also has nine other branches outside Kathmandu Valley in Banepa, Tandi, Bharatpur, Birgunj, Hetauda, Bhairawa, Biratnagar, Pokhara, Dharan and Butwal. The bank also operates a counter in the premises of the Royal Palace. The Bank will be aggressively opening new branches at different parts of the Kingdom to serve its customers better. A new Branch at Butwal will be operational soon. 

Himalayan Bank has always been committed to providing a quality service to its valued customers, with a personal touch. All customers are treated with utmost courtesy as valued clients. The Bank, wherever possible, offers tailor made facilities to its clients, based on the unique needs and requirements of different clients. To further extend the reliable and efficient services to its valued customers, Himalayan Bank has adopted the latest banking technology. This has not only helped the Bank to constantly improve its service level but has also prepared the Bank for future adaptation to new technology. The Bank already offers unique services such as SMS Banking and Internet Banking to customers and will be introducing more services like these in the near future. 

The Bank offers following types of deposit schemes to the customers: 

1. Current Account 

2. Savings Account 

3. Call Deposit Account (7 days to 90 days) 

4. Fixed Term Deposits (Above 90 days) 

The Bank accepts and maintains these types of deposit accounts in the following currencies: 

1. Nepalese Rupee 

2. U.S. Dollar

3. Pound Sterling

4. Euro

5. Swiss Franc

6. Japanese Yen 

Further, HBL has just entered into the twelfth year of successful operation. During these twelve years, it has established as one of the top-notch banks in the country. HBL have pioneered several products, often the first of their kind, in the banking sector. For starters, HBL were the first bank to launch the card service. Its latest facility is the SMS banking service.

HBL has been focusing on consumer lending, trading, auto loans and industrial enterprises. The other major area of investment is hydropower. It has also been focusing on bettering performance to bring it at par with an international system. For this, it is now doing homework for ISO certification. HBL have notched up outstanding progress during the twelve years of operation, which may be corroborated by the following parameters:

Financial Highlights 

· Its paid-up capital is Rs.810 million in 2006/2007 
· Its reserves and funds, stand at Rs.1335 million at the end of fiscal year 2006/2007.
· Its net worth is valued at Rs.2942.23 million at the end of end of fiscal year 2006/2007. 
· Net profit for Fiscal Year 2006/2007 is Rs 491 Million
Inward remittances being the backbone of the economy of the country and annual remittance earnings standing at over Rs.100 billion, HBL have extended their networks to various countries so as to help channel inward remittances through the banking sector. This, we believe, is the solemn step towards cultivating banking habits in their compatriots working abroad for a living.

After all, banking means of remittance have the edge over informal means like the hundi system. To meet the requirements of the Nepalese working abroad, HBL have developed a separate system of payment known as HimalRemit. HBL have now deputed representatives to Bahrain, Qatar, the UAE, Kuwait and Malaysia. 
(Source: http://www.himalayanbank.com/) 

1.5 Statement of the Problem

The determination of a company’s financial/capital structure constitutes a difficult decision, one that involves several factors, such as risk and profitability. That decision becomes even more difficult, in times when the economic environment in which the company operates presents a high degree of instability. Therefore, the choice among the ideal proportion of debt and equity can affect the value of the company, as much as the return rates can affect it. Higher debt to equity ratio is generally considered more risky than equity. Low debt to equity, on the other hand, is considered to be the disadvantageous from the owner’s point of view in the case of higher return on capital employed. Therefore, an appropriate balance of debt and owner’s equity is essential to avoid financial risk. In case of banking business organization, proportion to debt capital in the financial structure would obviously be more than equity capital where fixed deposits are considered as long term debt capital of the bank. 

On the other hand, Nepalese financial sector has been facing serious problems on lower investment in the agriculture, manufacturing, industrial and financial sectors due to the prevailing economic recession in the country. Low growth rate in Gross Domestic Product (GDP) and increasing trade deficit over the past decade is being caused by low volume of investment. Political instability and ongoing war between Maoist and government has further adversely affected the economic growth of the country. Commercial banks are also directly affected by this economic turmoil and are facing difficulties in formulating their loans and advances towards the profitable sectors. Due to the crucial political and economic situation, many large, medium & small business enterprises have been collapsed and only few are able to survive. Banks in such a situation are reluctantly investing their surplus fund in government securities just to be in the safe side, which yield significantly lower rate of interest in comparison to credit.  Further, low investment opportunity and high risk associated with the operation of business organization compels people to deposit their surplus money on bank deposits. This results in higher growth of deposits volumes and consequently higher burden of interest payment. 

In spite of all the above difficulties, commercial banks in Nepal have managed to perform well in terms of their work performance efficiency and profitability and proved themselves the most fast emerging and growing sector in Nepal. However, banking sector has also been faced with increased pressure in earning an adequate return on their investment like any other sector. In order to overcome with these difficulties, they must strive to find the potential areas of profitable investment. 

The proposed study “Banks Performance Analysis: Employing Financial Mix, Profitability Ratios and Interest Spread (with reference to Nabil, NIBL, HBL) ” will be of great help in identifying the influence of firm’s financial structure mix on the performance of Nepalese banking sector. In the proposed study, bank performance has been measured using two different criteria. The first one is bank profitability and the second one is bank interest margin. Bank profitability and bank interest margin can be seen as indicators of the efficiency or inefficiency of the banking system, as they drive a wedge between the interest rate received by savers on their deposits and the interest paid by lenders on their loans. As such, these variables will affect the cost of bank finance for firms, the range of investment projects they find profitable and thus economic growth.
1.6 OBJECTIVE of the Study

In the proposed study, this student will focus mainly on the influence of financial structure over the company’s performance of Nepalese banking sector. The primary purpose of this study is twofold. First and most important objective of the study is to highlight the financial structure mix and its impact on Bank Performance in terms of profitability of selected commercial banks. Second, this researcher will also examine the interest spread of these banks and will strive to find out the influence of interest spread on bank profitability. The objectives can be outlined as below: 

1. To examine the financial structure mix of selected commercial banks.

2. To find out the interest spread of the banks taking into consideration NRB directives in this regards. 

3. To measure how profitability of the banks changes with changes in financial mix and interest spread. 

4. To highlight the growth, objectives, functions and role of commercial bank and to overview the current scenario of national & international economic situation.  
5. To provide recommendations and suggestions about the ways to strengthen the performance by maximizing profitability and value of their shareholders and thereby striving in enhancing the economic development of the country.  
 1.7 limitations of the study

Even after trying to eliminate the associated limitations regarding this study, there are still some following limitations: 

1. Among the various commercial banks in Nepal, only three commercial banks namely, Nepal Investment Bank Limited (NIBL), Nabil Bank Limited (NBL) and Himalayan Bank Limited (HBL) are taken into consideration due to the time factor. 

2. This study is limited to only a period of five years trend of concerned bank and the conclusion drawn confines only to the stated period. 

3. The study would mainly base on the published secondary data except in few cases. Hence, the conclusions would be based on the information provided by the banks. 

4. The proposed research study has been conducted to fulfill the requirement of the MBS programs of T.U. under the limited time period. I have considered this as a first step towards vast field of research work. 

5. The study analyzes profitability as only means of bank performance measurement. 

6. In this proposed study, the required data would be collected from concern banks, Nepal Rastra Bank, Ministry of Finance, Central Bureau of Statistics, National Planning Commission, The World Bank, and many other individual or institutional literary works.

1.8 organization of the study

The study is divided into seven chapters as follows:

Chapter 1: Introduction

· General Background

· Nepalese & International Economy

· Nepalese Financial Sector
· Organizational Profile
· Statement of the Problem

· Objective of Study

· Limitation of Study

· Organization of the Study 
Chapter 2: Review of Literature

This chapter is devoted for the brief review of literature available. Review from published books, journals (articles), websites etc are included in this chapter. 
Chapter 3: Research Methodology

This unit presents methodology used in the study. It consists of following subtopics:

· Introduction

· Research Design

· Source of Data

· Population and Sample

· Methods of Analysis


Chapter 4: Tabular & Graphical Presentation

In this chapter, various collected data are presented in tabular and graphical form. 


Chapter 5: Financial Analysis
In this chapter, data collected from various relevant sources are presented and analyzed using various financial tools.
Chapter 6: Statistical Analysis

In this chapter, various statistical methods are used to analyze and interpret the collected ate. 
Chapter 7: Summary, Findings, Recommendation and Conclusion 

This chapter is for major findings, summary, conclusion and recommendation.

Bibliography and appendices are incorporated at the end of the study.

Chapter – Two

2. review of literature

2.1  Introduction

This chapter will strive to find out if any other research in the area of the relative impact of financial structure and interest spread on bank performance has been conducted. It will also review the various related literature in the selected area. The basic purpose of literature review is to examine what research works have been done in the particular field of study and what remains to be done.

Scientific research must be based on past knowledge. The previous studies cannot be ignored because they provide foundation to the present study. In other words, there has to continuity in research. This continuity in research is ensured linking the present study with the past research studies. (Wolf & Pant, 2002, p.34). 

The first chapter has already highlighted about the Nepalese financial sector, Nepalese economic scenario, background and objective of the study. Now, the efforts have been made to review relevant literatures. It provides valuable information regarding what others have said on the particular field and makes the study more realistic, useful and relevant. 

2.2  bank: Meaning and origin 

Meaning:

In most simple term a bank is a financial institution that accepts deposits and channels the money into lending activities. A bank is a financial institution whose principle operations are accepting various types of deposits from the public, repayable on demand, making loans and advances and rendering a variety of financial services. Previously, the function of bank is limited up to accepting deposits from the savers and giving loans to the users but with the passage of time their functions have increased instantly. So fat they are offering a wide range of services to the general public, banks have become an internal part of modern society. 

According to US Law, “Any institution offering deposits subject to withdrawal on demand and making loans of a commercial or business nature is a bank”

As per Kent, “A bank is an organization whose principal operations are concerned with the accumulation of the temporarily idle money of the general public for the purpose of advancing to other for expenditure.”

Hence, bank deals with other’s money and offers different kind of financial services to the general public, business houses and government institutions. The fundamental difference between bank & other financial institutions is banks do a large number of financial transactions while other financial institutions are authorized to do limited transactions only. 

Origin of Bank:

The origin of the word bank is linked to Latin word “bancus”, Italian word “banca” and French word “banque” which all means “bench”. Money lender of major cities of Europe used benches for acceptance and payment of valuable and coins. So, the term bank was originated from there. When money lenders were unable to meet their liabilities, the depositors used to break their benches and the term “bankruptcy” is derived thereof.

Alfred Marshall pointes out that ancient Greece temple and other safer places had been taken as store houses for the precious metals where the traditional banking activities were carried on. Therefore, the traditional form of banking activities have bee carried out during the civilization of Greece, Rome and Mesopotamia. Merchants, Goldsmiths and Money lender can be taken as ancestor of modern banking. 

That first modern bank in the world called the “Bank of Venice” was established in 1157, in Venice, Italy. The second banking institution namely the “Bank of Barcelona”, of Spain was established in 1401 and the third “Bank of Geneva” in 1407. “Bank of Amsterdam” set up in 1609 was very popular, “Bank of England” was established in 1964 and later on it became the first central bank in the world. The “Bank of Hindustan”, set up in 1970 is the first bank of India. This is how the banking activities spread all over the world and came to the present advance form.  

(Source: Bhuvan & Sarita Dahal, A Hand Book to Banking, 2002)

2.3  Development of Banking in Nepal

The present advanced form of banking in Nepal has come through various stages. It has crossed various phases to come to the modern form. It is very difficult to say that from when the banking activities had started in Nepal. King Guna Kamadev had taken loan from the public to restructure the Kathmandu valley in the 7th century, which is the first banking transaction in the history. Merchant, goldsmiths and landlords were the ancient bankers of Nepal. Generally, they provided loan to the poor people at a certain percentage by taking some kind of mortgage, they were known as “Sahu Manajan”. “Tejarath Adda” was the first step towards the institutional development of banking in Nepal established during the tenure of Prime Minister Ranodip Singh (B.S 1933), mainly to give loans to the government employees and public at the minimum interest rate against the bullion. It charged only 5% interest to the government employees but it did not collect deposit from the public. Thus, Tegarath Adda occupies an important place in the traditional banking system of Nepal. 

Nepal Bank Limited was established on 30th Kartik 1994 BS, as a first modern or organized bank in the banking history of Nepal. It has been providing a wide range of banking services since its inception. It played a vital role to attract people toward banking sector from the sahu mahajan’s transaction and introducing other banking services as well. Nepal Rastra Bank was established on 14th Baisakh 2013 BS under NRB Act 2012 BS as a central Bank of Nepal which is mainly established to control banking sector and to make sound monitory policy of the nation. Since its inception, it has been functioning as the government’s bank and has contributed to the growth of financial sector of Nepal. 

Establishment of Rastriya Banijya Bank (RBB) in Nepal helps to further development banking activities in the country. RBB was established in 2022 BS under Rastriya Banijya Bank Act, 2021 as a fully government owned commercial bank. With the established of RBB banking services spread all over the country. After that Agricultural Development Bank was set up in 2024 to modernize the agricultural system of Nepal, by providing financial services and valuable suggestions by specialist as well. Further Nepal Industrial Development Corporation had already been set up to transform the agro-based economy to the industrial one and Security exchange centre to enhance capital market activities. 

Because of excessive political and bureaucratic interference and absence of modern marketing concept in these banks, financial sector found sluggish. So, establishment of Joint Venture Bank (JVB) proved to be a milestone in Nepal. By looking at the great success of NABIL and the liberal economic policy of government, private sector is attracted to invest in banking sector.
During the last two and half decades the number of financial institutions has grown significantly. At the beginning of the 1980s there were only two commercial bank and development banks in the country. After the induction of economic liberalization policy, particularly the financial sector liberalization, that impetus in the establishment of new bank and non bank financial institutions. Consequently, by the end of mid-July

2007 altogether 208 bank and non bank financial institutions licensed by NRB are in operation. Out of them, 20 are "A" class commercial banks, 38 "B" class development banks, 74 "C" class finance companies, 12 "D" class micro-credit development banks, 17 saving and credit co-operatives, and 47 NGOs

2.4  commercial bank in Nepal

The Commercial Bank Act 2031 states, “A commercial bank means the bank which deals in exchanging currency, accepting deposit, giving loans and doing commercial transactions.” It further points out, “Commercial banks provided short term debts necessary for trade and commerce. They take deposits from the public and grant loans in different forms. They purchase and discount bills of exchange, promissory note, and exchange foreign currency. They discharge various function on behalf of their customers provided that they are paid for their services.” 

Commercial banks held dominate share on the major balance sheet components of financial system. Of the total deposits Rs.391152.60 million in mid-July 2007, the commercial banks occupied 86.28 percent of total liabilities followed by finance companies 8.82 percent, development banks 3.93 percent, micro credit development banks 0.28 percent and others 0.68 percent. Similarly, on the loans and advances the share of commercial banks stood at 79.50 percent, finance companies at 12.21 percent, development banks at 5.27 percent and micro credit development banks at 1.98 percent and others at 1.03 percent. In the same year the share of commercial banks in borrowings, liquid funds and investments of whole financial system constituted 47.75 percent, 86.28 percent and 91.64 percent respectively. . (Banking and Financial Statistics, No 49, July 2007 NRB) 

Below is the list of commercial bank currently operating in Nepal as of Mid September 2007

Table 2: List of Licensed Commercial Bank as of Mid September 2007
	S.N.
	Commercial Bank
	Operation Date (A.D.)

	1
	Nepal Bank Limited
	1937/11/15

	2
	Rastriya Banijya Bank 
	1966/01/23

	3
	NABIL Bank Limited
	1984/07/16

	4
	Nepal Investment Bank Limited
	1986/02/27

	5
	Standard Chartered Bank Nepal Limited.
	1987/01/30

	6
	Himalayan Bank Limited
	1993/01/18

	7
	Nepal SBI Bank Limited
	1993/07/07

	8
	Nepal Bangladesh Bank Limited
	1993/06/05

	9
	Everest Bank Limited
	1994/10/18

	10
	Bank of Kathmandu Limited
	1995/03/12

	11
	Nepal Credit and Commerce Bank Limited
	1996/10/14

	12
	Lumbini Bank Limited
	1998/07/17

	13
	Nepal Industrial & Commercial Bank Limited
	1998/07/21

	14
	Machhapuchhre Bank Limited
	2000/10/03

	15
	Kumari Bank Limited
	2001/04/03

	16
	Laxmi Bank Limited
	2002/04/03

	17
	Siddhartha Bank Limited
	2002/12/24

	18
	Global Bank
	2007/01/02

	19
	Citizen Bank Int Ltd 
	2007/6/21


(Source: Nepal Rastra Bank)

Functions:

Commercial bank’s basic function is to utilize collected funds to the most profitable sector. It is a profit seeking financial institution. It, therefore, always seeks to accumulate additional deposits and to lend more in profitable sector. A commercial bank performs the following functions in general:

· Acceptance various types of deposits

· Current Deposit

· Saving Deposit

· Fixed Deposit

· Lending money in various productive sectors

· Cash Credit

· Overdraft

· Loans and Advance

· Discounting of Bills of Exchanges

· Money at Calls & Short Notes

· Agency Functions

· Sales & Purchase of Securities

· Collection of Negotiable Instruments

· Payment

· Receipt of Payment

· Transfer of Funds

· Function of Attorney

· General Utility Functions

· Issue of Letter of Credit and Other credit instruments

· Dealings in Foreign Exchange

· Safe Custody of Precious Materials

· Compilation of Trade Information an Statistics

· Underwriting Function

· Credit Information

· Credit Creation

2.5  Joint venture banks

According to Wright & Valentine (1992), “JVBS are financial intermediaries, financing deficit units with money deposited with them by surplus units. The financial system or a banking industry in precise is a complex network embracing payments mechanisms and the borrowing and lending of funds. Though they have other important functions, the key role played by these banks in the system is to act as financial intermediaries channeling funds from those with income in excess of their needs to those wising to borrow.” (p.29).

A Joint Venture is joining of forces between two or more enterprises for the purpose of carrying out specific operations. Similarly, a Joint Venture Bank (JVB) is an entity formed by two or more parties with the objective of doing banking activities and to make to operation highly remunerative with their collective efforts. As a commercial bank, JVBs perform all the functions of commercial banks and lots more. Generally, JVBs are mainly leaded by foreign banks management due to which they enjoy some of the competitive advantageous factors like electronic banking services, scientific credit evaluation, worldwide fund transfer system, credit/debit card, telebanking, ATM and fully computerized banking networks with highly skilled personnel, advanced management skills and international chain of branches. 

With an objective of enhancing efficiency, healthy competition and quality banking service by introducing foreign investment and new technology in banking sector, government permitted for establishment of foreign Joint Ventures Banks in the early 1980’s.  As a result, NABIL Bank Ltd., formerly Nepal Arab Bank Limited, was established in 1984 as a first JVB of Nepal. Looking at the great success of Nabil Bank, many JVBs came in the market in the very short span of time. 

2.6 review of past studies


2.6.1 Review of Books

Financial Structure decision plays a vital role in the firm’s performance. It ensures the minimum cost of capital and the maximum return to the share holders. Various books relating to Finance, Capital Structure, Banking etc. have been reviewed in order to gain in-depth knowledge of the related filed of study.  

The book Weston & Copeland (1992) is considered to be a very useful book in Financial Management. According to them, “Financial structure refers to the way the firm’s assets are financed. Financial structure is represented by the entire right-hand side of the balance sheet. It includes short-term debt and long-term debt as well as shareholder’ equity. Capital structure or the capitalization of the firm is the permanent financing represented by long-term debt preferred stock, and shareholder’s equity. Thus, a firm’s capital structure is only part of its financial structure.” (p.565). 

According to Khan & Jain (1992), “It is generally agreed that the financial goal of the firm should be the maximization of owners’ economic welfare. The objective of the firm is to maximize the value of the equity shares, the firm should select a financing mix, capital structure/financial leverage which will help in achieving the objective of financial management.” They further states that in theory, capital structure can affect the value of the company by affecting either its expected earnings or the cost of capital or both. While it is true that financing-mix cannot affect the total earnings of a firm as they are determined by the investment decision, it can affect the share of earnings belonging to the ordinary shareholders. The capital structure decision can influence the value of the firm through the earnings available to the shareholders. But the leverage can largely influence the value of the firm through the cost of capital. (p.473). 

