CHAPTER - |
INTRODUCTION

1.1 Background of the Study

The history of banking in Nepal starts with the establishment of Nepal Bank Ltd in 1937
A.D. Before the inception of this bank, there was traditional way of banking in which the
local merchants supplied fund to the peasants, traders and intermediaries by drafting a so
considered formal document called “Tamsuk” in the society. Thisistotally based on trust
and faith. Even though a lot of commercial banks have come into existence, nonetheless

the role of non-banking system is equally significant particularly in the rural area.

Redlizing the importance of banking sector for economic development, Nepal Rastra
Bank was therefore established in 1956 A.D. to control and monitor the operation of
commercia bank as well as formulating the monetary policy of the country. Since then it
has been functioning as central bank or bank of banks and supervising the operation of
various financial sectors. Nepal Rastra Bank bears the responsibility to monitor, regulate
and manage the financial services of commercial banks, development banks, rura
development banks, rura micro finances, finance companies, saving and credit
cooperative societies, non government organizations and everyone who deals in foreign
exchange transaction. Being the central bank, Nepal Rastra Bank has limitation in the
area of profit generation. To get rid of this limitation, Nepal Government established the
Rastriya Banijya Bank in 1966 A.D. as a fully government owned commercial bank.
Since then, Rastriya Banijya Bank is operating as a strong bank able to do the commercial

transaction.

Today banking sector has dominant contribution in increasing the GDP of Nepal.
Commercia banks are the suppliers of financé for trade and industry. This plays vital role
in the economic and financia life of the country. They help in the formation of capital by
investing the savings in productive areas. Rura people of underdeveloped country like
Nepa need various banking facilities to enhance its economy. In most of the countries,
the commercial banks generaly concentrate in urban and semi urban sectors. They
neglect rural sector due to heavy risk and low return, which is in fact the main key to
economic devel opment.



Nepal Commercial Bank Act 2031 B.S. defines commercial bank as “a bank which deals
on money exchange, accepting deposit, advancing loan and commercial transition except
specific banking related to cooperative, agriculture, industry and other objective.”
Commercia banks pool the saving of community and arrange to lend to the entrepreneur
in the forms of individual, firms, companies and the other organized sector as well. At

present 33 commercial banks are operating across the county.

Capital structure refers to the combination or mixture of long-term funds and share
capital, namely inclusive of equity share capital, preference share capital, debentures,
bonds and long term debts. A prudent financial manager should use proper mixture of the
fund so that his/her return on capital is maximum. Return in financial term indicates the
increase in wealth of the investor. Capital structure management concentrates on the area
of overall cost of capital, total value of firm and it’s earning per share. Optimum capital
structure refers to the combination of debt, preferred stock and equity that maximizes the
total value of firm, and earning per share, and that minimizes the cost of capital. Whereas
not having optimum capital structure means, the bank will have to bear heavy cost of

capital, and low profitability.

1.2 Focus of the Study

Capital Structure analysis of two commercia banks is the main focus of this study. Any
entity/firm depends on the proper management of capital structure. Capital structure
affects the earning per share and value of firm but not operating income of the firm.
Optimum capital structure is the most essential tool for the success of any organization.
This study analyses the capital structure with the help of various parameters relating to
the balance sheet, income and expenditure statement and other related parameters.
Various financial tools are used to evauate the appropriateness of optimal capital
structure used by firm. So to measure the contribution of Siddhartha Bank Ltd and Laxmi
Bank Ltd in the national development this study emphasizes in evaluating the capita
structure of Siddhartha Bank Ltd and Laxmi Bank Ltd.

1.3 Brief profile of the banksunder Study

1.3.1 Siddhartha Bank Limited (SBL)

Siddhartha Bank Limited (SBL), established in 2002 and promoted by prominent
personalities of Nepal, today stands as one of the consistently growing banks in Nepal.



While the promoters come from a wide range of sectors, they possess immense business

acumen and share their valuable experiences towards the betterment of the Bank.

Within a short span of time, Siddhartha Bank has been able to come up with a wide range
of products and services that best suits its clientele. Siddhartha Bank has been posting
growth in its portfolio size and profitability consistently since the beginning of its
operations. The management of the Bank has been thoroughly professional.

Siddhartha Bank has been able to gain significant trust of the customers and al other
stakeholders to become one of the most promising commercial banks in the country in
less than 10 years of its operation. The Bank is fully committed towards customer
satisfaction. The range and scope of modern banking products and services the Bank has
been providing is an example to its commitment towards customer satisfaction. It is this
commitment that has helped the Bank register quantum growth every year. And the Bank
is confident and hopeful that it will be able to retain this trust and move even further

towards its mission of becoming one of the leading banks of the industry.

Vision
Siddhartha Bank runs with a vision to be financially sound, operationally efficient and

keep abreast with technologica developments.

Mission

The Bank desires to be one of the leading banks of the industry by fulfilling the interest of
the stakeholders and also aims to provide total customer satisfaction by way of offering
innovative products and by developing and retaining highly motivated and committed
staff. It directs all its efforts to move ahead with increased profits.

The following mission statement is a guide to meet the Vision of the Bank:

1. Be one of the leading banks of the industry in terms of profitability, productivity and
innovation.

2. Aim at total customer satisfaction by rendering efficient and diversified financial
services through improved technology.

3. Build a highly motivated and committed team of staff by nurturing a good work culture
to achieve superior individual performance aiming to enhance organizational

effectiveness.



4. Bethe place of prideto all its stakeholders.

Corevalues of the bank
1. Customer focus

2. Shareholder prosperity
3. Employee growth

4. Economic welfare

Banking Services

SBL has adopting innovative latest banking technology. The bank provides various
services and facilities such as:

1. Persona Banking

2. Corporate Banking

3. Small and Medium Enterprise

4. Remittance

5. Treasury and Correspondent Banking
6. Mutual Fund

7. Siddhartha Safe deposit locker

Tablel.1
Present Composition of Capital Structure of SBL
Particulars Amount (Nepali Rupeesin million)
Share Capital 1619
Reserve and Surplus 563
Debenture and Bond 628
Total 2810

(Source: Annual Report of 2068/69 B.S)

1.3.2 Laxmi Bank Limited (LBL)

Laxmi Bank was incorporated in April 2002 as the 16th commercial bank in Nepal. In
2004 Laxmi Bank merged with HISEF Finance Limited, a first generation financial
company which was the first and ever merger in the Nepali corporate history. Laxmi
Bank is a Category ‘A’ Financial Institution and re-registered in 2006 under the “Banks



and Financial Institutions Act” of Nepal. The Bank’s shares are listed and actively traded
in the Nepal Stock Exchange (NEPSE).