Dahal Bhuvan and Dahal Sarita (2002) states that the fund employed by the shareholder and the fund retained for reserve and provision constitute the bank capital. They further mention that Bank capital can be employed for fixed assets, loans and other types of assets. Generally, it is invested in first class securities. Since, capital determines the standing of the bank, the higher the capital base, the stronger the bank. (p.156)

According to Gautam & Thapa (2060), “Financial Structure can mainly be subdivided into ownership financing and borrowed financing. Ownership financing includes equity share capital and reserve and surplus. Joint Stock company cannot be established with no equity financing. In Nepal the promoter must hold at least one share for the incorporation of joint stock company in accordance with company act 2053. Borrowed financing includes short-term debt and term loans as well as the varieties of bond or debentures. Preferred stock is neither purely a debt nor a equity. Since it contains the characteristics of both debt and equity, it is called hybrid security.” (p.1) 


2.6.2 Review of Journals/Reports/Study:

Many useful national & international journals, reports and study published in the related field have also been reviewed with the hope of getting further relevant ideas. 

In a comprehensive study by Demerguç-Kunt and Huizingha “Determinants of commercial bank interest margins and profitability: some international evidence” (Kunt, D. A., & Huizinga, H., 1998) examine the determinants of bank interest margins and profitability using a bank level data for 80 countries in the 1988-1995 period. The set of variables includes several factors accounting for bank characteristics, macroeconomic conditions, taxation, regulations, financial structure and legal indicators. They report that a larger ratio of bank assets to GDP and a lower market concentration ratio lead to lower margins and profits. Foreign banks have higher margins and profits than domestic banks on developing countries, while the opposite prevail in developed countries. On an another linked paper, Demerguç-Kunt and Huizingha “Financial Structure & Bank Profitability”, (Kunt, A.D., & Huizinga, H., 2001) present evidence on the impact of financial development and structure on bank profitability using bank level data for a large number of developed and developing countries over the 1990-1997 period. The paper finds that financial development has a very important impact on bank performance. Specifically, the paper reports that higher bank development is related to lower bank performance (Tougher competition explains the decrease of profitability). Stock market development on the other hand, leads to increased profits and margins for banks especially at lower levels of financial development, indicating complementarities between bank and stock market.

Similarly, Jose Marcos and Jose Edson in their case study called “Capital Structure and Profitability: The Brazilian Case” (Marcos, J., Lara, J.E., n.d.) tried to examine the influence of the capital structure of Brazilian companies regarding the factor profitability. The data used in this research corresponds to the financial statements of 70 companies collected in the past seven years. The Ordinary Least Squares (OLS) method was employed in the estimation of a function relating the return on the equity (ROE) with the indexes of long and short-run debts, and also with the total of owner’s equity. The results indicate that the return rates present a positive correlation with short-term debt and equity, and an inverse correlation with long-term debt. 

Samy Ben Naceur investigates on his report “The Determinants of the Tunisian Banking Industry Profitability: Panel Evidence” (Naceur, S.B., 2003) the impact of bank’s characteristics, financial structure and macroeconomic indicators on bank’s net interest margins and profitability in the Tunisian banking industry for the 1980-2000 period. This study finds that high net interest margin and profitability tend to be associated with banks that hold a relatively high amount of capital, and with large overheads. Other important internal determinants of bank’s interest margins bank loans which have a positive and significant impact. The size has mostly negative and significant coefficients on the net interest margins. This latter result may simply reflect scale inefficiencies.  He further found that the macro-economic indicators such inflation and growth rates have no impact on bank’s interest margins and profitability. Stock market has a positive effect on bank profitability. This reflects the complementarities between bank and stock market growth. They also found that disintermediation of the financial system is favourable to the banking sector profitability. 

 
2.6.3 Review of thesis

During the course of this study, various past theses have also been reviewed. I couldn’t find any specific study regarding the impact of financial structure and interest spread on bank performance. However, many related studies conducted by MBA students have been proved to be really beneficial in order to successfully complete this dissertation. I would like to present the findings of few of them. 

Mr. Kamal Raj Pathak has conducted a research on “Capital Structure and Profitability: A comparative case study between NIB Ltd. And NGB Ltd.” (Pathak, K.R., 1999). The basic objective of this study is to evaluate capital structure and profitability of Nepal Indosuez Bank Ltd. and Nepal Grindlays Bank Ltd and to analysis the relationship between the capital structure and profitability. In his study, he used various tools & techniques such as fixed deposit analysis, shareholder’s equity analysis, ratio analysis, capital adequacy analysis, debt capacity analysis etc. under the capital structure analysis, and analysis of earning capacity of assets, expenses analysis & return analysis under the profitability analysis. He further used statistical tools such as correlation analysis, multiple regression analysis and t-test. With the help of all these tools, Mr. Pathak came up with the following major conclusions: 

· Fixed deposit, shareholder’s equity and reserve fund of both the banks have been increased during the study period.

· Debt equity in terms of fixed deposits and net worth of both the banks has been found extremely higher. 

· Debt capital ratio in terms of fixed deposits to capital employed was found to be higher and fluctuating in both banks. He found a significant difference between the mean ratios of fixed deposits to capital employed at 5% level of significant, using student’s t-test. 

· Debt capital ratio in terms of total debt to total assets ratio shows that higher percent of total assets is financed by the outsiders’ fund in both the banks. It means the banks are employing less equity financing in raising the assets. 

· Capital adequacy ratio was fluctuating in nature over the periods and found that both the banks had been maintaining capital adequacy ratio as directed by Nepal Rastra Bank. 

· He found increasing trend of earning capacity of loans & advances of both the banks and profitability is mostly contributed by loans & advances than other assets. Similarly, interest & commission expenses are the only major expenses which play an important role in profitability. 

· Interest margin of NIB Ltd. was found higher and concluded that they are efficient to utilize resources in the most profitable sectors than NGB Ltd.

· It was found that ROE of NIB Ltd. was influenced by dividend payout ratio and that of NGB Ltd. was influenced by interest margin. 

Besides these conclusions, he further recommended both the banks keeping in mind the effects of tax advantage and financial distress. He viewed a prominent capacity of collecting capital through issuing shares and recommended accordingly. Considering return ratios, he suggested not to gear up capital structure position and to utilize available resource in most profitable investment.  Since the EPS of both the banks is in increasing trend, he suggested banks to collect the funds through issuing shares. He even found more than two and half times higher capital adequacy ratio of NIB Ltd. than the required. Therefore, NIB was suggested to lower down the ratio by increasing the portion of total deposit. 

A study conducted by Mr. Binaya Karmacharya on “Study on Capital Structure of Joint Venture Commercial Bank and NRB directives issued in regards to there-of” (Karmacharya, B., 2002) aimed to evaluate the relationship between capital structure and profitability and to study the debt serving capacity of selected banks. His study covered three Joint Venture Banks namely, Everest Bank Ltd., Bank of Kathmandu Ltd. and Nepal SBI Bank Ltd. for a period of five years. 

He found lower proportion of share capital in total liabilities of the companies and/or percentage of long-term debt is greater than ownership capital. Capital structure of all the banks is highly leveraged. EBL uses the excessive amount of debt whereas SBI and BOK uses comparatively less amount of debt in its capital structure which ultimately lead to lower interest coverage ratio during the study period. 

Mr. Karmacharya suggested maintaining improved capital structure by issuing more equity shares, expanding general reserve and retained more earnings. The banks are suggested to explore new profitable investment opportunity that would increase its interest income and ultimately contributed favorably in profitability. He has also recommended banks to have different schemes on attracting customers on low or on-interest bearing deposits. 

  2.7 conceptual review of the research

This student has found it very important to have a brief look on the conceptual thoughts behind this dissertation i.e. the impact of financial structure & interest margin on profitability. 

   2.7.1 General concept of Financial/Capital Structure

Capital, in the most basic terms, is money. All businesses must have capital in order to purchase assets and maintain their operations. Business capital comes in two main forms: debt and equity. Debt refers to loans and other types of credit that must be repaid in the future, usually with interest. In contrast, equity generally does not involve a direct obligation to repay the funds. Instead, equity investors receive an ownership position which usually takes the form of stock in the company. 

The capital formation process describes the various means through which capital is transferred from people who save money to businesses that require funds. Such transfers may take place directly, meaning that a business sells its stocks or bonds directly to savers who provide the business with capital in exchange. Transfers of capital may also take place indirectly through a financial intermediary, such as a bank, mutual fund, or insurance company. In the case of an indirect transfer using an investment bank, the capital simply flows through the intermediary bank. The intermediary bank receives capital from savers and issues its own securities in exchange. Then the intermediary uses the capital to purchase stocks or bonds from businesses or provide loans and advances to the business.

Financial structure consists of long term as well as short term sources of fund collected to invest in business. Financial structure includes short term and long term debt as well as shareholder’s equity which is represented by the entire right hand side of the balance sheet. Capital structure, on the other hand, is the permanent financing represented by long term debt, preferred stock and shareholder’s equity. Thus, the distinction between financial and capital structure lies in the different source and nature of investment fund. Broadly, the financial structure can be subdivided into ownership financing and borrowed financing. Ownership financing refers to equity share capital and reserves & surplus while borrowed financing refers to term loans, debenture & bond.

Thus, the capital structure concerns the proportion of capital that is obtained through debt and equity. There are tradeoffs involved: using debt capital increases the risk associated with the firm's earnings, which tends to decrease the firm's stock prices. At the same time, however, debt can lead to a higher expected rate of return, which tends to increase a firm's stock price. As Brigham explained, "The optimal capital structure is the one that strikes a balance between risk and return and thereby maximizes the price of the stock and simultaneously minimizes the cost of capital."

Capital structure decisions depend upon several factors. One is the firm's business risk—the risk pertaining to the line of business in which the company is involved. Firms in risky industries, such as high technology, have lower optimal debt levels than other firms. Another factor in determining capital structure involves a firm's tax position. Since the interest paid on debt is tax deductible, using debt tends to be more advantageous for companies that are subject to a high tax rate and are not able to shelter much of their income from taxation.

A third important factor is a firm's financial flexibility, or its ability to raise capital under less than ideal conditions. Companies that are able to maintain a strong balance sheet will generally be able to obtain funds under more reasonable terms than other companies during an economic downturn. Brigham recommended that all firms maintain a reserve borrowing capacity to protect themselves for the future. In general, companies that tend to have stable sales levels, assets that make good collateral for loans, and a high growth rate can use debt more heavily than other companies. On the other hand, companies that have conservative management, high profitability, or poor credit ratings may wish to rely on equity capital instead.

From the above discussion, therefore, it is clear that the determination of a company’s capital structure constitutes a difficult decision, one that involves several and aggressive factors, such as risk and profitability. Further, that decision becomes even more difficult when the economic environment in which the company operates presents a high degree of instability. Therefore, the choice among the ideal proportion of debt and equity can affect the value of the company.  
     2.7.2 Factors Affecting Financial Structure: 

The below are few empirical factors that affect the financial structure of the firm:

Growth Rate of Sales: Firms with fast growing sales can use more debt and incurs higher fixed charges than a company with slow growth rate. The future growth rate of sales is a measure of the extent to which the earnings per share of a firm are likely to be magnified by leverage. 

Cash Flow Stability: With greater stability in sales & operating earning, a firm can incur the fixed charges of debt with less risk than when its sales and earning are subject to substantial declines. 

Industry Characteristics: Debt-servicing ability is dependent on the profitability, as well as the volume, of sales. Hence, the stability of profit margins is as important as the stability of sales. The ease with which new firm can enter the industry and the ability of competing firms to expand capacity both influence profit margin. And firms with higher profit margin use relatively little debt as it enables them to finance with retained earnings. 

Asset Structure: Asset structure influences the sources of financing in several ways. Firms with long-lived fixed assets can use long-term mortgage debt extensively. 

Management Attitudes: The management attitudes that most directly influence the choice of financing are those concerning control of the enterprise and risk. Large corporations whose stock is widely owned may choose additional sales of common stock because such sales will have little influence on the control of the company. In contract, owners of small firms may prefer to avoid issuing common stock in order to be assured of continued control. 

Lender Attitudes: Regardless of management’s views, lender’s attitudes determine financial structures. The corporation discusses its financial structure with lender and gives much weight to their advice. But, if management seeks to use leverage beyond norms for the industry, lenders may be unwilling to accept such debt increases. 

(Source: Weston & Copeland, 1992, p.579) 

     2.7.3 Theories of Capital Structure: 

As we have already discussed above that the composition of debt and equity in the long term source of financing is known as capital structure. There is a great controversy among the scholars on whether or not the optimum capital structure affects the value of the firm. Traditional scholars argue that capital structure is relevant factor for valuation of the firm. On the other hand, Modiagliani and Miller approach argue that capital structure doesn’t affect value of the firm in the perfect capital market. Let’s have a short look in the various theories of capital structure. 

With the purpose of better understanding of capital structure theories, following common assumption and definition have been made: 

1.  Only two types of long term source of funds are available i.e debt & equity. 

2. The firm’s total assets don’t change. Only degree of leverage can be changed by selling debt to repurchase stocks or selling shares to retire debt. 

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

4. The firm’s total financing remain constant. 

5. The net operating income (EBIT) is not expected to grow or decline over time. 

6. Perpetual life of the firm. 

The following relations can be developed considering above assumptions: 

Cost of debt (Kd) = I/B

Value of the bond (B) = I/Kd
Cost of Equity (Ke) = (D1/Po) + g = EPS1/P0 = NI/S

Value of stock (S) = NI/Ke 

Overall cost of capital (KO) = Kd (B/V) + Ke (S/V)

Value of the firm (V) = EBIT/Ko

Value of the firm (V) = B+S

Where,

S = Total market value of equity

B = Total market value of debt

V = Total market value of the firm

I = Total interest payments

NI = Net income available to equity holders

KO= Overall capitalization rate

Ke = Equity capitalization rate

Kd = Cost of capital

1.
Net Income (NI) Approach:

According to this approach, the cost of debt capital and the equity capital remains contact when leverage ratio varies. The weighted average cost of capital declines as the leverage ratio increases. This is because when the leverage ratio increases, the cost of debt, which is lower than the cost of equity, receives a higher weight in calculation of the average cost of capital. Thus, higher leverage results higher value of the firm.

According to Khan & Jain (1992), “The significance of this approach is that a firm can lower its cost of capital continually and increase its total valuation by the use of debt funds. Thus with increased use of leverage overall cost of capital declines and total value of the firm rises.” (p.477)

This approach is based on the following assumptions:

· Change in leverage does not change the risk position/risk perception of investors; as a result, the equity capitalization rate and debt capitalization rate remain constant with changes in leverage. 

· The debt capitalization rate (Kd) is less than the equity capitalization rate (Ke). 

· Overall capitalization rate (Ko) decreases as leverage increases. 

2.
Net Operating Income (NOI) Approach:

In this approach, net operating income is capitalized at an overall capitalization rate to obtain the total market value of the firm. As EBIT and overall capitalization rate remain constant, capital structure does not affect the market value of the firm. Market value of the equity is computed after deducting market value of debt from total market value of the firm. Under this approach, the overall capitalization rate and the cost of debt remain constant for all degrees of leverage. The required return on equity increases linearly with financial leverage. Khan & Jain state any change in leverage will no lead to 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. 

The Net Operating Income Approach is based on the following assumptions:

· The market uses an overall capitalization rate, Ko to capitalize the net operating income, Ko depends on the business risk. If the business risk is assumed to remain unchanged Ko is a constant. 

· Debt capitalization rate, Kd< remain constant. 

· The use of less costl debt funds increases the risk of shareholders. This cause the equity capitalization rate to increase in the equity-capitalization rate to increase in the equity capitalization rate, Ke. 

· Debt capitalization rate, Kd, remain constant. 

· Market value of equity is the residual value. 

3.
Traditional Approach:

The traditional capital structure approach, which is also known as an intermediate approach, is a compromise between the Net Income Approach and Net Operating Income Approach. This approach implies that the cost of capital decreases within the reasonable limit of debt and then increases with leverage. Hence, an optimum capital structure exists and occurs when the cost of capital is minimum or the value of the firm is maximum. The traditional approach suggested that up to some moderate amount of leverage risk does not increase noticeably on either the debt or equity, so Kd and Ke are both relatively constant to some point. However, beyond this threshold debt ratio, both debt and equity costs begin to rise sharply, and this increases more than offset the advantages of cheaper debt. 

The traditional approach has the following mail propositions: 

· Cost of debt, Kd, remains almost constant up to a certain degree of leverage but rises thereafter at an increasing rate. 

· Cost of equity, Ke, remains almost constant or rises only gradually up to a certain degree of leverage and rises sharply thereafter. 

· The average cost of capital, Ko, as a consequence of the above behavior of Ke and Kd decreases up to a certain point, remain almost unchanged for moderate increase in leverage thereafter and rises beyond a certain point.

     4. Modigliani – Miller (MM) Approach:

The Modigliani – Miller approach placed a challenge to the traditional model. This approach argues that a firm’s market value and the cost of capital remain unaffected by the capital structure changes. Modigliani – Miller agreed that any rational choice of debt equity would result in the same cost of capital under their assumptions and that there is no optimal mix of debt and equity financing. The MM model can best be expressed in terms of their proposition I and II and based on the following crucial assumptions: 

· Perfect capital market 

· Large no. of investors and they are free to buy or sell securities.

· No brokerage and transaction costs, i.e. the cost of buying and selling securities, exist. 

· Information is freely available. 

· Securities are infinitely divisible. 

· The investors (both individuals and institutions) can borrow without restriction at the same rate and (term) as corporation.

· Investors behave rationally. 

· Firms can be grouped into equivalent (homogeneous) risk classes’ on the basis of their business risk, which can be measured by variance of EBIT.

· All present and prospective investors have identical estimates of each firm’s future EBIT; that is, investors have homogeneous expectations about expected future corporate earnings also the risky of these earnings. 

· No taxes on either corporations or individuals. 

Proposition I: 

The value of the firm, V, is established by capitalizing its expected net operating income at a constant rate, i.e. overall cost of capital, KO, which is appropriate for the firm’s risk class. MM conclude that total market value of the firm is unaffected by the debt equity mix, it follow that the cost of capital is independent of the capital structure and is equal to the capitalization rate of a pure equity stream of its class. 

VL = VU = EBIT (NOI)/WACC (KO)

It implies that the weighted average cost of capital (KO) to any firm, leveraged or not, is completely independent of its capital structure equal to the cost of equal to an un-levered firm in the same risk class. 

Proposition II: 

According to the proposition II of MM Approach the expected cost of equity for a levered firm is equal to the cost of equity to an un-levered firm in the same risk class plus risk premium whose size depends on both the differential between the costs of equity and debt to an un-levered firm and the amount of leverage used. 

KE (L) = KE (U) + Risk Premium 

MM’s proposition II stats that as the firm’s use of debt increases, its debt cost of equity also rises.

2.7.4 Criteria for Measuring Bank Performance:

In the present study, I tried to find out the impact of financial structure on firm’s performance. I focus on the performance of banking sector itself across different financial structure in Nepalese scenario. After a series of brainstorming and consulting with many faculties, bank profitability and bank interest margin have been considered as two critical criteria for measuring bank performance. Bank profitability and bank interest margins can be considered as indicators of the efficiency or inefficiency of the banking sector as they drive a wedge between the interest rate received by savers on their deposits and the interest paid by lenders on their loans. These variables will affect the cost of bank finance. 

     
2.7.4.1 Bank Profitability 

Profit, in simple definition, is excess income over expenses. It is a positive return made on an investment by an individual or by business. As per Latin meaning Profit means “to make progress”. Under the Marxist definition it is a mechanism of class exploitation, where surplus value is extracted by capitalists from their workers and suppliers beyond the point where costs are covered. Under capitalism, methods of calculation differ between accountants and economists. In economics, a firm is said to be making an economic profit when its revenue exceeds the total opportunity cost of its inputs. The return to owners' capital under competitive competition is the accounting profit and compensates the owner for not being able to make alternative use of their capital. It is the opportunity costs of a venture. Net Profit (before tax), in accounting term, is the sales of the firm less costs like as wages, rent, fuel, raw materials, interest on loans and depreciation. 

Gross profit is profit before Selling, General and Administrative costs, like depreciation and interest; it is the Sales less direct Cost of Goods (or services) Sold. Net profit after tax is after the deduction of either corporate tax (for a company) or income tax (for an individual). Operating profit is a measure of a company's earning power from ongoing operations, equal to earnings before the deduction of interest payments and income taxes. 

Accordingly, bank profit refers to income which includes interest income, commission & discount, exchange gain, non-operating income & other income; less expenses which includes interest expenses, employee expenses, office overhead, provision & other exp. 


2.7.4.2. BANK Interest Margin

Bank Interest Margin is the weighted average interest difference between loans & investment and deposits. It is simply the gap between the percentage of interest income on total loans & advances and percentage of interest expense on total deposits including interest bearing and interest free deposit. Interest Margin can be said the net interest income of bank. 

Generally bank accumulates funds from offering various types of deposits.  Some commonly used deposits are current deposit, margin deposit, saving deposit, fixed deposit & call deposit. Among them, current & margin deposits are interest free deposits while saving, fixed & call deposits are interest bearing deposits. Accordingly, bank has to pay interest to customers against various types of deposits accepted. 

Similarly, Bank utilizes these collected funds through deposits and shareholder’s fund in loans & investment. Bank generally invests its funds in various types of loans, advances & bills purchase, investments in government securities and deposit in various banks.  The rate of interest income depends upon the type of loan & investment. Banks primary objective is to earn higher interest income by taking less risk while sanctioning loans. Bank interest income is the major income of banks which is used to pay interest in deposits, staff & operating expenses and to make profit in order to pay dividends to shareholders. 

Thus, the interest margin is the net percentage interest gab between   weighted interest loan & investment rate and weighted interest deposit rate. Average weighted deposit rate has been calculated by dividing total interest expenses by total volume of deposit. Similarly, total volumes of loans & investment includes loan & advances, investment, balance with banks and money at call. Average weighted loan rate has been calculated by dividing total interest income by total loan and advances volumes. The difference between these two rates is termed as Interest Margin or Spread. Therefore, it is the net interest income rate of bank.
chapter – three

3 The research methodology

3.1 Introduction

This chapter describes the various approaches, methods & strategies of investigation to the problem. Research methodology is a systematic way of conducting research study. This chapter incorporates research design, source of data, sample & population of data, method of analysis. 

3.2 research design

“The Research Design is an integrated system that guides the researcher in formulating, implementing, and controlling the study. Useful research design can produce the answers to the proposed research questions. The research design is thus an integrated frame that guides the researcher in planning and executing the research works” (Wolff & Pant, 2002, p.74). Therefore, research design is a systematic design, structure and strategy of conducting research work which focuses on the data collection methods, the research instrument utilized, and the sampling plan to be followed. 

This research study attempts to analyze the impact of financial structure & interest margin on bank performance. In order to achieve this objective, the descriptive cum analytical research design will be followed. The study is based on the wide range of variables and factors influencing financial structure decision of Nepalese banking sector. Descriptive research is followed to evaluate the behavior of the firms and to describe the situation and events occurring during the study period where analytical research is used to find out the result using financial and statistical tools. Collected data of commercial banks are presented in an informative manner to the reader. 

3.3 sources of data

The study is primarily based on secondary data. However, informal discussions with banking personnel are considered to be primary source of data. Mostly, the following sources of data which are secondary in nature have been used: 

· Economic Survey (Published by Ministry of Finance) 


(2001/2002 – 2006/2007)

· Banking and Financial Statistics (Published by Nepal Rastra Bank) 

(Volume No 45, July 2007)

· Economic Review April 2007 (Published by Nepal Rastra Bank)

· Macroeconomic Indicators of Nepal (Published by Nepal Rastra Bank)  (December 2007)

· Quarterly Financial Highlights of Commercial Banks (Published by Nepal Rastra Bank) -
(Third Quarter 2006/2007)

· The Tenth Plan (Published by National Planning Commission)

· Annual Reports of Himalayan Bank Ltd.

· Annual Reports of Nabil Bank Ltd. 

· Annual Reports of Nepal Investment Bank Ltd. 

· Previous thesis work done in the related field. 

· Research work conducted in the similar area by foreign scholars in international arena.

3.4 population & sample

There are around 20 commercial banks working currently in Nepalese market. Out of which, this study covers only three commercial banks i.e. Himalayan Bank Limited (HBL), Nabil Bank Limited (Nabil) & Nepal Investment Bank Limited (NIBL). Nabil, the first JVB and NIBL, the second JVB, are considered as the first generation bank of Nepal. Similarly, HBL, established almost a decade after Nabil, is chosen as second generation bank which is performing competently and has the same range of investment fund. Last five years data of all these banks are taken for study. 

3.5 method of analysis

The collected data are filtered and analyzed using the following financial and statistical tools. Similarly, tabular as well as graphical presentations of data have been used.

· Graphs & Diagrams: 

· Financial Tools: In order to evaluate the financial structure, various financial ratios have been employed. In addition, fixed deposit analyses, shareholder’s equity analysis, analysis of financial mix, profitability analysis, etc. have been conducted. 
Statistical Tools: In order to evaluate the relationship between   variation, simple correlation coefficient are used in this study.
analytical Section

DATA PRESENTATION AND ANALYSIS
We have already discussed the background of the study, Nepalese economy, Nepalese financial sector, meaning, function & important of bank, growth of commercial bank in Nepal and statement of problem, objective, limitation & significance of the study. We have also reviewed the relevant literatures along with methodology of the study. Now, we are going to analyze the financial structure, interest margin and performance of selected commercial banks of Nepal. 

This chapter incorporates all the calculations & findings, based on which conclusion & recommendation would be derived in the next chapter. Hence, it is the backbone of my study and occupies a great important to make a rational conclusion of this research.   The analytical section on, interest margin and bank performance has been structured on the following ways: 

Chapter Four: Tabular & Graphical Presentation

Chapter Five: Financial Analysis:

1. Profitability Analysis

1.1 Profitability Ratio

· Return On Total Assets (Net Profit to Total Assets)

· Return On Total Deposits (Net Profit to Total Deposits)

· Return on Net Worth (Net Profit to Total Shareholder’s Fund)

· Return on Capital Employed (Net Profit to Capital employed)


2. Expenses Analysis


3. Interest Spread Analysis

Chapter Six: Statistical Analysis

1. Correlation Analysis

6. Coefficient of correlation between Capital & Investment

7. Coefficient of Correlation between Interest Spread & Profitability

8. Coefficient of Correlation between Debt Capital & Total Income
9. Coefficient of Correlation between Debt to Shareholder’s Fund Ratio & Return on Shareholders Fund

10. Coefficient of Correlation between Short Term Liabilities to Long Term Liabilities Ratio (STL to LTL Ratio) & Bank Profitability

Chapter – Four

3. Tabular And Graphical Presentation

Various financial figures of selected commercial banks would be presented in a comparative way in this chapter. The collected data are presented in tabular as well as graphical form for the period of five years from the fiscal year 2059-2060 (2002-2003) to the fiscal year 2063-2064(2006-2007). The data presented in this chapter are highly anticipated to be beneficial for the data analysis part and to make this research easy to review and study. 

Financial Highlights of the Selected Commercial Banks:

Nepal Investment Bank Limited (NIBL):
Financial Performance of Nepal Investment Bank Limited during the period of five years from 2002/2003 to 2006/2007 is presented in the below table: 

Table 3: Financial Highlight of Nepal Investment Bank Ltd.

Balance Sheet

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	Assets
	 

	Cash and Bank balance
	926,535
	1,226,923
	1,340,481
	2,335,521
	2,441,514

	Money at Call and Investment 
	1,745,240
	4,172,483
	4,074,189
	5,672,869
	6,868,650

	Loans and Advances
	5,921,788
	7,338,566
	10,453,164
	13,178,152
	17,769,100

	Net Fixed Assets
	191,116
	249,788
	320,592
	343,450
	759,456

	Other Assets 
	379,216
	476,177
	202,226
	201,090
	234,797

	Total Assets
	9,163,895
	13,463,937
	16,390,652
	21,732,081
	28,073,517

	Liabilities 
	 
	 
	 
	 
	 

	Borrowings
	6,829
	361,500
	350,000
	550,000
	800,000

	Customers Deposits
	7,922,766
	11,524,680
	14,254,574
	18,927,306
	24,488,856

	Other liabilities 
	446,111
	640,269
	278,796
	437,392
	423,866

	Provisions for loan loss
	149,647
	208,441
	327,108
	401,944
	482,673

	Total Liabilities 
	8,525,359
	12,734,889
	15,210,479
	20,316,642
	26,195,394

	Net Assets
	638,536
	729,048
	1,180,173
	1,415,439
	1,878,123

	Shareholder's Fund
	708,610,519
	492,199,084
	543,883,323
	544,668,139
	512,050,004

	Paid-up capital 
	295,293
	295,923
	587,739
	590,586
	801,353

	Profit Capitalization 
	 
	 
	 
	 
	 

	Reserve Fund
	314,848
	419,092
	567,511
	778,904
	955,417

	Profit and Loss Account 
	28,404
	14,663
	24,924
	45,950
	121,354

	Total Shareholders Fund 
	638,542
	729,048
	1,180,173
	1,415,440
	1,878,124


Profit and Loss A/C

	Particulars
	2002/2003
	2003/2004
	2004/2005
	2005/2006
	2006/2007

	 
	(2059/60)
	(2060/61)
	(2061/62)
	(2062/63)
	(2063/64)

	Interest Income 
	 
	 
	 
	 
	 

	Loans, Advances and Overdraft
	421,847
	663,016
	769,195
	964,689
	1,302,122

	Others 
	37,662
	68,387
	117,605
	208,053
	282,865

	Interest Expenses
	-189,214
	-326,202
	-354,549
	-490,947
	-685,530

	Net Interest Income
	270,295
	405,201
	532,251
	681,795
	899,457

	Exchange Gain 
	50,834
	87,980
	102,518
	125,747
	135,355

	Commission Income 
	40,811
	55,747
	93,551
	115,942
	163,899

	Other Operating Profit 
	26,288
	36,816
	56,567
	46,607
	114,096

	Other Non-Operating Profit 
	487
	1,768
	6,192
	391
	1,426

	Total Income 
	388,715
	587,512
	791,079
	970,482
	1,314,233

	Staff Expenses
	61,288
	89,749
	97,004
	120,664
	145,371

	Operating Expenses 
	108,038
	149,479
	182,915
	190,605
	243,431

	Non-Operating Expenses 
	 
	 
	 
	 
	 

	Staff Bonus
	18,905
	25,719
	37,075
	50,491
	72,338

	Total Expenses
	188,231
	264,947
	316,994
	361,760
	461,139

	Profit Before Tax 
	200,484
	322,565
	474,085
	608,722
	853,094

	Loan loss Provision 
	30,335
	91,092
	140,409
	103,808
	129,719

	Income tax 
	53,332
	78,801
	101,529
	154,378
	221,977

	Net Profit(Loss) After Tax 
	116,817
	152,671
	232,147
	350,536
	501,399


(Source: Annual Reports of NIBL, 2002-03 to 2006-07)
Table 4: Critical Performance Indicators of NIBL

	Particulars
	2002/2003
	2003/2004
	2004/2005
	2005/2006
	2006/2007

	 
	(2059/60)
	(2060/61)
	(2061/62)
	(2062/63)
	(2063/64)

	Return on Shareholders Capital
	39.56%
	51.70%
	78.62%
	59.35%
	62.57%

	Return on Total Assets
	1.27%
	1.13%
	1.42%
	1.61%
	1.79%

	Return on Deposits
	1%
	1%
	2%
	2%
	2%

	Loan to Deposit
	75%
	64%
	73%
	70%
	73%

	Investments to deposits 
	22%
	36%
	29%
	30%
	28%

	Expenses to Income
	48%
	45%
	40%
	37%
	35%

	Profit to Income
	30%
	26%
	29%
	36%
	38%

	Profit to Expenses
	62%
	58%
	73%
	97%
	109%


The major financial performance highlights of Nepal Investment Bank Ltd (NIBL) depicted in the above tables show that operating profit of the bank is in increasing trend every year and highest in the FY 2006-2007 at NPR.501M as compared to NPR.350 M, NPR 232 M, NPR.152 M, NPR 116M in the FY 2005/06, 2004/05, 2003/04, 2003/02 respectively. Despite the increasing trend of operating profit, it’s Return on Share Capital found to be fluctuating in the review period.  Return on Share Capital was increasing until FY 2004/05 and significantly decreased in the next year. Total Share Capital was NPR295 M in FY2002/03 & 2003/04, NPR587 M in FY2004/05, NPR 590 M in 2005/06 and NPR.801 M in FY2006/07. Return on Total Assets was highest in FY 2006/07 with 1.79% Return on Deposits of NIBL increased by 1% in FY 2004/05 and it remained same in following fiscal years. NIBL is experiencing about 41% in average of interest expenses to the total interest income in the review period. It was highest in FY2002/03 at 48%. Some of the other key indicators, such as expenses to income, profit to income and profit to expenses are also calculated in the above table.

Total income, total expenses and operating profit are shown comparatively for the review period in the following graph:

Graph 1: Total Income, Total Expenses and Operating Profit of NIBL
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NIBL has been making expenses about 41% in aggregate of its total income. The expense to income indicator shows that it was highest in the year 2002/03 at 48% and lowest in 2006/07 at 35%. It signifies that NIBL is being able to minimize expense and maximize income, allowing larger gap between them each year. 

The reason behind the larger gap between total income and total expense may be larger portion of deposit utilization in income generating loans and advances in the later years. That ultimately increased the interest income and profitability of the Bank. 

Similarly Share Capital, Interest Income, Interest Expenses & Operating Profit of NIBL is depicted in the below graph: 

Graph 2: Share Capital, Interest Income, Interest Expenses & Operating Profit of NIBL
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Nabil Bank Limited (Nabil): 

Financial Performance of Nabil Bank Limited during the period of five years from 2002/2003 to 2006/2007 is presented in the below table: 

Table 5: Financial Highlight of Nabil Bank Limited.

	Particulars
	2002/2003
	2003/2004
	2004/2005
	2005/2006
	2006/2007

	 
	(2059/60)
	(2060/61)
	(2061/62)
	(2062/63)
	(2063/64)

	Liabilities:
	 
	 
	 
	 
	 

	Share Capital 
	491,654,400
	491,654,400
	491,654,400
	491,654,400
	491,654,400

	Reserve Funds
	822,533,056
	990,027,903
	1,165,983,908
	1,383,340,017
	1,565,395,315

	Borrowings
	961,461,153
	229,660,000
	17,062,680
	173,201,710
	882,572,500

	Deposit Accounts
	13,447,661,064
	14,119,032,115
	14,586,608,707
	19,347,399,440
	23,342,285,32

	Bills Payable
	108,943,551
	173,499,287
	119,753,038
	112,606,736
	83,514,820

	Other Liabilities
	730,371,768
	741,612,933
	805,268,083
	352,079,858
	378,552,721

	Total Liabilities
	16,562,624,992
	16,745,486,638
	17,186,330,816
	22,329,971,078
	27,253,393,008

	Assets:
	 
	 
	 
	 
	 

	Cash Balance 
	187,777,015
	286,886,222
	146,352,255
	237,818,512
	270,406,978

	Balance with Banks
	956,990,468
	683,600,321
	413,028,059
	392,420,076
	1,129,418,864

	Money at Call and Short Notice
	670,204,297
	918,733,400
	868,428,307
	1734,901,943
	563,532,632

	Investments
	6,031,175,547
	5,835,948,498
	4,267,233,178
	6,178,533,108
	8,945,310,567

	Loan, Advance & Bills Purchased
	7,755,951,985
	8,189,992,851
	10,586,170,002
	12,922,543,153
	15,545,778,730

	Fixed Assets
	251,915,161
	338,126,262
	361,235,392
	319,086,147
	286,895,224

	Other Assets
	708,610,519
	492,199,084
	543,883,323
	544,668,139
	512,050,004

	Total Assets:
	16,562,624,992
	16,745,486,638
	17,186,330,516
	22,329,971,078
	27,253,393,00

	Income
	 
	 
	 
	 
	 

	Interest Income
	1,017,872,280
	1,001,616,90
	1,068,746,769
	1,309,998,500
	1,587,758,714

	Other Income
	409,578,044
	424,818,300
	441,937,461
	406,675,437
	448,109,270

	Total Income (A)
	1,427,450,324
	1,426,435,201
	1,510,684,230
	1,716,673,937
	2,035,867,984

	Expenses
	 
	 
	 
	 
	 

	Interest Expenses
	317,348,258
	282,947,633
	243,544,61
	357,161,304
	555,710,109

	Employee Expenses
	210,582,937
	180,840,420
	199,516,217
	219,780,853
	240,161,275

	Office Overhead Expenses
	166,200,160
	150,759,027
	190,299,470
	182,696,413
	188,183,330

	Provisions, Other Exp & Written Off
	317,083,158
	356,576,899
	358,688,183
	364,040,808
	445,723,541

	Total Expenses (B)
	1,011,214,513
	971,123,979
	992,048,481
	1,123,679,37
	1,429,778,255

	Profit/Loss (A-B)
	416,235,811
	455,311,222
	518,635,
	592,994,559
	606,089,729


 (Source: Annual Reports of Nabil, 2002-03 to 2006-07)
Table 6: Critical Performance Indicators of Nabil Bank Limited

	Particulars
	2002/2003
	2003/2004
	2004/2005
	2005/2006
	2006/2007

	 
	(2059/60)
	(2060/61)
	(2061/62)
	(2062/63)
	(2063/64)

	Return on Share Capital
	84.66%
	92.61%
	105.49%
	120.61%
	123.28%

	Return on Total Assets
	2.51%
	2.72%
	3.02%
	2.66%
	2.22%

	Return on Deposits
	3.10%
	3.22%
	3.56%
	3.06%
	2.60%

	Loan to Deposits
	57.68%
	58.01%
	72.57%
	66.79%
	66.60%

	Investment to deposits
	44.85%
	41.33%
	29.25%
	31.93%
	38.32%

	Interest Exp. to Interest Income
	31.18%
	28.25%
	22.79%
	27.26%
	35.00%

	Costs to Income
	70.84%
	68.08%
	65.67%
	65.46%
	70.23%

	Profit to Income
	29.16%
	31.92%
	34.33%
	34.54%
	29.77%

	Profit to Expenses
	41.16%
	46.88%
	52.28%
	52.77%
	42.39%


The major financial performance highlights of Nabil Bank Limited (Nabil) depicted in the above tables show that operating profit of the bank has been increased significantly during the review period. It was highest in the FY 2006/07 at NPR.606 M compared to NPR.416M, NPR.455M, NPR.518 M & NPR592 M in the FY 2002/03, 2003/04, 2004/05, 2005/06 respectively. On the other hand, share capital of the bank remained constant during the period at NRs.491M. However, retained earning of the bank became almost double during the period. It was NPR822M in the year 2002/03 and reached at NPR1565M in the year 2006/07. Despite the constant amount of share capital & deposit account, the bank is achieving higher profit each year. Total expense of the bank is quite fluctuating with decreasing trend till 2004/2005 as in FY 2002/03 it was NPR 1,011M in FY 2003/04 it was NPR 971 M and in FY 2004/05 it was NPR 992 M. On the other hand, total income of the bank has dramatic increment from FY 2002/03 till FY 2006/07 it is almost double in FY 2006/07 with income of 1427 M in FY 2002/03 and NPR 2035 M in FY 2006/07. That makes the larger gap between income and expense thereby allowing higher profit to the bank in the later years. 
Further, Return on Share Capital was considerably increased during the review period due to constant share capital and increasing profit every year. The bank is also found to be able to utilize more portion of deposit in higher income generating loans & advances. Loan to deposit ratio was 57.68% in FY2002/03 which was sharply increased and reached at 72.57% in FY2004/05 and was 66% in FY 2006/07.  Contrarily, investment to deposit ratio was decreased sharply during the period which was 44.85% in FY2002/03 and 29.25% atFY2004/05. 