Laxmi Bank’s award winning Annual Reports has set the standards for quality,
presentation and disclosure for the Nepalese corporate sector to follow since 2005.
Laxmi Bank promotes a separate life insurance company — Prime Life Insurance Limited

which came into operation in 20009.

Mission
Committed to excellence in dedivery of entire gamut of financia services
in order to achieve sound business growth and maximize stakeholder values by embracing

team spirit, progressive technology and good corporate governance.

Vision

1. Provider of most integrated financial services
Key player in consumer banking

The best asset book

Best IT capability

Preferred employer in the financial sector

o M W D

Over aperiod of time, Laxmi Bank foresees itself to be one of the leading banks in Nepal

and eventually a niche player in the South Asian region.

Services

LBL has been adopting innovative latest banking technology. The bank provides various
services and facilities such as:

SMS Banking

Safe deposit locker

Remittance

Electronic Banking

o ~ w NP

Loan :Home loan, Auto loan, Personal oan



Tablel.2
Present Composition of Capital Structure of LBL
Particulars Amount (Nepali Rupeesin million)
Share Capital 1694
Reserve and Surplus 606
Debenture and Bond 350
Tota 2,650

(Source: Annual Report of 2068/69 B.S)

1.4 Statement of the Problems

Every business firm can take advantage through making appropriate capital structure
decision because long term run profitability depends on its capital structure besides other
factors. Financial institutions play important role for the industrial development in under-
developed country like Nepal. We have been seeing, the commercia banks have to

shoulder more responsibilities and act as the key role models.

In Nepalese context, it has been observed that one of the reasons behind the loss in many
organizations, is not with the mobilization of capital, but the actual problem lies in good
capital management. So it is essential to evaluate the management of capital structure in
terms of different financia ratios. Therefore, the present study seeks to explore the
answers of the following questions:

1. Whether the Siddhartha Bank Ltd & Laxmi Bank Ltd are able to implement the capital
structure guidelines.

2. What steps should be taken to improve the capital structure system in Siddhartha Bank
Ltd & Laxmi Bank Ltd?

1.5 Objectives of the Study

The following are the specific objectives of the study.

1. To analyze the capita structure of the Siddhartha Bank Ltd & Laxmi Bank Ltd. in the
light of NRB guidelines.

2. To analyze the relationship of the capital structure with various important variables
such as Earning Per Share, Dividend Per Share and Net Worth.



1.6 Significance of the Study

Capital Structure has become the vital & important tool in the field of manageria
decisions. Its study will be very useful to decison maker & further researcher. The
financial institutions are more concerned with the firm’s long-term financial strength. To
judge the long term financial position of firm, capital structure is worth analysing. Capital
structure analysis would help to indicate and to follow the appropriate mix of debt &
owners equity in financing the firm’s assets. A firm having good return & efficient
management is considered to be better & brighter in future. Therefore to these
significances on account, this study on behalf of firm’s capital structure is justified as a

specific subject matter.

1.7 Limitations of the Study
There are limitations, which we can generalize, e.g. inadequate coverage of industries
period taken & reliability of statistical tools used and other variables. This study is simply
partial requirement of MBS program. So, this study will be limited by following data:

1. This study is based on secondary data like annual reports of the banks under study,
journals, unpublished and published thesis works, related published articles, and related
materials from various websites.

2. The study period coversonly 5 fiscal years beginning 2064/65 to 2068/69.

3. The study coversonly 2 commercial banks.

4. The study talks only about capital structure, and not include other aspects of

commercia banks.

1.8 Organization of the Study

The thesis has been classified into five major chapters.
Chapter I: Introduction
This chapter deals with subject matter of the study. It includes introduction, historical
background, problem of the study, significance of the study, objectives the study &
limitations of the study.

Chapter I1: Review of Literature
This chapter deals with review of literature. It consists of review of conceptual thoughts

of the study, review of related journals, books, articles and thesis.



Chapter I11: Research Methodology
This chapter is al about the research methodologies used to conduct the study. It also
mentions and defines the statistical tools used.

Chapter IV: Presentation and Analysis of Data
This chapter deals with the presentation & analysis of data. Financial and statistical
tools have been used for this data calculation.

Chapter V: Summary, Conclusion and Recommendation
This chapter summarizes the study. It is presented in the form of maor findings,

strengths, weaknesses & recommendations.



CHAPTERIII
REVIEW OF LITERATURE

In this section, related literature has been reviewed thoroughly. This chapter includes the
review of underlying literature from textbooks, journals, reports and previous thesis. The
main objectives of this chapter are justifying this research work and to show the need of
the current study on a rational basis. This chapter tries to clarify the conceptual and
theoretical concept regarding the definition of capital structure, theories of capital
structure, determinants of capital structure, review of literature from renowned scholars
works and review of previous thesis. The review of relevant literature has been
categorized in the following headings:

1. Conceptua Review

2. Review of Related Studies

2.1 Conceptual Review

2.1.1 Concept of Capital Structure

Capital structure refers to the mix of long-term sources of funds such as debenture, long-
term debt, preference share capital and equity share capital. If companies do not plan
their capital structure, they may face difficultiesin raising funds to finance their activities.
Thus, the firms cannot achieve their goal. The capital structure decision affects the overall
cost of capital, total value of the firm and earning per share (EPS). The financial manager
should plan optimal capital. The optimal structure refers the best possible combination of
debt, preferred stock and equity that maximizes the value of the firm and EPS, and
minimizes the cost of capital. Thus, the capital structure does not affect the total operating
earning of afirm but it affects the earning per share and value of the firm.