Return on Total Assets and Return on Deposits of Nabil was in increasing trend during the review period. The volatile performance of Nabil can also be viewed in its interest expenses to interest income ratio. The ratio 31.18% in FY2002/03 while only 22.79% in FY2004/05. This ratio further authenticates the increasing profitability of bank even with decreasing interest income during the period. Some of the other key indicators, such as expenses to income, profit to income and profit to expenses are also calculated in the above table. Total income, total expenses and operating profit are shown comparatively for the review period in the following graph

Graph 3: Total Income, Total Expenses and Operating Profit of Nabil


[image: image3]
 Similarly Share Capital, Interest Income, Interest Expenses & Operating Profit of NIBL is depicted in the below graph: 

Graph 4: Share Capital, Interest Income, Interest Expenses & Operating Profit of Nabil
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Himalayan Bank Limited (HBL)

Financial Performance of Himalayan Bank Limited during the period of five years from 2002/2003 to 20064/2007 is presented in the below table: 


Table 7: Financial Highlight of Himalayan Bank Limited

	Particulars
	2002/2003
	2003/2004
	2004/2005
	2005/2006
	2006/2007

	
	(2059/60)
	(2060/61)
	(2061/62)
	(2062/63)
	2063/64)

	Liabilities:
	 
	 
	 
	 
	 

	Share Capital
	429,000,000
	536,250,000
	643,500,000
	772,200,000
	810,810,000

	Reserve Funds
	634,132,203
	787,916,357
	898,246,461
	993,975,616
	1,335,689,655

	Borrowings
	645,839,709
	659,005,881
	506,048,286
	144,624,897
	235,967,811

	Deposit Accounts
	21,007,379,489
	22,010,332,984
	24,814,011,984
	26,490,851,640
	30,048,417,756

	Bills Payable
	46,727,205
	64,381,663
	68,399,189
	73,577,730
	91,303,206

	Other Liabilities
	592,144,522
	704,138,106
	914,488,735
	386,750,763
	494,099,459

	Total Liabilities
	23,355,223,128
	24,762,024,991
	27,844,694,655
	28,861,980,646
	33,016,287,887

	Assets:
	 
	 
	 
	 
	 

	Cash Balance 
	397,189,317
	274,235,328
	286,529,934
	305,428,144
	177,242,22

	Balance with Banks
	1,582,019,679
	1,726,948,89
	1,727,941,023
	1,411,924,192
	1,580,099,026

	Money at Call and Short Notice
	150,100,000
	368,900,000
	441,080,900
	1,005,280,000
	1,710,023,859

	Investments
	10,175,435,017
	9,292,102,510
	11,692,341,559
	10,889,031,449.00
	11,822,984,558

	Loan, Advance & Bills Purchased
	10,001,848,185
	11,951,869,350
	12,424,520,646
	14,642,559,555
	16,997,997,046

	Fixed Assets
	229,871,112
	299,642,817
	295,822,023
	540,824,021
	574,060,430

	Other Assets
	818,759,818
	848,326,093
	976,458,570
	665,342,311
	656,733,966

	Total Assets:
	23,355,223,128
	24,762,024,991
	27,844,694,655
	29,460,389,672
	33,519,141,111

	Income
	 
	 
	 
	 
	 

	Interest Income
	1,201,233,722
	1,245,895,020
	1,446,468,083
	1626473819
	1,775,582,617

	Other Income
	253,073,111
	273,723,619
	314,212,128
	415902755
	385,190,422

	Total Income (A)
	1,454,306,833
	1,519,618,639
	1,760,680,211
	2042376574
	2,160,773,039

	Expenses
	 
	 
	 
	 
	 

	Interest Expenses
	554,128,247
	491,543,353
	561,963,770
	648,841,818
	767,411,247

	Employee Expenses
	120,146,464
	152,508,886
	178,589,357
	234,588,969
	272,225,308

	Office Overhead Expenses
	177,132,463
	211,046,959
	277,375,035
	329,699,087
	341,561,021

	Provisions, Other Exp & Written Off
	390,771,174
	401,465,946
	434,476,878
	371,789,004
	287,752,558

	Total Expenses (B)
	1,242,178,348
	1,256,565,144
	1,452,405,040
	158,4918,878
	1,668,950,134

	Profit/Loss (A-B)
	212,128,485
	263,053,495
	308,275,171
	457,457,696
	491,822,905


(Source: Annual Reports of HBL, 2002-03 to 2006-07)

Table 8: Critical Performance Indicators of Himalayan Bank Limited

	Particulars
	2002/2003
	2003/2004
	2004/2005
	2005/2006
	2006/2007

	
	(2059/60)
	(2060/61)
	(2061/62)
	(2062/63)
	2063/64)

	Return on Share Capital
	49.45%
	49.05%
	47.91%
	59.24%
	60.66%

	Return on Total Assets
	0.91%
	1.06%
	1.11%
	1.55%
	1.47%

	Return on Deposits
	1.01%
	1.20%
	1.24%
	1.73%
	1.64%

	Loan to Deposits
	47.61%
	54.30%
	50.07%
	55.27%
	56.57%

	Investment to deposits
	48.44%
	42.22%
	47.12%
	41.10%
	39.35%

	Interest Exp. to Interest Income
	46.13%
	39.45%
	38.85%
	39.89%
	43.22%

	Costs to Income
	85.41%
	82.69%
	82.49%
	77.60%
	77.24%

	Profit to Income
	14.59%
	17.31%
	17.51%
	22.40%
	22.76%

	Profit to Expenses
	17.08%
	20.93%
	21.23%
	28.86%
	29.47%


The above table depicts the financial highlights of Himalayan Bank Limited. It shows that the operating profit of the bank has been increasing during the review period. The profit was NPR212M in FY2002/03, NPR263M, NPR308M, NPR457M, NPR491M in FY2003/04, 2004/05, 2005/06, 2006/07 respectively. The share capital & reserve fund have been increasing throughout the five years period. The share capital was NPR429M in 2000/01 and NPR536M, NPR643M, NPR772M, NPR810M in the following years. Similarly, the reserve fund was NPR.634M in FY2002/03 and NPR787M, NPR898M, NPR993M, NPR1335M in the following years. With the increasing amount of share capital & reserve fund each year, the operating profit also looks satisfactory in my initial analysis. 

Total income of the bank also shows increasing trend with income being maximum in FY 2006/76 with 2160M. The income was 1454M in FY 2002/03, 1519 in FY 2003/04, 1760M in FY 2004/05 and 2042M in FY 2005/06. 

Moreover, total expense of the bank was is also found to be increasing every year 1,242 M in FY 2002/03, 1256M in FY 2003/04, 1452M in FY 2004/05, 1584M in FY 2005/06 and 1668M in FY 2006/07.

Total income, total expenses and operating profit are shown comparatively for the review period in the following graph:

Graph 5: Total Income, Total Expenses and Operating Profit of HBL
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Further, Return on Share Capital was considerably increasing throughout the review period. It was highest in FY2006/07 at 60.66%. It was 49.45% in FY 2002/03 and then it increased to 49.05% in FY 2003/04 whereas it decreased in FY 2004/05 and came down to 47.91%. In FY 2005/06 it increased to 59.24%. 

Return on Total Asset and Return on Deposit is also volatile during the review period. The bank is also found to be moderately able to utilize its deposit on loans & advances at 56.57% in FY 2006/07 while investment to deposit ratio is 48.44% in FY2002/03 and 42.22%, 47.12%, 41.10%, 39.35% in the following years. 

On the other hand, we see decrement of Interest Expense to Interest Income ratio from FY 2002/03 till FY 2005/06 from 46.13% to 39.45% to 38.85% to 39.89% whereas it increased in FY 2006/07 to 43.22% Some of the other key indicators, such as expenses to income, profit to income and profit to expenses are also calculated in the above table. 

Share Capital, Interest Income, Interest Expenses & Operating Profit of HBL is depicted in the below graph: 

Graph 6: Share Capital, Interest Income, Interest Expenses & Operating Profit of HBL
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The above financial highlights of selected commercial bank has been able to present the financial strength/weakness and position of capital, income, expenses & profit of each bank over the span of five years. After analyzing the financial status of commercial bank for the period of five years, now we go on to analyze the financial structure of selected commercial banks. Financial structure analysis includes the analysis of liabilities side of balance sheet. In my studies, I have considered the under mentioned balance sheet items as the bank’s financial structure. The basic objective of this analysis is to find out the financial structure mix of those banks. Tabular as well as graphical presentation has been used to present the data. 

Bank’s Financial Structure Includes: 

1. Shareholder’s Fund:

a) Paid-Up Capital

b) General Reserve

c) Other Reserve

d) Retained Earning 

2.
Deposits

a) Interest Bearing Deposits

b) Non-Interest Bearing Deposits 

3.
Borrowing

Nepal Investment Bank Limited (NIBL) 

Table 9: Financial Structure Mix of NIBL

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	Shareholders Fund
	
	
	
	
	

	Paid Up Capital 
	295,293,000
	295,293,000
	587,738,500
	491,654,400
	491,654,400

	Reserve Fund 
	314,854,000
	419,092,000
	567,511,000
	547,355,016
	431,432,401

	Retained earning 
	28,403,509
	14,662,854
	24,923,657
	33,438,017
	113,381,555

	Total Shareholders Fund
	638,550,509
	729,047,854
	1,180,173,157
	1,072,447,433
	1,036,468,356

	Deposits
	 
	 
	 
	 
	 

	Interest bearing Deposits 
	6,717,292,558
	9,737,591,288
	12,385,514,319
	16,943,161,657
	2,194,2163,939

	Interest Free Deposits 
	1,205,473,862
	1,787,088,357
	1,869,059,344
	19,841,44,317
	2546,691,757

	Total Deposits
	7,922,766,420
	11,524,679,645
	14,254,573,663
	18,927,305,974
	24,488,855,696

	Borrowings
	6,829,000
	361,500,000
	350,000,000
	550,000,000
	800,000,000

	Total Financial Structure 
	8,568,145,929
	12,615,227,499
	15,784,746,820
	20,549,753,407
	26,325,324,052

	
	
	
	
	
	

	SHF to Total Financing
	7.45%
	5.78%
	7.48%
	5.22%
	3.94%

	Deposits to Total Financing
	92.47%
	91.36%
	90.31%
	92.10%
	93.02%

	Borrowings to Total Financing
	0.08%
	2.87%
	2.22%
	2.68%
	3.04%

	IB Deposits to Total Deposits
	78.40%
	77.19%
	78.47%
	82.45%
	83.35%

	IF Deposits to Total Deposits
	14.07%
	14.17%
	11.84%
	9.66%
	9.67%


 (Source: Annual Reports of NIBL, 2002-03 to 2006-07)
While analyzing the Financial Structure of Nepal Investment Bank during 2002/03 – 2006/07, I found the major part around 93% consisted of Deposits, around 7.5% consisted of Shareholder’s Fund and around 3% Borrowings. I have considered both interest bearing & interest free deposits in the financial structure. Interest bearing deposits consisted about 83% of total deposit while interest free deposit’s share was about 14% during the review period. 

The financial mix of the commercial bank is presented in the below graph:

Graph 7: Financial Structure Mix of NIBL
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Nabil Bank Limited (Nabil):


Table 10: Financial Structure Mix of Nabil


	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	Shareholders Fund

	Paid Up Capital 
	491,654,400
	491,654,400
	491,654,400
	491,654,400
	491,654,400

	Reserve Fund 
	792,739,025
	960,233,872
	1,136,002,000
	1,005,328,000
	1,094,578,000

	Retained earning 
	29,794,031
	29,794,031
	29,981,908
	33,438,017
	113,381,555

	Total Shareholders Fund
	1,314,187,456
	1,481,682,303
	1,657,638,308
	1,530,420,417
	1,699,613,955

	Deposits
	 
	 
	 
	 
	 

	Interest bearing Deposits 
	10,022,969,096
	11,106,099,027
	14,586,608,707
	16,071,013,522
	19,584,177,579

	Interest Free Deposits 
	3,424,691,968
	3,012,933,088
	3,140,410,593
	3,276,385,918
	3,758,107,748

	Total Deposits
	13,447,661,064
	14,119,032,115
	17,727,019,300
	19,347,399,440
	23,342,285,327

	Borrowings
	961,461,153
	229,660,000
	17,062,680
	173,201,710
	882,572,500

	Total Financial Structure 
	15,723,309,673
	15,830,374,418
	19,401,720,288
	21,051,021,567
	25,924,471,782

	
	
	
	
	
	

	SHF to Total Financing
	8.36%
	9.36%
	8.54%
	7.27%
	6.56%

	Deposits to Total Financing
	85.53%
	89.19%
	91.37%
	91.91%
	90.04%

	Borrowings to Total Financing
	6.11%
	1.45%
	0.09%
	0.82%
	3.40%

	IB Deposits to Total Deposits
	63.75%
	70.16%
	75.18%
	76.34%
	75.54%

	IF Deposits to Total Deposits
	21.78%
	19.03%
	16.19%
	15.56%
	14.50%


 (Source: Annual Reports of Nabil, 2002-03 to 2006-07)
Financial Structure Mix of Nabil Bank during 2002/03 – 2006/07 period shows that the major part around 91% consisted of Deposits, around 9% consisted of Shareholder’s Fund and around 3% Borrowings. I have considered both interest bearing & interest free deposits in the financial structure. Interest bearing deposits consisted about 75% of total deposit while interest free deposit’s share was about 21% during the review period. 

The financial mix of the bank is presented in the below graph:

Graph 8: Financial Structure Mix of Nabil
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Himalayan Bank Limited (HBL):

Table 11: Financial Structure Mix of HBL

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	Shareholders Fund
	
	
	
	
	

	Paid Up Capital 
	429,000,000
	536,250,000
	643,500,000
	772,200,000
	810,810,000

	Reserve Fund 
	511,638,541
	617,948,257
	740,071,625
	573,545,540
	671,910,121

	Retained earning 
	122,493,662
	169,968,100
	158,174,836
	156,557,736
	184,386,121

	Total Shareholders Fund
	1,063,132,203
	1,324,166,357
	1,541,746,461
	1,502,303,276
	1,667,106,242

	Deposits
	 
	 
	 
	 
	 

	Interest bearing Deposits 
	17,117,405,047
	17,439,865,165
	19,182,807,640
	20,974,669,528
	24,083,811,202

	Interest Free Deposits 
	3,889,974,442
	4,570,467,819
	5,631,204,344
	5,516,182,112
	5,964,606,554

	Total Deposits
	21,007,379,489
	22,010,332,984
	24,814,011,984
	26,490,851,640
	30,048,417,756

	Borrowings
	645,839,709
	659,005,881
	506,048,286
	144,624,897
	235,967,811

	Total Financial Structure 
	22,716,351,401
	23,993,505,222
	26,861,806,731
	28,137,779,813
	31,951,491,809

	
	
	
	
	
	

	SHF to Total Financing
	4.68%
	5.52%
	5.74%
	5.34%
	5.22%

	Deposits to Total Financing
	92.48%
	91.73%
	92.38%
	94.15%
	94.04%

	Borrowings to Total Financing
	2.84%
	2.75%
	1.88%
	0.51%
	0.74%

	IB Deposits to Total Deposits
	75.35%
	72.69%
	71.41%
	74.54%
	75.38%

	IF Deposits to Total Deposits
	17.12%
	19.05%
	20.96%
	19.60%
	18.67%


 (Source: Annual Reports of HBL, 2002-03 to 2006-07)
Like NIBL & Nabil, financial structure of HBL also consisted around 94.05% - of deposits, around 6% consisted of Shareholder’s Fund, borrowings is just around 2.5%. Interest bearing deposits consisted about 75% of total deposit while interest free deposit’s share was about 20% during the five years span of time. 

The financial mix of the bank is presented in the below graph:

Graph 9: Financial Structure Mix of HBL
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We have so far presented an overall financial highlight & financial structure mix of selected commercial banks. Additionally, I would also like to review interest income, interest expenditure & net interest margin of selected commercial bank in graphical presentation:  

Nepal Investment Bank Limited (NIBL): 

Interest Spread Nepal Investment Bank Limited (NIBL) 

	NPR in Million

	 Particulars
	2006/2007 (2063/64)
	2005/2006
(2062/63)
	2004/2005 (2061/62)
	2003/2004 (2060/61)
	2002/2003
( 2059/60)

	Interest Income
	899
	681
	886
	731
	459

	Interest Expenses
	685
	490
	354
	326
	189

	Net Interest Spread
	214
	191
	532
	405
	270


Graph 10: Interest Spread of NIBL
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The above graph presents the interest income, interest expenses & interest margin of Nepal Investment Bank Limited during the period of five years i.e. 2002/03 – 2006/07. Interest income of NIBL was NPR.459M at 2002/03 and NPR.731M, NPR886M, NPR681M, NPR899M in the respective following years. The interest income has increased in the year 2006/07 and reached maximum with 899M. 

Similarly, interest expense of NIBL was NPR.189M in the year 2002/03 and NPR.326M, NPR.354M, NPR.490M & NPR.685M in the respective following years. The interest margin depicts fluctuation with increasing trend till FY 2004/05 then it decreased to NPR 191M from NPR 532M in FY 2005/06 and then it again rose to NPR 214M in FY 2006/07. 

Nabil Bank Limited (Nabil):
Interest Spread Nabil Bank Limited (Nabil) 

	NPR in Million

	 Particulars
	2006/2007 (2063/64)
	2005/2006
(2062/63)
	2004/2005 (2061/62)
	2003/2004 (2060/61)
	2002/2003
( 2059/60)

	Interest Income
	1,587
	1,309
	1,068
	1,001
	1,017

	Interest Expenses
	555
	357
	243
	282
	317

	Net Interest Spread
	1,032
	952
	825
	719
	700


Graph 11: Interest Spread of Nabil[image: image11.emf]Interest
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The above presented chart indicates the interest income, interest expenses & interest margin of Nabil Bank Ltd. during the period of five years i.e. 2002/03 – 2006/07. Interest income of Nabil was NPR.1017M in 2002/03 and NPR.1001M, NPR.1068M, NPR.1309M, NPR1587M in the respective following years. The interest income of Nabil is considerably high with comparison with NIBL, it also has increasing trend during the review period. Similarly, interest expense of Nabil was NPR.317M in the year 2002/03 and NPR.282M, NPR.243M, NPR.357M & NPR.555M in the respective following years. As a favorable sign, the interest expenses shows decreasing trend for last three years and then it increased in FY 2005/06 and FY 2006/07. The interest income increased by 56%from 2002/03 to 2006/075 while interest expenses increased by 75% during the same time period. Current political scenario, financial condition of the nation, development of financial institutions & competition among them are found the major drive behind the volatility of interest income and expense from my preliminary study. The interest margin was NPR.700M in the year 20020/03 while it reached at NPR.1032M in the year 2006/07. Hence,  with increasing trend, it should be considered as improving financial performance of Nabil.

Himalayan Bank Limited (HBL):

Interest Spread Himalaya Bank Limited (HBL)

	NPR in Million


	 Particulars
	2006/2007 (2063/64)
	2005/2006
(2062/63)
	2004/2005 (2061/62)
	2003/2004 (2060/61)
	2002/2003
( 2059/60)

	Interest Income
	1,775
	1,626
	1,446
	1,245
	1,201

	Interest Expenses
	767
	648
	561
	491
	554

	Net Interest Spread
	1,008
	978
	885
	754
	647


Graph 12: Interest Spread of HBL
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Given “Interest” chart above indicates the interest income, interest expenses & interest margin of Himalayan Bank Limited during the period of five years i.e. 2002/03 – 2006/07. Interest income of HBL was NPR.1201M at 2002/03 and NPR.1245M, NPR.1446M, NPR.1626M, NPR1775M in the respective following years. The interest income of HBL has increasing during the review period. Similarly, interest expense of HBL was NPR.554M in the year 2002/03 and NPR.491M, NPR.561M, NPR.648M & NPR.767M in the respective following years. Interest expenses have decreasing trend in the first two years while slightly thereafter increasing trend. The interest income was increased by 47.79% from 2002/03 to 2006/07while interest expense has also increased by 38.44% during the same time period. Hence, HBL financial performance can be said well on the basis of interest spread. The interest margin was NPR.647M in the year 2002/03 while it reached at NPR.1005M in the year 2006/07. 

Graph 13: Comparative Graphs of Interest Income
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Graph 14: Comparative Graphs of Interest Spread
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Graph 15: Comparative Graphs of Interest Expenses  [image: image15.emf]Interest Expenses 
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Chapter – Five

Financial Analysis

The financial analysis section covers the evaluation and analysis of major financial data of selected commercial bank. This chapter typically includes following; 

5.1 Profitability Analysis 

Profitability Ratio 

•
Return On Total Assets (Net Profit to Total Assets)

•
Return On Total Deposits (Net Profit to Total Deposits)

•
Return on Net Worth (Net Profit to Total Shareholder’s Fund)

5.2 Expenses Analysis

5.3 Interest Spread Analysis

NIBL, Nabil & HBL as sample commercial banks of Nepal. The financial analysis has been done based on the various financial ratios in order to get the overall financial health of the banks.

5.1 Profitability Analysis

Profit is the mainstay of any business organization without which no business can survive, run and grow. It has been the fundamental objective of any business. Number of internal as well as external forces affects bank profitability. Internal forces such as operational expenses, competitiveness of human resource, management structure, policies, working procedure etc are under the control of management whereas socio-political environment, nation’s economical growth, peace, government policies, tax rate etc are not under the control of management. 

Besides all these affecting forces, profitability depends upon income and expense. Basically, it is the surplus income over expense. Above all, profitability is the most important aspect of measuring efficiency or inefficiency of bank performance. In the current section, bank profitability would be analyzed using various profitability ratios and financial tools.

5.1.1 Profitability Ratios:

The following profitability ratios have been used to measure the bank profitability. 


5.1.1.1 Return on Total Assets (Net Profit to 


Total Assets)

Return on total assets ratio indicates the profitability of bank with respect to the total assets. It measures the profitability of all financial resources invested in the bank’s assets. The return on total assets is calculated by dividing Net Profit by Total Assets:


Return on Total Assets =        Net Profit




                  Total Assets

Higher the return on assets ratio, better the bank’s performance. It reflects the ability of bank to utilize its available resources in profitable sector and lower non-performing assets employed. Return on Total Assets of NIBL, Nabil & HBL is tabulated in the below table: 

Table 12: Return on Total Assets

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	NIBL

	Net Profit
	116,817,659
	152,670,976
	232,147,098
	350,536,413
	501,398,853

	Total Assets
	9,014,249,584
	13,255,496,016
	16,274,063,706
	21,330,137,542
	27,590,844,761

	Ratio
	1.30%
	1.15%
	1.43%
	1.64%
	1.82%

	Change
	 
	-0.15%
	0.28%
	0.21%
	0.17%

	Average Ratio
	1.46%

	Nabil

	Net Profit
	416,235,811
	455,311,222
	518,635,749
	635,262,349
	673,959,698

	Total Assets
	16,562,624,992
	16,745,486,638
	17,186,330,516
	22,329,971,078
	27,253,393,008

	Ratio
	2.51%
	2.72%
	3.02%
	2.84%
	2.47%

	Change
	 
	0.21%
	0.30%
	-0.18%
	-0.37%

	Average Ratio
	2.71%

	HBL

	Net Profit
	212,128,485
	263,053,495
	308,275,171
	457,457,696
	491,822,905

	Total Assets
	23,355,223,128
	24,762,024,991
	27,844,694,655
	29,460,389,672
	33,519,141,111

	Ratio
	0.91%
	1.06%
	1.11%
	1.55%
	1.47%

	Change
	 
	0.15%
	0.05%
	0.44%
	-0.09%

	Average Ratio 
	1.22%

	Combined Average Ration
	1.80%


      (Source: Annual Reports of NIBL, Nabil & HBL) 
Return on total assets ratio of three banks depicted in the above table show that NIBL’ ratio is quite volatile throughout the five year time period. The ratio was 1.30% in 2002/03, 1.15% in 03/04, 1.43% in 04/05, 1.64% in 05/06 & 1.82% in 06/07.  This means it NIBL has effectively used it assets to generate earning in FY 2006/07 with 1.82%. The average return on total asset ratio was found 1.46% during the five year period. 

In case of Nabil, the ratio was fluctuating and ranged at 0.91% to 1.55%. The ratio was 2.51%, 2.72%, 3.02%, 2.84%, 2.47% In FY 2002/2003, 2003/200, 2004/2005, 2005/2006
and 2006/2007respectively. This means it Nabil has effectively used it assets to generate earning in FY 2004/05 with 3.02%.The average ratio was 2.71%. 

Similarly, the return on total assets ratio of HBL ranged at 0.91% to 1.47% and averaged at 1.22% during the five year time span. The ratio was 10.91%, 1.06%, 1.11%, 1.55%, 1.47% in 2002/2003, 2003/200, 2004/2005, 2005/2006
and 2006/2007respectively. 

The combined average ratio stood at 1.80%

Although, all three banks are operating under a narrow return on total assets ratio, Nabil’s average ratio was the highest among them which is also found increasing in trend. On the basis of this fact, it can be concluded that Nabil is relatively efficient in utilizing its overall resources. 

5.1.1.2 Return on Total Deposits (Net Profit to Total Deposits)

As we have stated above, fixed deposit itself consists about 20% of total assets. Thus, the proportion of total deposit to total liabilities would be much higher. The collected deposits should be mobilized into income generating loans and advances efficiently in order to maximize returns. The return on total deposits ratio indicates the ability of bank to mobilize deposit in maximizing profit. The Return on Total Deposits ratio is calculated by dividing net profit by total deposits.


Return on Total Deposits =         Net Profit





          Total Deposits

Higher return on total deposit represents the higher utilization of deposits and vice versa. Higher amount of deposit means high leverage and hence high risk. So, larger return should be earned if higher deposit is employed. The Return on total deposit ratio is tabulated in the below table: 

Table 13: Return on Total Deposit

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	NIBL
	
	
	
	
	

	Net Profit
	116,817,659
	152,670,976
	232,147,098
	350,536,413
	501,398,853

	Total Deposits
	7,922,766,420
	11,524,679,645
	14,254,573,663
	18,927,305,974
	24,488,855,696

	Ratio
	1.47%
	1.32%
	1.63%
	1.85%
	2.05%

	Change
	 
	-0.15%
	0.30%
	0.22%
	0.20%

	Average Ratio
	1.67%

	Nabil
	 
	 
	 
	 
	 

	Net Profit
	416,235,811
	455,311,222
	518,635,749
	635,262,349
	673,959,698

	Total Deposits
	13,447,661,064
	14,119,032,115
	17,727,019,300
	19,347,399,440
	23,342,285,327

	Ratio
	3.10%
	3.22%
	2.93%
	3.28%
	2.89%

	Change
	 
	0.13%
	-0.30%
	0.36%
	-0.40%

	Average Ratio
	3.08%

	HBL
	 
	 
	 
	 
	 

	Net Profit
	212,128,485
	263,053,495
	308,275,171
	457,457,696
	491,822,905

	Total Deposits
	21,007,379,489
	22,010,332,984
	24,814,011,984
	26,490,851,640
	30,048,417,756

	Ratio
	1.01%
	1.20%
	1.24%
	1.73%
	1.64%

	Change
	 
	0.19%
	0.05%
	0.48%
	-0.09%

	Average Ratio 
	1.36%

	Combined Average Ratio
	2.03%


     (Source: Annual Reports of NIBL, Nabil & HBL)
NIBL has increasing trend in Return on total deposit except for the FY 2003/04 where it decreased to 1.32% form 1.47% otherwise in every succeeding years it has increased from 1.32% to1.63%to 1.85%to 2.05%. It means that the net profit of NIBL increases proportionately with deposit Hence NIBIL has been efficient every year in optimum utilization of deposits to generate profit. The average return on deposit ratio was 1.67% during the five year time span. 

Return on total deposit of Nabil is quite volatile and shows fluctuation as it has increased in FY 2003/04 to 3.22% form 3.10%. However in the FY 2004/05 it decreased to 2.93%. In FY 2005/06 it increased to 3.28% however in FY 2006/07 it came down to 2.89%. Though total deposits have been increasing and net profit has also been increasing but deposits role in profit maximization is not effective.  

HBL’s return ratio has increasing trend in first three years however in FY 2006/07 it has decreased. For first three years HBL has been quite effectively utilizing deposit but has not been able to effectively utilize its deposit in FY 2006/07 fulfil the profit maximizing objective. 

The combined average Return to Total Debt ratio had been found 2.03% of all three banks during the same five years time period. 

5.1.1.3 Return on net worth (net profit to total shf)

The return on net worth ratio explains the relationship between the net profit and the total shareholder’s funds. As we know, shareholder’s fund or net worth comprises of paid up capital, reserve funds & retained earnings, which is considered as internal source of fund. The ratio signifies the extent to which the bank has earned on its internal capital employed. The return on net worth ratio is calculated by dividing net profit by the total shareholder’s fund:

 Return on Net Worth =      Net Profit



       SHF

The fundamental objective of firm, i.e. shareholder’s wealth maximization, can only be achieved through the proper management of their fund thereby earning adequate return on the shareholder’s fund. Return on net worth ratio expresses the capacity of the banks to utilize its owner’s fund. The higher the ratio, the more favourable it is for shareholders. The return on Net Worth ratio of NIBL, Nabil & HBL is tabulated in the below table: 

Table 14: Return on Net Worth

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	NIBL
	
	
	
	
	

	Net Profit
	116,817,659
	152,670,976
	232,147,098
	350,536,413
	501,398,853

	SHF
	638,542,707
	729,047,717
	1,180,173,002
	1,072,447,433
	1,036,468,356

	Ratio
	18.29%
	20.94%
	19.67%
	32.69%
	48.38%

	Change
	 
	2.65%
	-1.27%
	13.02%
	15.69%

	Average Ratio
	27.99%

	Nabil
	 
	 
	 
	 
	 

	Net Profit
	416,235,811
	455,311,222
	518,635,749
	635,262,349
	673,959,698

	SHF
	1,314,187,456
	1,481,682,303
	1,657,638,308
	1,530,420,417
	1,699,613,955

	Ratio
	31.67%
	30.73%
	31.29%
	41.51%
	39.65%

	Change
	 
	-0.94%
	0.56%
	10.22%
	-1.86%

	Average Ratio
	34.97%

	HBL
	 
	 
	 
	 
	 

	Net Profit
	212,128,485
	263,053,495
	308,275,171
	457,457,696
	491,822,905

	Total Capital
	1,063,132,203
	1,324,166,357
	1,541,746,461
	1,502,303,276
	1,667,106,242

	Ratio
	19.95%
	19.87%
	20.00%
	30.45%
	29.50%

	Change
	 
	-0.09%
	0.13%
	10.46%
	-0.95%

	Average Ratio 
	23.95%

	Combined Average Ratio
	28.97%


 (Source: Annual Reports of NIBL, Nabil & HBL)
The presented table depicts the Return on Net Worth ratios of three commercial banks for the period of five years. NIBL’s ratio had increasing trend as from 18.29% in FY 2002/03 it rose to 20.94%. However in FY 2004/05 it decreased to 19.67%. then after in succeeding years we see increment. 

The average ratio had been found 27.99% which was second lowest among the three commercial banks. The ratio, thus, was found fluctuating but increasing. Since the ratio was lowest, it can be said that NIBL was not able to earn adequate on its SHF.  

Nabil’s ratio had been found highest which had been stood at 39.47% in average. The ratio is quite volatile as 31.67% in FY 2002/03, 30.73%  in FY 2003/04, 31.29% in FY 2004/05, 41.51% in FY 2005/06 and 39.65% in FY 2006/07.  Still Nabil’s rate can be said satisfactory in comparison with NIBL & HBL which indicates that Nabil has been successful in utilizing its shareholder’s fund in comparatively profit earning sector. 

Even though the average ratio of HBL i.e 23.95%, slightly higher than NIBL, the ratio of HBL also has fluctuation. The ratio 19.95%, 19.87%, 20.00%, 30.45%and 29.50% during the successive review period. 

5.1.1.4 Return on capital employed (Net Profit to Total capital)

The return on capital employed ratio indicates the proportion of net profit to total capital employed. Total capital comprises of shareholder’s fund, reserve Funds and long term debt. The ratio is calculated by dividing net income by sum of fixed deposit and shareholder’s fund. 


Return on Capital Employed =         Net Profit




           
     Total Capital

The Return on Capital Employed ratio of NIBL, Nabil & HBL is calculated in the below table: 

Table 15: Return on Capital Employed

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	(NIBL)

	Net Profit
	116,817,659
	152,670,976
	232,147,098
	350,536,413
	501,398,853

	Total Capital
	638,488,707
	728,993,717
	1,480,163,002
	1965439715
	2678123538

	Ratio
	18.30%
	20.94%
	15.68%
	17.84%
	18.72%

	Change
	 
	2.65%
	-5.26%
	2.15%
	0.89%

	Average Ratio
	18.29%

	Nabil Bank Limited (Nabil)

	Net Profit
	416,235,811
	455,311,222
	518,635,749
	635,262,349
	673,959,698

	Total Capital
	1,314,187,456
	1,481,682,303
	1,657,638,308
	1874994417
	2057049715

	Ratio
	31.67%
	30.73%
	31.29%
	33.88%
	32.76%

	Change
	 
	-0.94%
	0.56%
	2.59%
	-1.12%

	Average Ratio
	32.06%

	Himalayan Bank Limited (HBL)

	Net Profit
	212,128,485
	263,053,495
	308,275,171
	457,457,696
	491,822,905

	Total Capital
	1,063,132,203
	1,324,166,357
	1,541,746,461
	1766175616
	2146499655

	Ratio
	19.95%
	19.87%
	20.00%
	25.90%
	22.91%

	Change
	 
	-0.09%
	0.13%
	5.91%
	-2.99%

	Average Ratio
	21.72%

	Combined Average Ratio
	24.02%


(Source: Annual Reports of NIBL, Nabil & HBL)
Return on capital employed of NIBL in 2004/05 was 15.68% which was lowest ratio over the study period. The ratio is somewhat stable 18.30% in 02/03, 20.94% in FY 03/04, 15.68% in FY04/05, 17.84% in FY05/06 and 18.72% in FY 06/07.  In five years average, the ratio was 18.29%. So, the ratio remained almost stable during the period with small level fluctuation
Similarly, the ratio of Nabil is also found somewhat stable during the review period. The ratio was 31.67%
 in FY 02/03, 30.73% in FY 03/04, 31.29%in FY 04/05, 33.88% in FY 05/06 and 32.76% in FY 06/07. Among all three banks Nabil has highest Return on capital employed. . The average Return on Capital Employed ratio had been recorded at 32.06% over the five years time span. It signifies that Nabil has been effectively utilizing its capital on profit generating sectors. 

Like other banks, the ratio of HBL had been found stable with minimum fluctuation during the review year. The average ratio of HBL’s was found 21.72% ranging from 19.87% in FY 03/04to 25.90% in FY 05/06. The ratio was 19.95% in FY 02/03, 
19.87% in FY 03/04, 20.00% in FY 04/05, 25.90% FY 05/06 and 22.91%in FY 06/07. The average Return on Capital Employed ratio had been recorded at 24.02% of all three commercial banks during the five years time span. 

5.2 Expenses analysis:

Since, the profitability of any firm has also been greatly influenced by the amount of expenses, expenses analysis of commercial banks has been considered to be necessary in this thesis. As we all know, profit is the excess income over expenses. Broadly, major expenses of Nepalese commercial bank occur in Interest Expenses, Employee Expenses and Office Overhead Expenses. We have discussed about the shareholder’s wealth maximization as basic objective of bank by utilizing the available fund in the most profitable sectors thereby increasing interest income. On the other hand, bank should also focus on cutting down unnecessary expenses to achieve its basic objective. 

In this section, an attempt has been made to analyze the proportionate expenses made in the major expenses type. The below table depicts the expenses of NIBL, Nabil & HBL and its proportion to total expenses:

Table 16: Operating Expenses Composition of NIBL

	Expenses Type
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)
	Average 

	Interest Expenses
	189,214,343
	326,202,325
	354,549,207
	357,161,304
	555,710,109
	

	Employees Expenses
	61,287,912
	89,748,594
	97,004,160
	219,780,853
	240,161,275
	 

	Office Overhead Expenses
	108,038,671
	149,479,238
	182,915,061
	219,780,853
	240,161,275
	 

	Other Expenses
	0
	0
	0
	0
	0
	 

	Total Operating Expenses
	358,540,926
	565,430,157
	634,468,428
	796,723,010
	1,036,032,659
	 

	Total Income
	577,931,678
	913,713,859
	1,145,628,453
	959,368,995
	1,246,030,265
	 

	Operating Exp to Total Income
	62.04%
	61.88%
	55.38%
	83.05%
	83.15%
	69.10%

	Proportional Expenses

	Interest Expenses
	52.77%
	57.69%
	55.88%
	44.83%
	53.64%
	52.96%

	Employees Expenses
	17.09%
	15.87%
	15.29%
	27.59%
	23.18%
	19.84%

	Office Overhead Expenses
	30.13%
	26.44%
	28.83%
	27.59%
	23.18%
	37.23%

	Other Expenses
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%

	Total Operating Expenses
	100.00%
	100.00%
	100.00%
	100.00%
	100.00%
	100.00%


(Source: Annual Reports of NIBL)
The composition of total expenses & their proportionate, total income and expenses to income proportion is tabulated in the above table. Total expenses of NIBL have been increasing throughout the review year. Interest expense occupies the major shares in total expenses. On average, 52.96% of interest expenses had been recorded in the total expenses throughout the review period. The interest expenses were found fluctuating ranged at 44.83 in FY 2005/06 and 57.69% in FY 2003/04 which took up the highest share in total expenses. In the second position, office overhead expenses in average were recorded at 37.23% ranged at 23.18% in 05/06 to 370.13% in 02/03.

 Employee expenses took up 19.84% in average of total expense ranged from 15.29% in 04/05 to27.59% in 05/06. Banks all expenses had been found fluctuating over the time. On the other side, NIBL has been making expenses of 69.10% of total income in operating expense. The operating expenses to total income ranged at 55.38% in 04/05 to 83.15% in 06/07. It shows that NIBL is being not able to reduce operating expense in terms of total income. 

Table 17: Operating Expenses composition of Nabil

	Expenses Type
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)
	Average 

	Interest Expenses
	317,348,258
	282,947,633
	243,544,611
	357,161,304
	555,710,109
	

	Employees Expenses
	210,582,937
	180,840,420
	199,516,217
	219,780,853
	240,161,275
	 

	Office Overhead Expenses
	166,200,160
	150,759,027
	190,299,470
	182,696,413
	188,183,330
	 

	Total Operating Expenses
	694,131,355
	614,547,080
	633,360,298
	759,638,570
	984,054,714
	 

	Total Income
	1,427,450,324
	1,426,435,201
	1,510,684,230
	1,716,673,937
	2,035,867,984
	 

	Operating Exp to Total Income
	48.63%
	43.08%
	41.93%
	44.25%
	48.34%
	45.24%

	Proportional Expenses

	Interest Expenses
	45.72%
	46.04%
	38.45%
	47.02%
	56.47%
	46.74%

	Employees Expenses
	30.34%
	29.43%
	31.50%
	28.93%
	24.41%
	28.92%

	Office Overhead Expenses
	23.94%
	24.53%
	30.05%
	24.05%
	19.12%
	24.34%

	Other Expenses
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%

	Total Operating Expenses
	100.00%
	100.00%
	100.00%
	100.00%
	100.00%
	100.00%


    (Source: Annual Reports of Nabil)
In the case of Nabil, the bank has been able to maintain it within first three years as expenses has been rising and decreasing with small margin however in FY 2005/06 and FY 2006.07 it increased. The operating expenses to total income ratio was recorded 48.63% in 02/03 and then 43.08%, 41.93%, 44.25%, 48.34% in 03/04, 04/05, 05/06 and 06/07. The average ratio had been recorded at 45.24% which is much lower than NIBL. Further, the ratio was found decreasing except in the year 02/03.  

Moreover, average interest expenses of Nabil had been found 46.74%, the interest expenses has been fluctuating throughout the study period. It was 45.72%, 46.04%, 38.45%, 47.02%, 56.47%. On the other side, employee expenses had decreasing trend in the same period. In FY 2002/03 it was 30.34% whereas in FY 2006/07 

it is 24.41%. In average, the employee expenses to total operating expenses ratio was 28.92%.  

Similarly, Office overhead expense ranges from 19.12%in FY 2006/07 to 30.05 in FY 2004/05. It shows fluctuations in Office overhead expense. 

Compared to NIBL, Nabil has been found efficient in reducing interest expenses in great volume, while it was found inefficient in case of employee expenses and more importantly in office overhead expenses.  Both the expenses had been found increasing rapidly in the same period. Above all, Nabil has been successfully reducing operating expenses to total income ratio and found lowest among the three commercial banks. From this analysis, this student would like to recommend Nabil not to increase expenses on employee and operation in the same ratio in future and sure that this step would further increase the profitability of the bank in the great extend. 

Table 18: Operating Expenses Composition of HBL

	Expenses Type
	2002/2003
( 2059/60)
	2003/2004
 (2060/61)
	2004/2005
 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)
	Average 

	Interest Expenses
	554,128,247
	491,543,353
	561,963,770
	648,841,818
	767,411,247
	

	Employees Expenses
	120,146,464
	152,508,886
	178,589,357
	234,588,969
	272,225,308
	 

	Office Overhead Expenses
	177,132,463
	211,046,959
	277,375,035
	329,699,087
	341,561,021
	 

	Total Operating Expenses
	851,407,174
	855,099,198
	1,017,928,162
	1,213,129,874
	1,381,197,576
	 

	Total Income
	1,454,306,833
	1,519,618,639
	1,760,680,211
	2,042,376,574
	2,160,773,039
	 

	Operating Exp to Total Income
	58.54%
	56.27%
	57.81%
	59.40%
	63.92%
	59.19%

	Proportional Expenses

	Interest Expenses
	65.08%
	57.48%
	55.21%
	53.48%
	55.56%
	57.36%

	Employees Expenses
	14.11%
	17.84%
	17.54%
	19.34%
	19.71%
	17.70%

	Office Overhead Expenses
	20.80%
	24.68%
	27.25%
	27.18%
	24.73%
	24.92%

	Other Expenses
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%
	0.00%

	Total Operating Expenses
	100.00%
	100.00%
	100.00%
	100.00%
	100.00%
	100.00%


(Source: Annual Reports of HBL)
HBL operating expenses sees increasing trend. Interest expenses occupy 57.36% of total expenses followed by Office overhead expenses and employee expenses. HBL’s proportionate interest expenses was found decreasing in the first 4 years and slightly increased in the last year while employee expenses and other overhead expenses has seen increasing trend in the review time period. The interest expenses have come down form 65.08% to 57.48% then to 55.21%. However in FY 04/05 it increased to 55.56% and to 57.36%. But still HBL has managed to decrease 65.08% to 57.36% within the review years. The average recorded is 57.36%. 