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

‘Capital Structure’ should not be confused with “Capitalization”. Capitalization is a
guantitative aspect of financial planning asit refersto the total amount of securities issued
by Company, while capital structure is concerned with qualitative aspect as it refers to the
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kings of securities and the proportionate amounts that make up capitalization.
"Capitalization = total of all types of long term capital structure = proportions of types of
long term capital, financial structure = Proportions of al types of long term and short
term capital” (Upadhaya, 1985:799).

Capital structure is composition of debt and equity that comprises a firm’s financial

position of its assets. Both debt and equity are used in large organization.

“The choice of the amount of debt and equity is made after a comparison of certain
characteristics of each kinds of security of internal factor related to the firm’s operations

and of external factor that can affect the firm”(Hampton,1986:42).

"The financial or capital structure decision is a significant managerial decision as it
influences the shareholder’s return and risk. Consequently, whenever funds have to
capital structure initially at the time of its promotion and subsequently, whenever funds
have to be raised to finance in investments capital structure decision involved" (Van
Horn, 1997:10).

The term capital structure refers to the proportion of debt equity capital. “A company can
finance its investment by variety of sources, such as debt, preference share capital and

common share capital, including, reserves and surplus” (Pandey, 1988:204).

"Capital Structure refers to the combination of long term sources of funds, such as, long-
term debt, preference stock and common equity including reserves and surpluses (i.e.
retained earnings).

Capital structure of afirm can be shown in equation as:

Capital structure = Long-term debt + Preferred stock + Common equity”

(Gautam and Thapa, 2011: 003)

Capital structure known as ‘financial plays refers to composition of long-term debt,
preference share capital and equity share including reserve and surplus. The objective is
to assess the capital structure of selected Nepalese Commercial banksin terms of debt and

equity as well as determination of bank’s financial position.
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The basic pattern of capital structure can be simple or complex. A simple capital structure
consists of equity share and preference shares. But a complex capital structure consists of
multi  securities as equity shares, preference shares, debenture bonds, warrants,
convertibles etc.

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

liquidity. Capital structure can be dealt with three different levels of complexity.

Figure2.1

Process of Capital Structure

Capital Budgeting Decision
I
Need to raise fund

[
Capital Structure
Decision

Debt-Equity Mix

Existing Capital Structure Financial Leverage Dividend

[ |
Effect on EPS Effect on Risk

Effect on Cost of Capital

Optimal Capital Structure >
Vaue of the Firm

(Source: Pandey, 1999:204)
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The chart in figure 2.1 depicts that demand for funds generates a new capital structure,
since a decision has to be made as to the quality and forms of financing; this decision will
involve an analyzing of the existing capital structure and the factors which will govern the
decision at present. The dividend decision bearing on the capital structure may affect its
debt equity mix. The debt equity mix has implications on the shareholders earning and
risk, which in turn will affect the cost of capital structure. The important categories are:

1. Common Stock

2. Debenture

3. Retained Earning

2.1.2. Theories of Capital Structure:
The capita structure concept has an important place in the theory of financia
management. The term capital structure, is also known as financia structure or financial

plan or leverage.

The optimal capital structure and its implication are more noticeable. Argument between
those who believe that there should be an optimal capital structure for each firm and
among those who believe in the absence of such optimal capital structure began in late

1950’s and there is yet no resolution of the conflict.

To understand about the capital structure decision and concept under different theories, it
is important to have some idea of major capital structure theories. The history presents
several theories on capital structure management in order to analyze the capita structure
of commercial banks.

Thetheories are:

1. Net Income (NI) Approach,

2. Net Operating Income (NOI) Approach,
3. Traditiona Theory,

4. Modigliani and Miller Model

1. Net Income (NI) Approach:
The essence of the NI approach is that the firm can increase its value or lower the overall

cost of capital by increasing the proportion of debt in the capital structure. Under this
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approach, the cost of debt (Kq) and the cost of equity (K¢) are assumed to be independent
of the capital structure. "The weighted average cost of capital declines and the total value
of the firm rises with increased use of leverage" (Pandey, 1999:228).

A change in the capital structure use will lead to the corresponding changes in the overall
cost of capital as well as the total value of firm. Because debt is lessriskier than equity, as
the firm adds cheaper debt to its capital structure, its cost of capital declines. On the other
hand, the overall value of the firm increases. Thus, as the firm increases its leverage by
increasing debt in capital structure, the overall cost of capital declines which ultimately

increases the value of the firm.

The emphasis of an EBIT is to measure how the degree of leverage changes in the
valuation of the firm. "Assuming a constant equity capitalization rate, the increase in
cheaper debt funds lowers the weighted average cost of capital and thereby raises the
value" (Shrestha, 1985:49).
The degree of leverage and the value of the firm are shown as below:
Figure2.2
Kg, Ko and Ke under Net Income (NI) Approach

A

Ke

Cost of Capital Ko

Kd

v

Degree of Leverage
From the above figure, we know that degree of leverage K. and K4 are assumed constant
with leverage. As the portion of debt isincreased in the capital structure being less costly,
it causes weighted average cost of capital to decrease and approach the cost of debt. The
optimal capital structure would occur at the point where the value of the firm is maximum
and overall cost of capital is minimum. Under this approach the firm will have the

maximum value and the lowest cost of capital when it isall most debt finance.
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The essence of the net income approach is that the firm can increase its value or lower the

cost of capital by increasing the portion of debt in the capital structure.

The crucia assumption of this approaches are:-

1. The use of debt does not change the risk perception of investors, as a result the equity
capitalization rate Ke and the debt capitalization rate Kd remain constant with changesin
leverage.

2. The debt capitalization rate is less than the equity capitalization rate (i.e. Ky<Ke)

3. "The corporate income tax does not exist." (Pandey: 1999:678).

4. The first assumption implies that, if K4 and K¢ are constant. The second assumption
indicated that the increased use of debt magnifies the shareholders’ earnings. As, thereis
no corporate tax increased, value of the equity ultimately increases the value of the firm.

Hence, Capital Structure decision impacts on the cost of capital, which further impactsin

shareholders’ value and value of the firm symbolically.