Employee related proportionate expense sees increasing trend but with small margin. It was 14.11% in FY 2002/03 and then in succeeding years it was following; 17.84%, 17.54%, 19.34%, and 19.71%. 

 Likewise, proportionate office overheard expenses is seen to be increasing as it was 177M in FY 2003.04 

On the other side, operating expense to total income ratio also has fluctuation over the review period. It was 58.54% in 2002/03 which decreased to 56.27% in the year 2003/04.  Then after it has increasing trend. The average ratio had been stood at 59.19%. 

The proportionate expenses also show that interest expenses of HBL were decreased throughout the review period. It was 65.08% in the first year which ended with 55.56% in the final year. Employee & Office overhead expense were found increasing every year during the five years. The employee expense ratio was 14.11% in 02/03 which landed at 19.71% in 06/07 while office overhead expenses started with 20.80% in 03/04 which ended with 24.73% in 06/07. In the five year time, the average ratios were interest expenses 57.36%, employee expenses 17.70%, and Office overhead expenses 24.92%. 

5.3 Analysis of Interest Spread

The interest spread in simple term is the difference between average weighted deposit rate and average weighted rate of loans & advances. In this section, efforts have been made to calculate average weighted deposit rate and average weighted lending rate keeping into mind the NRB directive in this regards. Nepal Rastra Bank as a central bank of Nepal requires all the commercial banks to limit their Interest Spread in a certain percentage to control over the bottom line interest rate on lending and deposit. It would ultimately control the volumes of credit in the economy. 

Broadly, various internal as well as external sources of funds constitute Bank capital. Internal or ownership bank capital includes paid-up capital, reserve funds & retained earnings. External source of fund includes deposits and borrowing. Bank has to bear cost in these funds i.e. interest on deposit & borrowing although current & margin deposit doesn’t cost anything. Likewise, shareholder’s capital consists of opportunity cost in a way if these fund had not been invested in a particulars bank capital, they would have certainly earned some return in any alternative investment opportunity. Bank, therefore, would be able to pay return on owner’s capital in order to retain their interest. Hence, banks have to invest these funds in income generating investment opportunities in order to meet these costs and to make profit. Large amount of bank income and expenses are composed of interest income and interest expenses. Net interest margin remains one of the principal elements of bank net cash flows. Non interest income of commercial banks in Nepalese context still remains a relatively small and usually more stable component of bank earnings. As a result, despite earnings diversification, variation in net interest income remains a key determinant of changes in profitability for a majority of banks. 

Therefore, the interest spread between deposit & lending would greatly affect the bank performance.  In the calculation of interest spread, the below assumption has been made:

While calculating interest spread, actual balance sheet figures of deposit and loans volume are used due to unavailability of average volume of figures. Even though average figure gives more accurate calculation, general idea can be derived on the basis of actual figure. 

Interest spread of NIBL, Nabil & HBL have been calculated and tabulated in the below tables during 2002/03 to 2006/07. 

Nepal Investment Bank Limited 

Table 19: Interest Spread of NIBL

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	Deposit Volume

	Current
	979,010,152
	1,500,105,074
	1,583,031,317
	1,705,668,495
	2,175,029,657

	Margin
	226,463,710
	286,983,283
	286,028,027
	278,475,822
	371,662,100

	Saving
	2,434,054,793
	4,886,100,774
	6,703,512,351
	8,081,980,502
	10,742,331,625

	Fixed
	1,672,824,971
	2,294,680,006
	3,212,265,752
	5,412,969,595
	7,516,686,866

	Call
	2,610,412,794
	2,556,810,508
	2,469,736,216
	3,448,211,560
	3,683,145,448

	Total deposit
	7,922,766,420
	11,524,679,645
	14,254,573,663
	18,927,305,974
	24,488,855,696

	Interest Expenses

	Saving
	49,139,743
	101,516,697
	134,433,257
	169,172,822
	218,633,807

	Fixed
	58,365,904
	107,528,207
	115,305,519
	178,304,647
	275,506,923

	Call
	75,797,094
	100,983,598
	78,580,457
	115,179,541
	150,893,826

	Total Interest Expenses
	183,302,741
	310,028,502
	328,319,233
	462,657,010
	645,034,556

	Ave. Weighted Deposit Rate
	(Total Interest Expenses/Average Deposit)*100

	
	2.31%
	2.69%
	2.30%
	2.44%
	2.63%

	Loans and Investments Volume

	Balance with Banks
	725,564,936
	911,540,085
	966,215,182
	1,773,960,776
	1,677,529,880

	Money at Call and Short Notice
	40,000,000
	310,000,000
	140,000,000
	70,000,000
	362,970,000

	Investments
	1,705,240,698
	3,862,483,330
	3,934,188,708
	5,602,868,649
	6,505,679,987

	Loan, Advance & Bills Purchased
	5,772,140,251
	7,130,125,502
	10,126,055,623
	12,776,208,037
	17,286,427,389

	Total
	8,242,945,885
	12,214,148,917
	15,166,459,513
	20,223,037,462
	25,832,607,256

	Interest Income

	Loan, advances and overdrafts
	421,847,299
	663,016,258
	769,195,061
	964,689,365
	1,302,121,998

	Investment
	10,227,494
	35,868,062
	56,550,194
	82,420,193
	78,493,554

	Agency Balances
	1,475,707
	1,038,456
	3,840,739
	7,858,831
	10,126,583

	Money at call and short notice
	22,960,401
	20,027,091
	46,937,649
	106,421,948
	183,067,186

	Others
	2,998,985
	11,453,063
	10,276,316
	11,351,856
	11,178,043

	Total Interest Income
	459,509,886
	731,402,930
	886,799,959
	1,172,742,193
	1,584,987,364

	Ave. Weighted Loan Rate
	(Total Interest Income/Average Loans & Investments) * 100

	
	5.57%
	5.99%
	5.85%
	5.80%
	6.14%

	Interest Spread
	 
(Total Interest Income/Average Loans & Investments) * 100

	
	3.26%
	3.30%
	3.54%
	3.35%
	3.50%

	Average Interest Spread
	3.39%


(Data Source: Annual Reports of NIBL)
While calculating interest spread, four things are taken into consideration i.e. deposit volume, interest expenses, loans & advances volume & interest income. Interest spread is basically the difference between the percentage of interest income on total loans & advances and percentage of interest expense on total deposits including interest bearing and interest free deposit. The above table depicts the volume of all types of deposits and total interest expenses. Average weighted deposit rate has been calculated by dividing total interest expenses by total volume of deposit. Similarly, volumes of loans and advances, investment, balance with banks and money at call are grouped as total loans and advances which generate interest income to banks. Total interest income has been shown with segregation of different sectors. Average weighted loan rate has been calculated by dividing total interest income by total loan and advances volumes. The difference between these two rates is termed as Interest Spread. 

It can be seen from the above table that deposit volume of NIBL has been increasing. It was 7922M in FY2002/03 and then in all succeeding years we see deposits increasing to 11,524M (45.46% increase), 14,254M (23.69% increase) 18,927M (32.78% increase), and to 24,488M (29.38% increase). 

Among the various types of deposit, saving deposit volume had increased doubled from FY 2002/30 to 2004/05 as the amount reached 4886M from 2434M, the increment percentage is of 100.74%. In succeeding years also we see increment in saving amounts. For fixed deposits also we see increment in every successive years and the average increment percentage is of 36.90%. 

In case of Call deposits, for first three years we see deposit amount decreasing as in FY 2002/03 it was 2610 M, in FY 03/04 it was 2556M and in FY 04/05 it was 2469M. However in FY 05/06 it increased to 3448M (39.62% increase), and in FY 06/07 it reached 3683 M (6.81% increase). 

Interest expenses had also been found increasing with major increment 69.13% in FY 2003/04. It was 183 M in FY 2002/03 and reached 310M in 03/04. In FY 04/05 the increase percentage is 5.90% as the expenses is recorded as 328M. In FY 05/06 it is 462M and in FY 06/07 it is 645M. 

Interest expense was found increasing but it has fluctuation in increment percentage during the review period. During the five years time period, interest expenses had been increased by 252% while deposit increased by 209% during the same time period. As a result, average weighted deposit rate has been found quite increasing each year except in FY 04/05 It was calculated 2.31% in 2002/03, 2.69% in 03/04, 2.30% in 04/05, 2.44% in 05/06 & 2.63% in 06/07. The rate has increased by 0.32% due to higher increase in interest expenses. 

NIBL’s total loan and advances amount had also been increased by 213% higher than deposit increment rate during the same time period. The total loan & advances was Rs.8242M in 2002/03, Rs.12214M in 03/04, 

Rs.15616M in 04/05, Rs.20233M in 05/06 & Rs.25832M in 06/07. 

Balance with bank had increased by 131%, Investment by 282% & loan, advance by 199% which yield higher interest income to the bank. Similarly, total interest income had been increased by 245% in the five years while the figure for total loans and advance was 213%. Thus, interest income has been increasing with higher ratios than loans & advances volume. Total interest income was Rs459 in 02/3, Rs.731M in 03/04, Rs.886M in 04/05, Rs.1172M in 05/06 & Rs.1584M in 06/07. That made average weighted loan rate in increasing trend. The rate was found 5.50% in 02/03, increased to 5.99% in 03/04, then we see slight decline to 5.85% and 5.80% in FY 04/05 and FY 95/06. However it increased in FY 06/07 to 6.14%. 

In this way, interest spread of NIBL during the five years span of time remain almost stable mainly due to the somewhat equal percentage change in average weighted deposit rate and average weighted loan rate.  

The interest spread had been found 3.26% in FY 2002/03, 3.30% in FY 03/04, 3.54% in FY 04/05, 3.35%in FY 05/06 and 3.50% in FY 06/07. 

The average interest spread for the five years stood at 3.39% of Nepal Investment Bank Limited. 

Interest Spread and Bank Profitability:

Generally, Interest Spread and Bank profitability should have the positive relationship. That is if the interest spread of bank increases, profitability of bank will also be increased and vice versa. However, on the other hand, bank profit is not only the function of bank interest spread. Instead, there are number of other internal and external factors affecting bank profitability. With all these reality, further effort has been made to present the interest spread and bank operating profit in graphical form during the last five years. 

Graph 16: Interest spread and bank profitability of NIBL 
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Interest spread of NIBL had remained almost constant throughout the review period. Very small percentage change in the interest spread is recorded. However, the operating profit of NIBL has been found increasing every year. 

Nabil Bank Limited

Interest Spread of Nabil bank has been calculated and tabulated in the below table for the last five years:


Table 20: Interest Spread of Nabil


	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	Deposit Volume

	Current
	3,034,002,537
	2,688,966,557
	2,799,184,977
	2,910,589,772
	3,395,239,772

	Margin
	381,315,421
	304,682,531
	296,976,231
	322,899,810
	312,061,101

	Other Interest Free Deposit
	9,374,010
	19,284,000
	44,249,385
	42,896,336
	50,807,875

	Saving
	5,229,723,260
	5,994,121,405
	7,026,334,402
	8,770,759,429
	10,187,354,402

	Fixed
	2,252,544,590
	2,310,571,784
	2,078,535,135
	3,449,094,149
	5,435,189,740

	Call
	2,540,701,246
	2,801,405,838
	2,341,328,577
	3,851,159,944
	3,961,633,457

	Total deposit
	13,447,661,064
	14,119,032,115
	14,586,608,707
	19,347,399,440
	23,342,286,347

	Interest Expenses

	Saving
	112,585,041
	116,702,485
	103,927,978
	139,749,884
	202,360,936

	Fixed
	76,362,712
	74,260,637
	62,762,807
	118,349,889
	199,008,172

	Call
	118,547,994
	74,509,769
	61,211,962
	87,866,995
	131,760,586

	Total Interest Expenses
	307,495,747
	265,472,891
	227,902,747
	345,966,768
	533,129,694

	Ave. Weighted Deposit Rate
	(Total Interest Expenses/Average Deposit)*100

	
	2.29%
	1.88%
	1.56%
	1.79%
	2.28%

	Loans and Investments Volume

	Balance with Banks
	956,990,468
	683,600,321
	413,028,059
	392,420,076
	1,129,418,864

	Money at Call and Short Notice
	670,204,297
	918,733,400
	868,428,307
	1,734,901,943
	563,532,632

	Investments
	6,031,175,547
	5,835,948,498
	4,267,233,178
	6,178,533,108
	8,945,310,567

	Loan, Advance & Bills Purchased
	7,755,951,985
	8,189,992,851
	10,586,170,002
	12,922,543,153
	15,545,778,730

	Total
	15,414,322,297
	15,628,275,070
	16,134,859,546
	21,228,398,280
	26,184,040,793

	Interest Income

	Loan, advances and overdrafts
	776,300,988
	761,616,605
	831,829,635
	986,231,566
	1,167,255,366

	Investment
	174,861,230
	192,761,008
	173,985,895
	147,861,828
	152,005,445

	Agency Balances
	2,317,666
	1,827,629
	1,884,371
	3,299,933
	4,844,709

	Money at call and short notice
	86,660
	10,185,740
	21,444,455
	39,482,145
	62,940,438

	Others
	64,305,736
	35,225,919
	39,602,413
	133,123,028
	200,712,756

	Total Interest Income
	1,017,872,280
	1,001,616,901
	1,068,746,769
	1,309,998,500
	1,587,758,714

	Ave. Weighted Loan Rate
	(Total Interest Income/Average Loans & Investments) * 100

	
	6.60%
	6.41%
	6.62%
	6.17%
	6.06%

	Interest Spread
	(Total Interest Income/Average Loans & Investments) * 100

	
	4.32%
	4.53%
	5.06%
	4.38%
	3.78%

	Average Interest Spread
	4.41%


 (Data Source: Annual Reports of Nabil)
In case of Nabil, total deposit volume had been found increased in the five years time span. The total deposit amount was Rs.13447M in the year 2002/03 which increased to Rs.14119M (4.99% increase) in the year 03/04, Rs.14586M (3.31% increase) in 04/05 and increased to Rs.19347M (32.64% increase) in 05/06 and Rs.23342M (20.65% increase) in 06/07. Current deposit decreased in first year of study then after increased in all succeeding years. 

Fixed deposit and call also has remarkable increment pattern except in FY 2004/05. In the FY 2002/03 it was 2252M and in FY 2006/07 5435M it has increased by 141%. 

Saving deposit increased considerably during first four years. The saving deposit volume was Rs.5229M in 2002/03 which increased to Rs.10187M in 06/07 (increased by 95%). 

In total, deposit volume was increased by 74% in the five years review period. 

Interest expenses had also been found decreasing for first three years but there has been overall increment of 73% as it was 307M in FY2002/03 and reached 533M in FY 06/07. This could be due to heavy increment in interest bearing fixed deposits as interest expenses in FD increased by 161%

As the result of this fact, average weighted deposit rate of Nabil was found having mix results each year. The rate was 2.29% in 2002/03 which decreased to 1.88% in 03/04, 1.56% in 04/05. In FY 05/06 it was 1.79% and again it increased and reached 2.28% in FY 06/07. 

Loans and advances volume of Nabil had been increasing in five years. It was Rs.15414M in 02/013 and reached Rs.26184M in 06/07. However, the bank had increased its loans and advances in more profitable sector, the increment in balance with bank is just 18% while increment in loans, advances & bills purchased which earns higher return has been 100%. But another higher earning yielding sector “Money at Call and Short Notice” saw decrease of 16%.  The total loans and advances saw increment by 70% while interest income saw only 56% increase this could be due to unbalanced loans portfolio though bank has been successful in investing in Loan, Advance & Bills Purchased but there is decrease in Money at Call and Short Notice.

Total interest income was recorded Rs.1017M in 02/03 and Rs.1587M in 06/07. The average weighted loan rate has fluctuations, it was 6.60%in FY 2003/04, decreased to 6.41% in 04/05, but increased to 6.62% in 05/06
then after it shows decreasing trend with 6.17% and 6.06%.  

In this way, interest spread of Nabil during the five years span of time was found increasing for first three years and the decreased in last two years of review period.  The interest spread was 4.32% in 2002/03, 4.53% in 03/04, 5.06% in 04/05, however it slightly decreased to 4.38% in 05/06 and further decreased to 3.787% in 06/07. 

The average interest spread during the five years time i.e. 2002/03 to 2006/07 had been found 4.41%. 

Interest Spread and Bank Profitability:

Changes in interest spread and profitability of Nabil has been depicted in the below graph: 

Graph 17: Interest Spread and Bank Profitability of Nabil
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A perfect positive relationship between interest spread and profitability could not be found in the case of Nabil as well. For first three years interest spread is moving along with operating profit, however in FY 2005/06 and FY 2006/07 though profit has increased but interest spread has decreased due to interest expenses increment in these years. 

Himalayan Bank Limited:
Interest spread of Himalayan Bank Ltd has been calculated and tabulated in the below table for the period of last years: 

Table 21: Interest Spread of HBL

	 Particulars
	2002/2003
( 2059/60)
	2003/2004 (2060/61)
	2004/2005 (2061/62)
	2005/2006
(2062/63)
	2006/2007 (2063/64)

	Deposit Volume

	Current Deposits
	3,503,143,919
	4,145,447,916
	5,045,160,928
	5,028,150,556
	5,589,580,391

	Margin Deposits
	386,830,523
	425,019,903
	586,043,416
	488,031,556
	375,026,163

	Saving Deposits
	10,870,542,377
	11,759,602,072
	12,852,414,902
	14,582,855,172
	15,784,769,766

	Fixed Deposits
	3,205,372,779
	4,710,176,693
	6,107,430,801
	6,350,202,266
	8,201,134,697

	Call Deposits
	3,041,489,891
	970,086,400
	222,961,937
	41,612,090
	97,906,739

	Total deposit
	21,007,379,489
	22,010,332,984
	24,814,011,984
	26,490,851,640
	30,048,417,756

	Interest Expenses

	Saving
	289,783,760
	256,448,804
	254,814,800
	264,093,976
	313,383,691

	Fixed
	176,057,060
	121,386,597
	162,483,307
	240,101,651
	314,395,944

	Call
	52,146,244
	78,042,778
	108,450,501
	109,774,777
	104,840,457

	Total Interest Expenses
	517,987,064
	455,878,179
	525,748,608
	613,970,404
	732,620,092

	Ave. Weighted Deposit Rate
	(Total Interest Expenses/Average Deposit)*100

	
	2.47%
	2.07%
	2.12%
	2.32%
	2.44%

	Loans and Investments Volume

	Balance with Banks
	1,582,019,679
	1,726,948,893
	1,727,941,023
	1,411,924,192
	1,580,099,026

	Money at Call and Short Notice
	150,100,000
	368,900,000
	441,080,900
	1,005,280,000
	1,710,023,859

	Investments
	10,175,435,017
	9,292,102,510
	11,692,341,559
	11,822,984,558
	10,889,031,449

	Loan, Advance & Bills Purchased
	10,001,848,185
	11,951,869,350
	12,424,520,646
	14,642,559,555
	16,997,997,046

	Total
	21,909,402,881
	23,339,820,753
	26,285,884,128
	28,882,748,305
	31,177,151,380

	Interest Income

	Loan, advances and overdrafts
	903,838,860
	970,166,098
	1,122,392,088
	1,140,686,731
	1,242,850,250

	Investment
	121,543,735
	170,332,866
	149,131,370
	172,242,276
	19,558,737

	Agency Balances
	0
	0
	0
	7,181,413
	6,631,523

	Money at call and short notice
	4,618,868
	6,309,330
	10,219,080
	20,608,110
	26,184,358

	Others
	171,232,259
	99,086,726
	164,725,545
	285,755,289
	308,357,749

	Total Interest Income
	1,201,233,722
	1,245,895,020
	1,446,468,083
	1,626,473,819
	1,775,582,617

	Ave. Weighted Loan Rate
	(Total Interest Income/Average Loans & Investments) * 100

	
	5.48%
	5.34%
	5.50%
	5.63%
	5.70%

	Interest Spread
	Ave. Weighted Loan Rate - Ave. Weighted Deposit Rate

	
	3.02%
	3.27%
	3.38%
	3.31%
	3.26%

	Average Interest Spread
	3.25%


       (Data Source: Annual Reports of HBL)
HBL’s total deposit volume had increased throughout the review period. The total deposit in the year 2002/03 was recorded Rs.21007M which increased to Rs.22010M (4.77% increase) in 03/04, Rs.28814M (12.74% increase) in 04/05, Rs.26490M (6.67% increase) in 05/06 & Rs.30348M (13.43% increase) in 06/07. Current deposit increased by 60%, saving deposits by 45% and whereas fixed deposits increased by 156% in the five years while other deposits like call deposits and margin deposits decreased by97% and 3% respectively. In this way, total deposit was found 43% more in the 2006/07 than 2002/03. 