. _NOI
0 v {

K,— K4)D
Ko= K, - ———— ,df

v

Where, Ko = Cost of Capita of the Firm
Ke = Cost of equity

Kq= Cost of debt

D= Debt

V=Vaueof Firm

NOI = Net Operating Income

2. Net Operating Income (NOI) Approach
According to NOI approach the market value of the firm is not affected by the capital
structure changes. The market value of the firm is found out by capitalizing the net
operation income at the overall, or the weighted average cost of capital which is constant.
The market value of firm is determined as follows:

Value of firm = Market value of debt + Market VValue of common share

Or
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NOI
Cost of Capital

Or
EBIT
Cost of Capitai

"Under the net operating income (NOI) approach, the cost of equity is assumed to
increase linearly with leverage. As a result, the weighted average cost of capital remains
constant and the total value of the firm aso remains constant as leverage change.”
(Eugene and Hanson, 1976:236).

This approach is opposite to the net income approach. Changes in leverage will not lead
to any changesin the total value of the firm and market price of share. The overall cost of
capital remains constant too. According to this approach, the net operating income is
capitalized at an overall capitalization rate to calculate the total market value of the firm
and deduct market value of debt from total to obtain market value of equity. Note that the
overall cost of capitalization rate and cost of debt remain constant but the cost of equity
increases linearly with leverage. This approach can be expressed as:
Figure2.3
Net Operating Income (NOI) Approach

A
Ke

Cost of
Capital Ko
Kd
X

Degree of Leverage
It can be expressed as:

(Ko — Kq) B

K, = Ky + s
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Under the net operating income approach, the capital structure can be presumed as
independent of the value of the firm which remains constant. The change in the degree of
leverage employed by a firm cannot change underlying factors. It merely changes the
distributing of income and risk between debt and equity without affecting the total
income and risk, which influence the market value of the firm. Hence, the degree of
leverage cannot influence the market value (or equivalently the average cost of capital) of
the firm. The critical assumptions of net operating income approach are as below:

1. The market capitalized the value of the firm as a whole. Thus, the split between debt
and equity is not important.

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

3. The use of less costly debt funds increases the risk of shareholders. This causes the
equity capitalization rate to increase. Thus, the advantage of debt is offset exactly by the
increase in the equity capitalization rate K¢

4. The debt capitalization rate K is constant.

5. The corporate income taxes do not exist.

As stated above, "under NOI approach, the value of firm is found out by dividing the net
operating income by the overall cost of capital”. (Pandey, 1999:681)

3. Traditional Approach

The traditional approach, popularized by Ezra Soloman, is aso known as an intermediate
opportunity, compromised between the net income approaches. The tradition approach to
evauation and leverage assumes that there is an optimal capital structure and the
company can increase the total value of the firm through the judicious use of leverage.
The traditional presumption is that a company's value is a concave function of its
financial leverage and that an optiona financial leverage exists where the slope of the

function is Zero.

According to traditional position, the manner in which the overall cost of capita reacts to

the change in degree of leverage can be divided into three stages.
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According the .M. Pandey, the traditional view is a compromise between the net income
approach and the net operating income approach. According to this view, the value of the
firm can be increased or judicious mix of debt and equity capital can reduce the cost of
capital. The traditiona view on the relationship between the capital structure and the cost
of capital isthat the firm's cost of capital can be reduced by the judicious mix of debt and
equity capital and that optimum capital structures exist for every firm. This approach is
comparison between the net income approach and the net operating income approach. In
this approach, the cost of capital decreases with the reasonable limit of debt and then
increase within the leverage. Following figure can illustrate this approach graphically.
Figure2.4
Traditional Approach of Capital Structure

Ke

Cost of V Ko

apital o /
\/

Leverage

Kd

The main assumptions of the traditional approach are:
1.The cost of debt capita Ky remains more or less constant up to a certain degree of
leverage but rises after a certain point.
2.The cost of equity capital K remains more or less constant or rises only gradually up to a
certain degree of leverage and rises sharply thereafter.
3.The average cost of capital K,, as a consequence of the above behavior of K and Ky,
(1) decreases up to acertain point.
(2) remains more or less unchanged for moderate increase in leverage thereafter,
and rises beyond a certain point.
"The traditional approach is not as sharply defined as the net income approach. Several
shapes of Ky, Ke and K, are constant with this approach” (Chandra, 1994.613).
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4. The Modiglani Miller Hypothesis:

Till 1950, it was believed that judicious mix of debt and equity capita i.e., financial
leverage of capital increases the value of firm and helps in determination of optimal
structure. But in 1958, Franco Modiglani and Merton H. Miller published a research
paper titled, "The cost of capital, corporation finance and Theory of Investment” and
added another milestone on the theory of Capital Structure”.

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

1.Perfect competition market environment where information relating investment is
freely accessible it involves no transaction cost. In addition to this, investors are free to
sell and buy the securities, can borrow without any restriction at the same rate as
corporation does. All investors are rational and no investor can influence the market.
2.Theindividual investors may have the different views as to the shape of the probability
distribution, but expected rate of return for all is assumed the same.

3.The division of income between cash dividend and retained earnings in any period is
more detail or Dividend payout ratio is 100%.

4.There are no income taxes. Modigliani and Miller remove this assumption later.
5.Homogeneous business risk.