Interest expense of HBL decreased in first year by 11.99% as it was 517M in FY 02/03 and decreased to 455M in FY 03.04. Then after it shows increasing pattern, as it was 525M in FY 04/05, 613M in 05/06 and 732M in 06/07. The total interest expense increased by 41% in five years. Interest expense of all three deposits fixed, saving and call deposits have increased by 79%, 8%and 101% from FY 02/03 to FY 06/07. 

The Average Weighted Deposit Rate decreased in second year of the study but increased in all other years. The rate was found 2.47% in 02/03, 2.07% in 03/04, 2.12% in 04/05, 2.32% in 05/06 & 2.44% in 06/07. The average weighted deposit rate was decreased by 0.44% from 2002/03 to 2006/07. 

Loan and advances volume of HBL had been increasing in the last five years. It was Rs.21909M in 02/03, Rs. 23339M in 03/04,  Rs.26285M in 04/05, Rs.28882M in 05/06, RS.31177M in 06/07. During the period, balance with banks is found stable. From 2002/03 till 2006/07 the change is almost nil. 

The investment figure has increased rapidly the percentage increment1705M and 6505M.  Money ant call and short notice has also increased tremendously from Rs. 150M to 1710M in FY 2006/07. 

 Interest income of HBL was found increasing throughout the five years.  Interest income was recorded Rs.1201M in 2002/03, Rs.1245M in 03/04, Rs.1446M in 04/05, Rs.1626M in 05/05 & Rs.1775M in 06/07. Like other two reviewed commercial banks, HBL’s total interest income didn’t increase at the same rate of loan and investment increase. HBL Average Weighted Loan Rate had increased except for one year. It was 5.48% in FY 2002/03, decreased to 5.34% in FY 03/04, increased to 5.50% in FY 04/05, 5.63% in FY 05/06 and 5.70% in 06/07. 

We thus found that Average Weighted Deposit Rate and more rapidly than Average Weighted Loan Rate fluctuating and quite stable during the review period. As a result, interest spread had been found fluctuating but almost stable during the period. The Interest Spread was recorded 3.02% in 2002/03, 3.27% in 2003/04, 3.38% in 04/05, 3.31% in 05/06 & 3.26% in 06/07. The average interest spread during the last review period stood at 3.25%. 

Interest Spread and Bank Profitability:

The trend of interest spread and bank profitability of HBL over the five years has been presented graphically below: 

Graph 18: Interest Spread & Bank Profitability of HBL
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In case of HBL, for first three years there is positive relation between interest spread and bank profitability.  Interest spread was calculated 3.02% in the year 2002/03 when the operating profit was Rs.212M which increased slightly to Rs.263M when interest spread also increased at 3.27% in 2003/04. Operating profit reached 308M in FY 2004/05 and interest spread also increased to 3.38%. However we have seen decrement in interest income of HBL for FY 2005/06 and FY 2006/07. 

Chapter – SIX

statistical Analysis

The financial structure, interest margin & profitability of selected commercial banks have been analyzed using various financial tools so far. Now, the major findings from financial analysis would be further authenticated and effort will be made to find out even more findings using popular statistical tool. The commonly used statistical tools i.e. correlation analysis has been employed. 

Correlation Analysis: 

Correlation analysis is the statistical tool which determines the degree of relationship between two or more variables. Two or more variables are said to be correlated if change in the value of one variable appears to be related or linked with the change in the other variables. Correlation analysis just identifies the degree of relationship between two or more variables but it doesn’t state the cause & effect relationship.  

The most commonly used “Karl Pearson’s Correlation Coefficient” has been used here to analyze the correlation coefficient.  

6.1 Correlation Coefficient between Capital and Investment: 

In the correlation analysis between capital and investment, total capital is independent variable (X) and total investment is dependent variable (Y). The main purpose of computing correlation of coefficient is to justify whether there is any relationship between these two variables or not. The following table shows the coefficient of correlation between total capital and investment (r), Probable Error (PE), 6PE, coefficient of determination (r2) and their interpretation of the commercial banks during the study period. 

Table 22: Correlation Coefficient between Capital & Investment


	Bank 
	r
	r2
	PE
	6PE
	Relationship

	NIBL
	0.99
	0.99
	0.00
	0.02
	highly +correlated, Significant

	Nabil
	0.99
	0.97
	0.01
	0.05
	highly +correlated, Significant

	HBL
	0.96
	0.93
	0.02
	0.13
	highly correlated, significant

	 
	 
	 
	 
	 
	 

	Interpretation

	NIBL
	r < -0.50 - moderately negative correlated, r < 6PE - insignificant

	Nabil
	r > 0.7 - highly positive correlated, r > 6PE - Significant

	HBL
	r > 0.7 - highly positive correlated, r > 6PE - Significant


From the above calculation of correlation coefficient between capital & investment, it was found 0.99, 0.99 & 0.96 of NIBL, Nabil & HBL respectively. It shows higher positive relationship of NIBL and Nabil and a slight low as compared to these two banks of HBL. Coefficient of determination (r2) indicates that 98% of NIBL, 97% of Nabil & 93% of HBL variation in the dependent variable (investment) has been explained by the independent variable (capital). Probable Error is used to test whether the calculated value of correlation coefficient significant or not. It measures the reliability of the value of coefficient of correlation. In case of all three banks, probable error indicates the significant relationship between capital & investment since the value of r(0.95) is greater than 6PE. 
Therefore, conclusion can be made from the above analysis that all three banks has been utilizing its capital fund in income generating loans & investment properly due to positive & significant relationship between
variables. 

6.2  Correlation Coefficient Between Interest Spread & Profitability:

The relationship between interest spread & profitability has been analyzed in order to examine whether the interest spread of bank has direct impact on profitability. Here interest spread is independent variables (X) and profitability is dependent variable (Y). 

Table 23: Correlation Coefficient between Interest Spread & Profitability

	Bank
	r
	r2
	PE
	6PE
	Relationship

	NIBL
	0.61
	0.37
	0.19
	1.15
	moderately correlated, insignificant

	Nabil
	-0.49
	0.24
	0.23
	1.38
	moderate negative correlated, insignificant

	HBL
	0.88
	0.78
	0.07
	0.40
	high correlated, significant 

	Interpretation

	NIBL
	r < -0.50 - moderately negative correlated, r < 6PE - insignificant

	Nabil
	r > 0.7 - highly positive correlated, r > 6PE - Significant

	HBL
	r > 0.7 - highly positive correlated, r > 6PE - Significant


From the above analysis, it is clear that the correlation between interest spread & profit is moderate in NIBL whereas high in HBL and insignificant in Nabil. In case of NIBL, the correlation was 0.61 which is interpreted as moderately correlated while 0.88 was found for HBL which depicts high correlation. This infers that an increase in interest spread increase profitability and vice versa for these two banks. Whereas for Nabil it has slightly moderate negative correlation with (r) being -0.49. 

 Coefficient of determination (r2) of NIBL, Nabil & HBL was calculated 37%, 24% & 78% respectively which indicates that the said percentage of variation in the profit was explained by the interest spread. While considering probable error, value of r was less than six times of PE (6PE) in case of NIBL and Nabil It indicates that there was no significant relationship between these variables. However, r was greater than 6PE in case of & HBL, so the significant relationship between the variables has been explained by this finding. 

6. 3 Correlation Coefficient Between Debt Capital & Total Income

In the analysis of correlation between debt capital & return, debt is independent variables (X) while total income is dependent variable (Y). The relationship between debt capital & total income is analyzed in order to examine if the debt capital is significant in generating more returns. The following table shows the coefficient of correlation between debt and total income (r), coefficient of determination (r2), Probable Error (PE) of the selected banks during the five years time span. 

Table 24: Correlation Coefficient between Debt Capital & Total Income

	Bank
	r
	r2
	PE
	6PE
	Relationship

	NIBL
	0.84
	0.70
	0.09
	0.54
	highly +correlated, Significant

	Nabil
	0.99
	0.99
	0.00
	0.02
	highly +correlated, Significant

	HBL
	0.91
	0.82
	0.05
	0.33
	highly correlated, significant

	Interpretation

	NIBL
	r = 0.99 - highly positive correlated, r > 6PE - Significant

	Nabil
	r > 0.7 - highly positive correlated, r > 6PE - Significant

	HBL
	r > 0.5 - moderately positive correlated, r < 6PE - Insignificant


The above analysis of correlation between Debt Capital & Total Income shows 0.84 of NIBL, this indicates that highly positive relationship between the variables which infers that increase in total debt capital increases total income of the bank. Coefficient of determination of bank was found 70% which indicates that 70% of the variation in the total income was explained by the debt capital. Probable error analysis of NIBL, six times of which is less than r, presents significant relationship between the variables. This explains that debt capital of NIBL is significant in generating more income for bank. 

In case of Nabil, the correlation between debt capital & total income was calculated 0.99 indicating highly positive correlation between the variables. This infers that increases in debt capital increases total income of the bank. Coefficient of determination, calculated 99%, indicates that the said percentage of variation in the dependent variable i.e. total income was explained by the independent variable i.e. debt capital.. It explains that debt capital of Nabil is significant in generating more income for bank. 

HBL’s correlation coefficient between debt and total income has been calculated 0.91 which explains positive correlation between the variables. This infers that increases in debt capital also increases total income of the bank. Coefficient of determination shows only 82% of variation in the total income was explained by the debt capital. Probable error of HBL was found 0.05. Since, six times of probable error (6PE) i.e. .033 is greater than r i.e. 0.61, it can be said that there is significant relationship between the variables. Debt capital of HBL is significantly generating income for HBL. 

6.4  Correlation Coefficient Between Debt to Shareholder’s Fund Ratio & Return on Shareholders Fund

In the analysis of correlation between debt to shareholders fund ratio & return on shareholders fund, debt to shareholders fund ratio is the independent variable (X) and return on shareholders fund is dependent variables (Y). Correlation between these two variables is analyzed in order to examine whether the increase in dept capital in the total capital structure increases return on shareholder fund. The following table shows that correlation coefficient, coefficient of determination, probable error and its interpretation. 

Table 25: Correlation Coefficient between Debts to Shareholders Fund Ratio & Return on Shareholders Fund

	Bank
	r
	r2
	PE
	6PE
	Relationship

	NIBL
	0.94
	0.89
	0.03
	0.20
	highly + correlated, significant

	Nabil
	0.86
	0.74
	0.08
	0.47
	highly correlated, significant

	HBL
	-0.12
	0.01
	0.30
	1.78
	negative correlated, Insignificant

	Interpretation

	NIBL
	r > 0.7 - highly positive correlated, r > 6PE - Significant

	Nabil
	r < -0.7 - highly negative correlated, r < 6PE - Insignificant

	HBL
	r > 0.7 - highly positive correlated, r > 6PE - Significant


The analysis of correlation coefficient between Debt to Shareholder Fund Ratio (DSFR) and Return on Shareholders Fund (ROSF) indicates highly positive correlation between the variables in case of NIBL and Nabil while weekly negative correlation in case of HBL. The correlation, r, was calculated 0.94 for NIBL & 0.86 for Nabil which is highly positive correlation between the variables. This infers that increase in DSFR or increase in leverage increases ROSF. But the correlation was found -0.12 for HBL which indicates weekly negative correlation.  It shows that increase in DSFR decrease ROSF and vice versa. Coefficient of determination was found 89% of NIBL, 74% of Nabil & 1% of HBL which indicates that the said percentage of variation in ROSF was explained by DSFR. While considering probable error (PE), “r” was found greater than six times of PE in case of NIBL and Nabil and hence the significant relationship between the variables. However, r was found less than six times PE (6PE) in case of HBL, hence there was no significant relationship between DSFR and ROSF. 

6.5 Correlation Coefficient between Short Term Liabilities to Long Term Liabilities Ratio (STL to LTL Ratio) & Bank Profitability

In the analysis of correlation between short term liabilities to long term liabilities ration & Bank profitability, the STL to LTL ratio is the independent variable (X) and bank profitability is dependent variables (Y). Correlation between these two variables is analyzed in order to examine whether the debt composition has an independent impact on bank profitability. The following table shows that correlation coefficient, coefficient of determination, probable error and its interpretation. 

Table 26:  Correlation Coefficient between Short Term Liabilities to Long Term Liabilities Ratio (STL to LTL Ratio) & Bank Profitability


	Bank
	r
	r2
	PE
	6PE
	Relationship

	NIBL
	-0.94
	0.88
	0.04
	0.22
	negative correlated, insignificant

	Nabil
	-0.78
	0.62
	0.12
	0.69
	negative correlated, insignificant

	HBL
	-0.81
	0.65
	0.10
	0.63
	negative correlated, insignificant

	Interpretation

	NIBL
	r < 0.50 - low positive correlated, r < 6PE - insignificant

	Nabil
	r > 0.5 - moderately positive correlated, r < 6PE - Insignificant

	HBL
	r >-0.50 - moderately negative correlated, r < 6PE - Insignificant


The analysis of correlation coefficient between STL to LTL Ratio and Bank Profitability indicates negative correlation between variables in case of all three banks. The correlation, r, was calculated -0.94 for NIBL & -.078 for Nabil and -0.81 for HBL. This infers that increase in STL to LTL Ratio or an increase in short term liabilities decrease profitability and vice versa. Coefficient of determination was found 88% of NIBL, 62% of Nabil & 65% of HBL which indicates that the said percentage of variation in profitability was explained by the STL to LTL Ratio. While considering probable error (PE), “r” was found less than six times of PE in case of NIBL, Nabil & HBL hence there was no significant relationship between Short-Term Liabilities to Long Term Debt Ratio and Bank profitability. 
Chapter Seven

Summary, Findings, conclusion & Recommendations

7.1 Summary
This is the final section of my thesis report entitled “Banks Performance Analysis: Employing Financial Mix, Profitability ratios and Interest Spread (with reference to Nepal Investment Bank Ltd, Nabil Bank Ltd, and Himalayan Bank Ltd). The first, Introduction, section incorporated the general background of national & international economy, current scenario of Nepalese financial sector & Profile of banks under study along with the background, objective, limitation & statement of problem. Some relevant review of Books, Journals, Studies, Reports, Government Laws & Regulations and past Thesis in the similar field of study were also incorporated under the Review of Literature chapter. 
In the Analytical Section, various financials data of selected commercial banks were presented in the chapter named “Tabular & Graphical Presentation”. The “Financial Analysis” chapter includes the shareholder’s fund analysis, fixed deposit analysis, financial mix analysis, profitability analysis, expenses analysis & interest spread analysis. Correlation analysis has been conducted in order to examine the relationship between variables in the “Statistical Analysis” chapter. 

Major Summary, Findings & conclusion has been discussed in the “Conclusion & Suggestion Section”. Based on the findings from analytical section, recommendations have been put forward to get rid of the current weaknesses and to strengthen the financial health of the commercial banks. 

The present study aimed to examine whether the financial structure & interest margin of firm has independent impact on bank profitability. The study has also been strived to find out how the financial structure, interest margin and profitability of bank are interrelated. The current study has also overviewed the existing national & international economy and its impact on banking sector of Nepal. The objective of this study can also be identified as to come up with all these conclusion & findings and to provide recommendation & suggestions about the ways to strengthen the performance by maximizing the profitability and shareholder’s wealth which will be ultimately beneficial in enhancing the economic development of the country. 

7.2 Major Findings & Conclusion
Profitability Analysis: Profitability of commercial banks has been analyzed employing profitability ratios and expenses analysis. 
Profitability Ratios: 

Return on Total Assets: Return on total assets ratio measures the proportion of Net Profit on Total Assets. Return on Total Assets ratio of NIBL indicates 1.46% in average which was found increasing every year except for one year. The ratio was 1.30% in 2002/03, 1.15% in 03/04, 1.43% in 04/05, 1.64% in 05/06 & 1.82% in 06/07.  The ratio of Nabil has been found more than NIBL which averaged at 2.71%. The ratio was maximum highest at 3.02% in 2004/05 and lowest at 2.47% in 2006/07. On the other hand, HBL’s average ratio was lowest at 1.22% ranging 0.91% in 2002/03 to 1.55% in 2005/06. The combined average ratio was 1.80% during the five years time period. Although, all three banks are operating under a narrow return on total assets ratio, Nabil’s average ratio was the highest among them. On the basis of this fact, it can be concluded that Nabil is relatively efficient in utilizing its overall resources. 

Return on Total Deposits: The return on total deposits ratio indicates the ability of bank to mobilize deposit in maximizing profit. Higher return on total deposit represents the higher utilization of deposits and vice versa. The ratio in case of NIBL was found average 1.67% ranging from 1.32% in 2003/04 to 2.05% in 2006/07 in increasing trend. However, the ratio of Nabil was found somewhat greater which averaged at 3.08% ranging from 2.89% in 2006/07 to 3.28% in 2005/06. The HBL’s return on total deposit ration stood lowest among the three commercial banks which averaged at 1.36%. The ratio was ranged from 1.01% in 2002/03 to 1.73% in 2005/06. The combine average ratio was calculated 2.02%. Among all three banks again Nabil bank tops in best utilization of deposit to mobilize profit. 
Return on Capital Employed: The return on capital employed ratio indicates the proportion of net profit to total capital employed. In case of NIBL, the average return on capital employed ratio was found 18.29% ranging from 18.30% in 2002/03 to 20.94% in 2003/04 stable with minimum fluctuation during the review year. The ratio of Nabil was found highest at 32.06% in average ranging from 31.29%FY 04/05 and 33.88% in FY 05/06. There was trend stable with minimum fluctuation during the review year. HBL’s trend is also seen stable with minimal fluctuation. The average ratio of HBL’s was found 21.72% ranging from 19.87% in FY 03/04to 25.90% in FY 05/06. The combined average ratio stood at 24.02%. 
Return on Net Worth: Return on net worth ratio expresses the capacity of the banks to utilize its owner’s fund. The higher the ratio, the more favorable it is for shareholders. The average ratio of Nabil was found highest (34.97%), then comes NIBL (27.99%) and HBL with 23.95%. NIBL’s ratio was has increasing trend ranging from 18.29% in 2002/03 to 48.38% in 2006/07. Nabil was fluctuating which ranged from 31.29% in 2004/05 to 41.51% in 2005/06. The ratio of HBL was also found fluctuating trend highest at 30.45% in 2005/06 to 19.95% in 2002/03. 
Expenses Analysis: Considering one of the major determinants of commercial banks profitability, expense of selected commercial banks has been analyzed.  Total expenses consist of interest expenses, employee expenses & office overheard expenses. While analyzing expenses of NIBL, it was found that NIBL makes interest expense 52.96%, employee expenses 19.84% & office overhead expense 37.23% in average of total expense. In it composition, interest expenses and employee expenses has fluctuation whereas office overhead expenses was decreasing. On the other hand, operating expenses to total income ratio decreased for first three years and then increased it was 62.04% in the first year and 83.15% in the final year of review period. The average ratio was recorded at 69.10%. Nabil’s expenses analysis depicts that 46.74% interest expenses, 28.92% employee expenses, 24.34% office overhead expenses was made during the five years time span in average of total expenses. Nabil had largely cut down its office overhead expenses from 23.94% in 2002/03 to 19.12% in 2006/07. its highest overhead expenses was 30.05 in FY 2004/05. Nabil has been able to keep employee expenses quite stable with highest being 31.50% in 2004.05 and lowest 24.41% in FY 2006/07. Interest expenses ranges 38.45% in FY 2004/05 to 56.47% in FY 2006/07. Accordingly, the operating expenses to total income ratio has been stable within the review period it was 48.63% in FY 2002/03 and 48.34% in final year 2006/07. The average ratio of Nabil was calculated 45.24%. Similarly, HBL’s expenses analysis reveals that it has been making 57.36% interest expenses, 17.70% employee expenses and 24.92% office overhead expenses of total expenses in average of total expenses during the last five years. The interest expense has been largely decreased from 65.08% in 2002/03 to 55.56% in 2006/07. Employee & office overhead expenses shows increasing trend in the same duration. Operating expense to total income was stood at 59.19% in five year’s average. 