Assumption of M-M hypothesis can be classified into two ways:
1. M.M. Hypothesis with no taxes is identical to Net Operating Income approach, which
has already been explained.
2. M-M Theory with taxes:
M-M hypothesis says that firm is independent of its capital structure. But in reality, the
corporate income taxes exit and interest paid to the debt holder is treated as deductible
expenses. So, debt financing is advantageous. In their 1963 article, “M-M shows that the
value of the firm will increase with debt due to the deductibility of the interest charges
for tax computation, and the value of levered firm will be higher than of the un-levered
firm" (Miller and Modigliani, 1966:128).
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Proposition - |

The value of levered firm is equal to the value of un-levered firm in the same risk class

plus the gain from leverage. The gain from leverage is the value of tax saving, found as

the product of the corporate tax rate (T) times the amount of debt the firm uses (B).
Value of levered firm = Value when unleveled + tax shield

Vi=Vu+TXB
Figure2.5
The cost of capital under M-M Proposition |
Costof Y
Capital
Ke=Ko
0 Leverage D/S X

Here when corporate tax is introduced, the value of levered firm exceeds that of the
unlevered firm by the amount of tax shield. Theoretically a firm’s value is maximized at
100% debt financing. The value of firm is equal to the firm’s value of equity with zero
debt. The value of un-levered firm can be found by using following equation.
V, = S= EBIT(1-T)
KeU
Where,
Vu-valued of un-levered firm
S = Market Value of Stock
T = Corporate tax rate
K., = Cost of equity of un-levered firm

Proposition — |1
Under this proposition, the cost of equity of levered firm is equal to the cost of equity of

an unlevered firm in the same risk class plus a risk premium whose size depends on the
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differential between the cost of equity and debt to and unlevered firm, the amount of

financial leverage uses, and the corporate tax rate.

Hei = 'He.'_-' T f'ﬁreb‘ - Ha')(l'T) _b_._'

Where, Kg_ = Cost of equity of levered firm

Figure 2.6
The cost of capital under M-M Proposition |1
Y
Cost of Capital
| ke —
Kd
0 X

Degree of Leverage

The M-M view under tax consideration implies that because of tax deductibility of
interest charges, afirm can increase its value or lower its cost of capital continuously with
leverage. Thus the optimal capital structure is reached when the firms employ 100% debt
in its capital structure. But the observed expenditure does not entirely support this view.
In practice, firms do not employ large amount of debt, nor are lenders ready to lend
beyond certain limits. M-M suggests that firms would adopt atarget debt ratio so as not to
violate the limit of debt level imposed by lenders.

2.1.3. Risk Measurement in Capital Structure

About the relationship between risk and leverage, Weston and Brigham (1981) have
presented a very clear view and have stated risk as a measure by standard deviation that
has a linear relationship to the debt to equity ratio measured at the book value but an
upward curvilinear relationship to the debt to total assetsratio at book value.

Conversely, when risk is measured by the co-efficient of variation, the relationship to the
book debt to total assetsratio islinear.
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There is theoretical relationship between beta and leverage ratios for comparison with
beta at market values. At market value, the relationship between beta and debt to equity
ratio is linear and between beta and the ratio of debt to total value of the firm is
curvilinear upward. The different shapes of relationship steam from the basic underlying
theory of the computation involved but what is common to all of the six portrays of the
relationship between risk and leverage is that to obtain the higher expected earnings
(whether measured by earning per share of return on shareholders' equity) that goes with
increased leverage, the firm incurs more risk.

To sum up, "there is a positive relationship between return and risk as well as between
risk and degree of leverage employed. Thus, higher the leverage, greater is the return and
consequently the higher will be therisk" (Weston and Brigham, 1981:563-64).

2.1.4. Financial L everage and Return on Equity

With financial leverage the advantage lies in the possibility that funds borrowed as a fix
interest rate can be used for investment opportunities earning a rate of return higher than
the interest paid. The difference of course is profit to the owners business, thus,
additional profit earned is the leverage effects generated by the employment of low cost
fund.

Given the ability to make investment, that gives returns above the going rate of interest; it
will be to the company's advantage to engage in "Trading on Equity”. This means
borrowing as much as prudent debt management will permit and thereby boosting the
return on owners equity by the difference between the rates of return achieved and the

rate of interest paid.

2.1.5. Factor s Affecting Capital Structure:

"Capital Structure decision is not an easy task that a manager can handle individually.
Some major factors that play significant role in forming composite capital structure of a
firm are pointed below" (Weston and Brigham, 1981:63-64):

1. Growth Rate of Future Sales:
The expected future growth rate of sales is the measure of the extent to which the earning

per share of firm is likely to magnify by leverage. However, the common stock of afirm
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whose sales and earning is increasing at favorable rate commands a high price, thus it
sometimes appears that equity financing is desirable. The firm must weight the benefits of
using leverage against the opportunities of broadening its equity base when it chooses
between future financing aternatives.

2. Sales Stability:

With greater stability in sales and earning, a firm can incur the fixed charge of debt with
less risk than when its sales and earning are periodical. Thus sales stability and debt ratio
aredirectly related.

3. Competitive Structure:
Debt servicing capacity is not only dependent on sales volume but aso on the
profitability. Loss (weak) entry barriers and ability of competing firms to expand, both

influence profit margin.

4. Asset Structure:

Assets structure of the firm directly influences the financing. The firm having long lived
fixed assets and having much assumed demand for its outputs uses long-term debt
extensively. The Firms have their assets mostly in receivables and in inventory, as in
wholesale and retail trade, rely less on long term debt.

5. Management Attitude:

Choice of financing is influenced by management attitude about risk and control. Large
firms having wide spread common stockholders prefer issuance of more stocks, because it
does not influence on control of the firm significantly, in contrast, the owners of small
firms may prefer to avoid issuing the manager of small company is comparative on

account of risk taking.

6. Lender Attitude:

The management can’t individually determine its capital structure ignoring lender’s
attitude. Sometimes lender’s attitude can be the most influencing factor. They emphasize
that excessive debt reduces the credit standing of the borrower and the credit rating the

securities previously issued.
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2.2 Review of Major International Studies
A number of international theory developers have studied capital structure. Some of these

studies are reviewed below:

1. The Modigliani- Millers (MM) Study (1958)

The MM approach is perhaps the most widely accepted capital structure theory. Franco
Modigliani and Merton Miller introduced two propositions on relation between a firm's
capital structure, its market value and cost of capital. The first proposition suggests that in
a perfect capital market, without taxes and bankruptcy cost, a firm's total market value
and overal cost of capital remain in-variant to capital structure decision. And if thereis
corporate taxes, the market value of firm can be maximized by maximizing the debt.
Likewise, the second proposition assumes that the cost of equity of levered firm is greater
than that of unlevered firm. Apart from this, in his presidential address to the American
finance association, Merton Miller presented a model to show leverage affects firms

values when both personal and corporate taxes are taken into account.

2. Optimal Leverage and Aggregate I nvestment (1999)

Biasis, Bruno and Casamatta Catherine performed a research on the topic titled Optimal
Leverage and Aggregate Investment and tested different models. The researcher analyzed
the optimal financing or investment project ed when managers must expert unobservable
effort and can switch to less profitable riskier venture. As per their findings, optimal
financial contracts can be implemented by a combination of debt and equity. The risk-
shifting problem is the most severe while stock options are also needed when the effort
problem is the most severe. Further finding of the study was that worsening of the moral
hazard problems lead to decrease in investment and output at the macroeconomic level.
Moreover, aggregate leverage decreases with the risk shifting problems and increases

with the effort problem.

The study has taken the conclusions from some previous studies into consideration and
stated that leverage is high for regulated firms and in low-tech industries. The leverage
can be low in high tech industries. Similarly, leverage decreases with research and

development expenditurei.e. in innovative industries.
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To determine the investment decisions, the study found that there is tension between two
moral hazards problems. To induce the manager to exert effort one has to promise large
payoffs, when the cash flow generated by the firm is large. Unfortunately, this can make
risk taking too attractive for the manager when this tension is too strong it can lead to

credit rationing.

3. The effect of capital structure on profitability (2005)

Joshua Arbor in his study titled The effect of capital structure on profitability, mentioned
that the relationship between capital structure and firm has been the subject of
considerable debate. Throughout the literature, debate has centered on whether there is an
optimal capital structure for an individual firm or whether the proposition of debt usageis
irrelevant to the individual firm’s value. The capital structure of a firm concerns the mix
of debt and equity the firm uses in its operation. Berkely and Myers contend that the
choice of capital structure is fundamentally a marketing problem. According to Weston
and Brigham, the optimal capital structure is the one that maximizes the market value of
the firm’s outstanding shares. Other theories that have been advanced to explain the
capital structure of firms include bankruptcy cost, agency cost and pecking order theory.

These theories are discussed below:

Bankruptcy costs are the cost directly incurred when the perceived profitability that the
firm will default on financing is greater than zero. The bankruptcy profitability increases
with debt level since it increases the fear that the interest and the company might not be
able to generate profits to pay back the interest and the loans. The potential costs of the
bankruptcy may be both direct and indirect. Examples of indirect bankruptcy costs are the
loss in profits incurred by the firm as a result of the unwillingness of stakeholders to do

business with them.

The use of debt in capital structure of the firm also leads to agency costs. Agency costs
arise as a result of the relationships between shareholders and managers and those
between debt holders and share holders. The need to balance gains and cost of debt
financing emerged as a theory known as the static trade off theory by Myers. It values the
company as the value of the present value of bankruptcy and agency costs.
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4. Deter minants of Capital Structure (2005)

Fakher Buferna, Kenbata Bangassa and Lynn Hodgkinson made a study on the topic
Determinants of Capital Structure, and contributed towards a better understanding of
financing behavior in Libyan companies. Hypothesis, based on comparing the
relationships between long and short term debt and four explanatory variables that
represent profitability, growth, tangibility and size, were developed to test which capital
structure theories best explained Libyan companies’ capital structure. The results suggest
that both the static trade-off theory and the agency cost theory are pertinent theories
whereas there was little evidence to support the information asymmetry theory. The lack
of a secondary market may have an impact on agency costs as shareholders, who are
unable to offload their shares, might exert pressure on management to act in their best
interests. It is likely that equity agency costs, arising due to conflict between debt holders
and shareholders, will be more of a for private companies and indeed the relationship

supporting the agency cost theory were stronger for private companies.

2.3 Review of Journal / Article

Shrestha (1985) published an article on ““Analysis of Capital Structure in Selected Public
Enterprises™ pointing at the confusing capital structure of the banks and how ad hocism
has become the basis for capital structure and most of them want to eliminate debt if

possible to relieve financia obligation.

Garvey and Hanka (1999) did an article *““Capital Structure and Corporate Control”. On
their article, the effect of anti take over statutes on firm leverage are stated as follows: It
was found that firms protected by second generation state anti take over locals
substantially reduced their use of debt and that unprotected firms do the reverse. This
result supports recent models in which the threat of hostile takeover motivates managers
to take on debt, they would otherwise avoid. An implication is that legal barriers to
takeovers may increase corporate stock.

Corporate managers have discretion over capital structure choices, as the firm’s founding
shareholders cannot write a comprehensive ex-ante contract specifying al future
financing decisions. Most capital structure models make the simplifying assumption that
managers choose capital structure in the interest of shareholders. Examples of this

approach range from the classic static tradeoff between tax benefits and expected casts of
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financial distress to Leland Toffas (1996) dynamic anaysis that alows for agency
problems between debt holder and shareholders increasingly. However research into
capital structure has explicitly recognized that managers self interest can lead to financial
policies that do not maximize shareholder wealth. An early example is Donaldson’s
(1969) field study of financing choices, which emphasizes goals such organizational

survival and growth.

Booth et a. (2001) has conducted a research work on capital structure in developing
countries. The purpose of the study was to analyse the capital structure choices made by
companies from developing countries having different institutional structure and
economic structures. Data and information were collected from the International Finance
Corporation. And other related data were collected from 10 different countries: India,
Pakistan, Thailand, Maaysia, Turkey, Zimbabwe, Mexico, Brazil, Jordon and Korea.
Different common financial and mathematical tools were used to examine the financia
structure of the 10 firms. They found that the variables that are relevant for explaining
capital structure in the United States and European countries are also relevant in the
developing countries. Although there are financia differences in institutional factors
across these countries, they concluded that the knowledge of institutiona factors is
essential to predict the financial structure and capital structure of a firm than the
knowledge of its nationality. However there are systematic differences in the way these
ratios are affected by country factors such as, GDP growth rates, inflation rates and the
development of capital markets.