Interest Spread: Interest spread analysis has been conducted considering as one the key measurement of Bank Performance. While calculating interest spread of NIBL, it was found almost stable during the review period averaged at 3.39%. Since, the average weighted deposit rate was found fluctuating, average weighted loan rate was also found that made the interest spread almost stable. Even with the stable interest spread, bank profitability has been found increasing significantly as other income sources like exchange gains, Commission Income has been increasing and bank has also been able to stabilize its interest expenses. Nabil’s interest spread was found little more than that of NIBL which stood at 4.41% in average. It was recorded 4.32% in the first year and ended with 3.78% in the final year of review period. Thus, it is fluctuating and decreasing.  In case of Nabil. Average weighted deposit rate has been decreasing and stable from 2.29% in 2002/03, 1.88%0004, 1.56% 04/05 , 1.79% in 05/06 and 2.28% in 2006/07. Average weighted loan rate, has also been stable with following rates through the review period 6.60% FY 02/03, 6.41 FY 03/04, %6.62%FY 04/05, 6.17% 05/06, and 6.06% 06/07. Thus, the interest spread of Nabil has been found fluctuating. Like NIBL, its operating profit has been increasing particularly in FY 06/07 because we see tremendous increment in other income and reduction in Employees Expenses and Office Overhead Expenses. 

HBL’s interest spread has been calculated lowest among the selected commercial banks which averaged 3.25%. The spread rate was also found almost stable with small deviation during the same time period. We found that Average Weighted Deposit Rate and Average Weighted Loan Rate has somewhat similar fluctuation pattern. . As a result, interest spread had been found fluctuating but almost stable during the period. While comparing net profit with interest spread, net profit is found moving with the same direction and similarly with interest spread.. 

Further Findings from Statistical Analysis

Correlation Analysis: 
Correlation analysis has been conducted in order to identify the relationship between two or more variables. Correlation coefficient between capital and investment has been calculated to find out how investment is affected by the capital of bank. It shows higher positive relationship of NIBL and Nabil and a slight low as compared to these two banks of HBL. Coefficient of determination 98% of NIBL, 97% of Nabil & 93% of HBL variation in the investment has been explained by the capital. In case of all three banks, probable error indicates the significant relationship between capital & investment since the value of r(0.95) is greater than 6PE. Therefore, conclusion was derived that NIBL and Nabil has been utilizing its capital fund in income generating loans & investment properly due to positive & significant relationship between variables. While HBL analysis shows the bank is only in second to these banks in utilizing its capital fund in loan & investment properly. 
While analyzing correlation coefficient between interest spread and profitability, correlation between interest spread & profit is moderate in NIBL whereas high in HBL and insignificant in Nabil. 

Correlation coefficient between debt capital & total income of NIBL, Nabil and HBL all indicates highly positive relationship between the variables. This explains that debt capital is significant in generating more income for banks.

The analysis of correlation coefficient between Debt to Shareholder Fund Ratio (DSFR) and Return on Shareholders Fund (ROSF) indicates negative correlation between variables in case of all three banks. 

7.3.
Recommendations
The major findings and conclusions have just been reviewed. On the basis of these findings, following recommendations are put forward with the objective of better financial health of the banks by managing proper financial structure thereby increasing interest spread and profitability: 

1. The above analysis depicts that capital structure of all three selected commercial banks i.e. NIBL, Nabil & HBL is highly leveraged. This proves the highly geared capital structure where outsider’s claim very much exceeds that of equity shareholder’s over the assets. Tremendous use of debts by these banks helped to enhance the rate of return on shareholder’s fund. The increase in debts can be considered as the positive developments provided these increase debts be converted into good loans. Nevertheless, extensive use of debts, coupled with failure in advancing good loans can endanger the solvency of these banks. Therefore, a proper proportion of debt and equity should be employed considering the tax effects and financial distress. It is also suggested banks to asses the risk assets portfolio carefully before accepting higher volume of deposits. 

2. The findings of Return on total Assets, Return on total Deposits show quite unsatisfactory return ratios of all three banks. Having geared up capital structure position and insufficient returns represent the weak aspect of these banks. All the commercial banks are suggested to sanction loans in the most profitable investment opportunities. 

3. An interest expense to interest income ratio of Nabil is lesser compared to other banks however if we take first and last year of review period, apart form HBL  there has been increasing slightly  for NIBL and Nabil with comparison with NIBL. Hence, Nabil & NIBl are suggested to imbalance the ratio between interest expenses to interest income thereby appropriately verifying interest rate on deposit and loan. 

4. Higher costs to income ratio and lower profit to income ratio requires the commercial banks to achieve the operating efficiency in their operation. Since by decreasing cost, profit of any bank can grow considerably, they should search for loopholes in their operations, where unnecessary costs are being incurred and these have to be eliminated. 

5. Office operating & employee overhead of all three banks was found fluctuating almost each year. Even if the bank manages to reduce it one year the pattern shows increment in the next year. Nabil has been successful in reducing employee overhead cost and office overhead cost within five year period which has positive affect in banks profitability, the proportion of office & employee expenses to total expense has been increasing specially of NIBL & HBL. Hence, NIBL & HBL are suggested to cut down unnecessary expenses on employee and office overhead which improve the profitability condition of the bank. 

6. Interest spread analysis has been conducted considering as one the key measurement of Bank Performance. Even with the stable interest spread, bank profitability has been found increasing significantly as other income sources like exchange gains, Commission Income has been increasing and bank has also been able to stabilize its interest expenses.

7.  While analyzing the branch operation of selected banks, it is found that all the commercial bank’s branches are centered in urban areas only. Out of 26 branches of NIBL, 7 are in Kathmandu. HBL has also 5 branches in Kathmandu out of total 20 branches. Nabil has total 28 branches, 7 are located in Kathmandu. Branches outside Kathmandu are also located in urban areas only. Thus, these banks have completely ignored the rural areas. So they are recommended to open up branches in rural areas to server rural people. It is true that the financial strength of a bank heavily depends upon the market in urban area. But to concentrate banking services only in urban area is not desirable for the economic development of the country. Banks are the essential and effective means to mobilize financial resources throughout the country. So, the banks are required to be cooperative and should open up or expand their branches in a larger part of the economically less privileged, remote and semi urban societies. It will not only assist in the economic development of the country but also add profitability of the bank. Among three banks it is Nabil bank which seems to have spread into various parts of the county.  

8. The Net Profit of HBL, NIBL & Nabil has been increasing during the review period. Nabil net profit was recorded NRs.416M in 2002/03 which increased to RS.673 M in 2006/07. NIBL net profit was Rs116M in 2002/03 which increased to NRs.501M in the year 2006/07. HBL net profit, increased to NRs.491M in 2006/07 from NRs.212M in 2002/03. Due to the heavy increment in net profit, bank’s return on shareholder’s fund has also been positively affected that means been successful in utilizing its shareholder’s fund in comparatively profit earning sector. The banks are suggested to explore new profitable investment opportunities, to attract clients in low or non-interest bearing deposits and to cut down unnecessary expenses in order to retain profit increment and maximize the bank profitability even more.
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Appendix
Appendix Table for (A) Correlation Coefficient: 

I Correlation Coefficient between Capital & Investment


	Correlation Analysis Between Capital & Investment

	Nepal Investment Bank Limited

	Fiscal Year
	Capital Structure (X)
	Investment (Y)
	X2
	Y2
	XY

	2002/2003
	2,311.37
	8,242.95
	5,342,420.54
	67,946,156.86
	19,052,478.69

	2003/2004
	3,023.73
	12,214.15
	9,142,929.34
	149,185,433.77
	36,932,260.69

	2004/2005
	4,392.44
	15,166.46
	19,293,518.21
	230,021,494.16
	66,617,744.53

	2005/2006
	6,485.42
	20,223.04
	42,060,634.03
	408,971,244.19
	131,154,831.51

	2006/2007
	8,553.16
	25,832.61
	73,156,464.25
	667,323,597.64
	220,950,299.65

	N=5
	24,766.11
	81,679.20
	148,995,966.37
	1,523,447,926.62
	474,707,615.07

	 
	r
	r2
	PE
	6PE
	 

	 
	0.99
	0.99
	0.00
	0.02
	 

	 
	 
	 
	 
	 
	 

	Nabil Bank Limited

	Fiscal Year
	Capital Structure (X)
	Investment (Y)
	X2
	Y2
	XY

	2002/2003
	3,566.73
	15,414.32
	12,721,577.49
	237,601,331.88
	54,978,757.30

	2003/2004
	3,792.25
	15,628.28
	14,381,191.06
	244,242,981.66
	59,266,390.01

	2004/2005
	3,736.17
	16,134.86
	13,958,992.00
	260,333,692.57
	60,282,633.74

	2005/2006
	4,979.51
	21,228.40
	24,795,565.31
	450,644,893.53
	105,707,118.45

	2006/2007
	7,134.80
	26,184.04
	50,905,423.77
	685,603,992.25
	186,817,991.00

	N=5
	23,209.48
	94,589.90
	116,762,749.62
	1,878,426,891.89
	467,052,890.50

	 
	r
	r2
	PE
	6PE
	 

	 
	0.99
	0.97
	0.01
	0.05
	 

	 
	 
	 
	 
	 
	 

	Himalayan Bank Limited

	Fiscal Year
	Capital Structure (X)
	Investment (Y)
	X2
	Y2
	XY

	2002/2003
	4,268.50
	21,909.40
	18,220,134.78
	480,021,934.60
	93,520,395.35

	2003/2004
	6,034.34
	23,339.82
	36,413,296.05
	544,747,232.78
	140,840,485.15

	2004/2005
	7,649.18
	26,285.88
	58,509,912.79
	690,947,704.39
	201,065,387.18

	2005/2006
	7,852.51
	28,882.75
	61,661,843.29
	834,213,149.65
	226,801,941.13

	2006/2007
	9,868.24
	31,177.15
	97,382,179.23
	972,014,768.17
	307,663,641.61

	N=5
	35,672.77
	131,595.01
	272,187,366.13
	3,521,944,789.60
	969,891,850.43

	 
	r
	r2
	PE
	6PE
	 

	 
	0.96
	0.93
	0.02
	0.13
	 

	 
	 
	 
	 
	 
	 


II Correlation Coefficient between Interest Spread & Profitability

	Correlation Analysis Between Interest Spread & Profitability

	Nepal Investment Bank Limited

	Fiscal Year
	Interest Spread (X)
	Profit (Y)
	X2
	Y2
	XY

	2002/2003
	3.26
	116.82
	10.63
	13,646.37
	380.83

	2003/2004
	3.30
	152.67
	10.89
	23,308.43
	503.81

	2004/2005
	3.54
	232.15
	12.53
	53,892.28
	821.80

	2005/2006
	3.35
	350.54
	11.22
	122,875.78
	1,174.30

	2006/2007
	3.50
	501.40
	12.25
	251,400.81
	1,754.90

	N=5
	16.95
	1,353.57
	57.52
	465,123.65
	4,635.63

	 
	r
	r2
	PE
	6PE
	 

	 
	0.61
	0.37
	0.19
	1.15
	 

	 
	 
	 
	 
	 
	 

	Nabil Bank Limited

	Fiscal Year
	Interest Spread (X)
	Profit (Y)
	X2
	Y2
	XY

	2000/2001
	4.32
	416.24
	18.66
	173,252.25
	1,798.14

	2001/2002
	4.53
	455.31
	20.52
	207,308.31
	2,062.56

	2002/2003
	5.06
	518.64
	25.60
	268,983.04
	2,624.30

	2003/2004
	4.38
	635.26
	19.18
	403,558.25
	2,782.45

	2004/2005
	3.78
	673.96
	14.29
	454,221.67
	2,547.57

	N=5
	22.07
	2,699.40
	98.26
	1,507,323.53
	11,815.01

	 
	r
	r2
	PE
	6PE
	 

	 
	-0.49
	0.24
	0.23
	1.38
	 

	 
	 
	 
	 
	 
	 

	Himalayan Bank Limited

	Fiscal Year
	Interest Spread (X)
	Profit (Y)
	X2
	Y2
	XY

	2000/2001
	3.28
	277.04
	10.76
	76,751.26
	908.69

	2001/2002
	2.91
	235.02
	8.47
	55,236.05
	683.92

	2002/2003
	3.02
	212.13
	9.12
	44,998.49
	640.63

	2003/2004
	3.27
	263.05
	10.69
	69,197.14
	860.18

	2004/2005
	3.38
	308.28
	11.42
	95,033.58
	1,041.97

	N=5
	15.86
	1,295.52
	50.46
	341,216.52
	4,135.39

	 
	r
	r2
	PE
	6PE
	 

	 
	0.88
	0.78
	0.07
	0.40
	 

	 
	 
	 
	 
	 
	 


III Correlation Coefficient between Debt Capital & Total Income

	Correlation Analysis Between Debt & Total Income

	Nepal Investment Bank Limited

	Fiscal Year
	Debt (X)
	Total Income (Y)
	X2
	Y2
	XY

	2002/2003
	8,375.71
	577.93
	70,152,465.69
	334,005.02
	4,840,586.33

	2003/2004
	12,526.45
	913.71
	156,911,906.99
	834,873.02
	11,445,589.41

	2004/2005
	15,093.89
	1,145.63
	227,825,536.58
	1,312,464.55
	17,291,990.66

	2005/2006
	19,233.75
	959.39
	369,937,227.85
	920,423.41
	18,452,611.83

	2006/2007
	24,868.78
	1,246.03
	618,456,010.88
	1,552,591.42
	30,987,247.33

	N=5
	80,098.57
	4,842.69
	1,443,283,147.99
	4,954,357.42
	83,018,025.56

	 
	r
	r2
	PE
	6PE
	 

	 
	0.84
	0.70
	0.09
	0.54
	 

	 
	 
	 
	 
	 
	 

	Nabil Bank Limited

	Fiscal Year
	Debt (X)
	Total Income (Y)
	X2
	Y2
	XY

	2002/2003
	15,248.44
	1,427.45
	232,514,847.29
	2,037,614.43
	21,766,387.10

	2003/2004
	15,263.80
	1,426.44
	232,983,722.78
	2,034,717.38
	21,772,827.80

	2004/2005
	15,528.69
	1,510.68
	241,140,296.60
	2,282,166.84
	23,458,951.16

	2005/2006
	19,985.29
	1,716.67
	399,411,726.21
	2,946,969.41
	34,308,222.59

	2006/2007
	24,686.93
	2,035.87
	609,444,284.13
	4,144,758.45
	50,259,320.98

	N=5
	90,713.15
	8,117.11
	1,715,494,877.00
	13,446,226.51
	151,565,709.64

	 
	r
	r2
	PE
	6PE
	 

	 
	0.99
	0.99
	0.00
	0.02
	 

	 
	 
	 
	 
	 
	 

	Himalayan Bank Limited

	Fiscal Year
	Debt (X)
	Total Income (Y)
	X2
	Y2
	XY

	2002/2003
	22,292.09
	1,575.23
	496,937,317.81
	2,481,339.44
	35,115,098.81

	2003/2004
	23,437.86
	1,389.79
	549,333,217.35
	1,931,521.94
	32,573,749.55

	2004/2005
	26,302.95
	1,760.68
	691,845,083.70
	3,099,994.81
	46,311,080.38

	2005/2006
	27,095.81
	2,042.38
	734,182,650.22
	4,171,302.07
	55,339,837.45

	2006/2007
	30,869.79
	2,160.77
	952,943,825.49
	4,668,940.13
	66,702,606.13

	N=5
	129,998.49
	8,928.85
	3,425,242,094.56
	16,353,098.37
	236,042,372.31

	 
	r
	r2
	PE
	6PE
	 

	 
	0.91
	0.82
	0.05
	0.33
	 

	 
	 
	 
	 
	 
	 


 IV Correlation Coefficient between Debts to Shareholders Fund Ratio & Return on Shareholders Fund

	Correlation Analysis Between Debt to Shareholders Fund Ratio & Return on Shareholders Fund

	Nepal Investment Bank Limited

	Fiscal Year
	DSFR (X)
	ROSF(Y)
	X2
	Y2
	XY

	2002/2003
	1311.69%
	18.29%
	172.05
	0.03
	2.40

	2003/2004
	1718.19%
	20.94%
	295.22
	0.04
	3.60

	2004/2005
	1278.96%
	19.67%
	163.57
	0.04
	2.52

	2005/2006
	1793.44%
	32.69%
	321.64
	0.11
	5.86

	2006/2007
	2399.38%
	48.38%
	575.70
	0.23
	11.61

	N=5
	8501.66%
	139.97%
	1,528.19
	0.46
	25.98

	 
	r
	r2
	PE
	6PE
	 

	 
	0.94
	0.89
	0.03
	0.20
	 

	 
	 
	 
	 
	 
	 

	Nabil Bank Limited

	Fiscal Year
	DSFR (X)
	ROSF(Y)
	X2
	Y2
	XY

	2002/2003
	1160.29%
	31.67%
	134.63
	0.10
	3.67

	2003/2004
	1030.17%
	30.73%
	106.12
	0.09
	3.17

	2004/2005
	936.80%
	31.29%
	87.76
	0.10
	2.93

	2005/2006
	1305.87%
	41.51%
	170.53
	0.17
	5.42

	2006/2007
	1452.50%
	39.65%
	210.98
	0.16
	5.76

	N=5
	5885.63%
	174.85%
	710.02
	0.62
	20.95

	 
	r
	r2
	PE
	6PE
	 

	 
	0.86
	0.74
	0.08
	0.47
	 

	 
	 
	 
	 
	 
	 

	Himalayan Bank Limited

	Fiscal Year
	DSFR (X)
	ROSF(Y)
	X2
	Y2
	XY

	2002/2003
	2096.83%
	19.95%
	439.67
	0.04
	4.18

	2003/2004
	1770.01%
	19.87%
	313.29
	0.04
	3.52

	2004/2005
	1706.05%
	20.00%
	291.06
	0.04
	3.41

	2005/2006
	1803.62%
	30.45%
	325.30
	0.09
	5.49

	2006/2007
	1851.70%
	29.50%
	342.88
	0.09
	5.46

	N=5
	9228.21%
	119.77%
	1,712.21
	0.30
	22.07

	 
	r
	r2
	PE
	6PE
	 

	 
	-0.12
	0.01
	0.30
	1.78
	 

	 
	 
	 
	 
	 
	 


 V Correlation Coefficient between Short Term Liabilities to Long Term Liabilities Ratio (STL to LTL Ratio) & Bank Profitability

	Correlation Analysis Between STL to LTL Ratio

	Nepal Investment Bank Limited

	Fiscal Year
	STL to LTL Ratio (X)
	Profit (Y)
	X2
	Y2
	XY

	2002/2003
	4.01
	116.82
	16.06
	13,646.37
	468.08

	2003/2004
	4.46
	152.67
	19.88
	23,308.43
	680.75

	2004/2005
	3.70
	232.15
	13.68
	53,892.28
	858.67

	2005/2006
	2.55
	350.54
	6.52
	122,875.78
	895.01

	2006/2007
	2.31
	501.40
	5.33
	251,400.81
	1,157.47

	N=5
	17.03
	1,353.57
	61.47
	465,123.65
	4,059.98

	 
	r
	r2
	PE
	6PE
	 

	 
	-0.94
	0.88
	0.04
	0.22
	 

	 
	 
	 
	 
	 
	 

	Nabil Bank Limited

	Fiscal Year
	STL to LTL Ratio (X)
	Profit (Y)
	X2
	Y2
	XY

	2002/2003
	576.94%
	416.24
	33.29
	173,252.25
	2,401.44

	2003/2004
	560.61%
	455.31
	31.43
	207,308.31
	2,552.51

	2004/2005
	647.10%
	518.64
	41.87
	268,983.04
	3,356.08

	2005/2006
	479.44%
	635.26
	22.99
	403,558.25
	3,045.68

	2006/2007
	354.21%
	673.96
	12.55
	454,221.67
	2,387.20

	N=5
	26.18
	2,699.40
	142.12
	1,507,323.53
	13,742.91

	 
	r
	r2
	PE
	6PE
	 

	 
	-0.78
	0.62
	0.12
	0.69
	 

	 
	 
	 
	 
	 
	 

	Himalayan Bank Limited

	Fiscal Year
	STL to LTL Ratio (X)
	Profit (Y)
	X2
	Y2
	XY

	2002/2003
	595.46%
	212.13
	35.46
	44,998.49
	1,263.14

	2003/2004
	397.60%
	263.05
	15.81
	69,197.14
	1,045.90

	2004/2005
	330.67%
	308.28
	10.93
	95,033.58
	1,019.38

	2005/2006
	326.69%
	457.46
	10.67
	209,267.54
	1,494.48

	2006/2007
	276.41%
	491.82
	7.64
	241,889.77
	1,359.44

	N=5
	19.27
	1,732.74
	80.51
	660,386.53
	6,182.34

	 
	r
	r2
	PE
	6PE
	 

	 
	-0.81
	0.65
	0.10
	0.63
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