Poudyal (2002) in his article, 'Capital Sructure: Its Impact on Value of Firm' examined
the interrel ationship between the objective of achieving an optimal capital structure and to
provide conceptual framework for the determination of the optimal capita structure. For
this, ahypothetical firm is constructed and different assumptions are laid down to analyze
the effect of capital. Various financial and statistical tools like ratio analysis are used to
extract reasonable firm for the hypothetical firm. It is observed the minimum value of
firm and price per share are attended at debt ratio of 30%. Furthermore, if there is
flexibility to select capital structure in any proportion, optimal capital structure range
from 30% to 40%. An optima capital structure would fulfill the interest of equity

shareholders and financing requirement of a company as well as other concerned groups.
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Shrestha (2006) has carried out a study on Interrelationship of Capital Sructure with
various important variables such as Earning Per Share, Dividend Per Share and Net
Worth of the joint venture banks and provide suggestions to overcome various issues and
gaps. The study has used financia tools such as Ratio Analysis, EBIT-EPS analysis, and
overall capitalization rate, and equity capitalization rate. Likewise, total value cal culation
and statistical tools such as, Karl Pearson's correlation and probable error. The study
concluded that al the joint venture banks are using high percentage of total debt in raising
the assets and all the banks are able to pay the interest. The study suggested that the bank
must control total deposit and the bank must control investment, the bank needs to reduce
its expenses and control fluctuations in the earnings per share to improve its market price

per share.

Karki (2008) has carried out a study on Capital Sructure and Profitability, a
Comparative Case Sudy between the Nepal Indosuez Bank Ltd. (now Nepal Investment
Bank Ltd (NIBL)) and the then Nepal Grindlays Bank Ltd. (today's Standard Chartered
Bank Ltd.). The capital structure of both banks was highly levered so it was difficult for
them to pay interest and principal that might have ultimately led them to liquidity or
bankruptcy. There was no significant relationship between debt and equity ratios in terms
of fixed deposits to net worth and overall capitalization rates of the banks. The return on
equity fluctuation was found to be influenced by the dividend payout ratio and interest
margin in NIBL. Both banks varied in the case of total assets, number of bank branches
and volume of transactions. Both the banks were efficient and doing well. The study
suggested that NIBL should expand assets and branches, which may ultimately affect the
bank's performance and increase the profitability more than ever.

Ali (2011) studied Practical Implication of Capital Structure Theories: Empirical
Evidence from Banks of Pakistan, and found that banking sector of Pakistan offers a
number of financial facilities to corporate and individual users. Along with its number of
financial products and services, banking sector of Pakistan is often considered as the
backbone of the economy. He suggests that mainly two directions can be explored within
future research. First is to testify the implication of capital structure theory across
different industries. Secondly, cross-sectional study can be attributed on the financial and

non financial industries in the economic segment of Pakistan.
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2.4 Review of Thesis

Shrestha (2009), did her Masters thesis on Capital Structure of Commercial Banks
(compar ative study between Himalayan Bank Ltd. and NABIL Bank Ltd.).

The major objectives of the study were:

1. To study the existing capital structure of the sample commercial banks.

2. To analyse the relationship between capital structure and to effect to the banks.

3. To study the debt servicing capacity of the sample banks.

The major findings of the study were:

1. The total debt and net worth of NABIL Bank Ltd. was seen to be in an increasing trend
over the period of 2002/03 — 2007/08.

2. In the fiscal year 2002/03, the total value of HBL was higher than that of NABIL Bank
Ltd. But by the end of the fiscal year 2007/08, total value of NABIL Bank Ltd was higher
than that of HBL. During the fiscal year 2002/03-2007/08, both banks showed an
increasing trend but the increasing trend of NABIL Bank is higher than of HBL.

3. In the fiscal year 2007/08, altogether 15 companies including 1 commercia bank, 4
development banks, 8 finance companies, 2 insurance companies, and one other company
issued securities to public. The amount of issue was Rs. 3874.75 million.

4. Market per share of the Himalayan Bank was in increasing trend all through the study
period. The MPS rose from Rs. 836 in 2002/03 to Rs. 1980 in 2007/08.Whereas the MPS
of NABIL Bank was Rs. 740 in 2002/03, but then with dramatic increasing trend, it rose
to Rs.5257 in 2007/08. Thisis at amuch higher rate than that of the HBL.

Pokhrel (2011), did his thesis on A Comparative Analysis of Capital Structure of
Commercial Banks with reference to NIBL, HBL and NABIL.
The main objectives of the study were:
1. to analyze and compare the capital structure of the selected commercia banks.
2. to identify the trend of composition of assets and capital structure.
3. to analyse the return on equity and assets.
4. to evaluate the aggregate liability bearing capacity of the selected banks.
The mgjor findings were :
1. All of the selected banks have enough capacity to meet the debt obligation.
2. NABIL generates higher return on assets and return on equity than the other banks.
3. On per share basis, NABIL has better achievement and distributes higher dividend to
common shareholders. So comparatively NABIL is better.
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4. Long term debt to total debt ratio showed that all the sample banks had fluctuating
trend.

5. The amount of total debt or debt capital and equity capital is moving in the same way
of raising tendency over the study period. Looking individualy, al the banks equity
capital isin the increasing trend.

6. The Long term debt to total debt ratio of NIBL is higher and other banks position is
average that means not be zero and not be higher than NIBL.

7. All the sample banks have likely equal total debt to total asset ratio. In the same
proportion, creditor provide the fund in all banks.

8. On per share basis, comparatively NABIL has better achievement. EPS of NABIL is
more than two times than the other banks. In average, HBL earns Rs. 60.88, NIBL earns
Rs53.83, and NABIL earns Rs 120.19 per share.

Shrestha (2012), did his thesis on Comparative analysis of capital structure of
commercial banks with reference to Himalaya Bank Ltd (HBL), Nepal Investment Bank
Ltd (NIBL) and Bank of Kathmandu Ltd.

Objectives of the study:

1. To analyse the behaviour of the capita structure of the selected commercial banks.

2. To examine the relationship of capital structure with variables such as, Earning Per
Share, Dividend per share and Net worth .

3. To analyse the value of the firm, cost of capital and profitability of the selected banks.
4. To show the trend of composition of assets and capital structure .

5. To provide suggestions on the basis of findings for future growth of the banks under
study.

Major findings of the study:

1. The analysis shows that among the three banks, HBL has the least and NIBL has the
highest long term debt to capital employed ratio. This indicates that NIBL is using more
long term debt financing as its capital.

2. The average ratio of total debt to total assets is amost equal for all the banks. Debt
amount is used up to 92% by all banks in average for asset financing purpose. It means
creditors have greater contribution on assets financing of the banks.

3. Debt equity ratio of HBL shows the creditors have 22% claim on the assets, which is
the lowest among the three banks. It also indicates that the company has lesser amount to
be paid as interest on debt. The creditors claim 32% in NIBL and 37% in BOKL, which is
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the highest among the selected banks. Comparatively BOKL has greater contribution by
debt-holders than that of the equity holders. So BOKL enjoys more tax shield than the
other two.

4. HBL is ableto satisfy the interest claim of the debtholders even if the bank's EBIT falls
to 54.05%. Similarly, NIBL and BOKL can cover interest even after EBIT fals to
55.55% and 49.50% respectively. Although all the banks have ability to pay their annua
interest payments, BOKL has the greatest ability.

5. Under the Net Income approach, the interest rate and the cost of equity are dependant
of the capital structure. With the high use of leverage, overall cost of capital declines and
the total value of firm rise. From the calculations, BOKL has the optimum capital
structure because it has the least cost of capital.

Lama (2012), did his thesis in 2012 on the topic “A Study on Capital Structure
Management of Commercial Banks (with reference to NIBL and NABIL).

The major objectives of the study were:

1. To evauate the role of capital structure on the growth of the selected commercia banks
in Nepal.

2. To analyse the capital structure of the selected commercial banks.

3. To analyse the relationship of the capital structure with various important variable such
as earning per share, dividend per share and net worth.

4. To anayse the market value of the selected commercial banks.

The major findings of this study were:

1. Average cash reserve ratio of NABIL is near the NRB directives of 6.5% and CRR of
NIBL is higher than NRB directives. In comparison, NIBL has higher average CRR than
NABIL which measures the ability to meet short term obligation and reflect the short
term financial strength and solvency of the back than NABIL.

2. The major components of Total fixed deposit of NABIL and NIBL are local currency
and foreign deposit currency. Total shareholder equity is paid up capital and reserve fund.
The level of total deposit and total shareholders equity are in increasing trend over the
study period.

3. Both the banks have more debt equity ratio, i.e. greater claims of creditors than owners,
which shows that the banks have somehow been able to reduce the claim of creditors than
that of the owners. The average ratio of NIBL was higher than the average ratio of
NABIL. The variability of fixed deposit to net worth is higher in NABIL and NIBL.
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4. NABIL has higher ROA than NIBL. This shows the higher ROA earning bank, i.e.
NABIL has higher efficiency in utilizing their assets. Both mentioned banks have lower
CV, i.e. 9.42 % of NIBL and 5.64 % of NABIL, which shows the less fluctuation on
ROA of both banks. But the fluctuation of NIBL is quiet higher than that of NABIL.

5. NABIL has higher ROE than NIBL. This shows the higher ROE earning bank, i.e.
NABIL has higher efficiency in utilizing their shareholders’ fund.

Ayer (2013), did thesis on Capital Sructure Management of Commercial Banks in Nepal
(with reference to EBL, HBL and NIBL).

The specific objectives of this study were:

1. To examine the leverage position of the sample banks

2. To evauate the impact of capital structure on the profitability of the sample
commercia banks.

3. To analyse the relationships between operating income and interest payment.

4. To examine the relationship between debt to equity ratio and cost of equity.

The major findings of the study were as below:

1. Long term debt to total assets ratio measures the financia leverage of the firm. This
ratio shows the relationship between long term debt and total assets. The average LTD to
assets ratio of EBL, HBL and NIBL were 0.936 %, 1.39% and 2.24%. The NIBL has
higher ratio than EBL and HBL which means NIBL isusing more LTD than other sample
banks. Optimum utilization of LTD is fruitful for organization.

2. The long term debt to equity ratio measures the long term components of capital
structure. Long term debt and shareholders’ equity are used in financing assets of the
companies. So it reflects the relative claim of creditors and shareholders against the assets
of the firm. The average LTD to equity ratio of EBL, HBL and NIBL are 14.94, 18.23
and 30.33. All the sample banks have the lower LTD to equity proportion. This is not
profitable for the sample banks. Amongst the sample banks, NIBL has the highest
proportion.

3. The long term debt to total debt ratio measures the percentage of long term debt to total
debt used in the firm. So, it is the percentage of long-term debt among the total debt
employed by the firm. The average ratio of EBL, HBL and NIBL are 1%, 1.50% and
2.422% respectively. All the sample banks have low portion of long term debt in
comparison of the total debt.



32

4. The interest coverage ratio shows that all selected banks are able to pay interest.
Average ratio of interest coverage is only 1.88, 1.818 and 1.82 times of EBL, HBL and
NIBL respectively. In comparison, EBL is operating dlightly efficiently in terms of
interest coverage ratio than HBL and NIBL. Otherwise all the selected banks should make
effort to retire excessive debt to have comfortable coverage ratio.

5. The return of shareholders’ equity ratio of EBL, HBL and NIBL are 27.44%, 21.02%
and 25.18% on an average. The ROE ratio has great impact to show the relative
performance and strength of the bank for future investment. EBL’s earning of 27.442%

shows that the bank has been able to utilize the shareholders’ equity in efficient way.

Resear ch Gap

There have been numerous national and international studies on capital structure to date.
They have tried to examine the different sources of capital structure and to evaluate the
role of capital structure on the growth of commercia banks in Nepal. Commercial Bank
invests its deposit in different profitable sectors according to the directives and circulars
of the NRB and guidelines and policy of their own bank. This study covers the more
recent financial data and analysis is done within the latest guidelines and curriculum of
NRB. The anaysis is based on expressing all items in the statement as a percentage

taking the most recent data.

The world is becoming more dynamic and subject to rapid changes. This research will be
based upon the modern approaches to capital structure analysis; in which comparable
group approach is used and include consideration of economic and strategic factors where
feasible. Even the study will base upon those core indicators especially related with
banking sector as well as it will compare across time and same line of banksi.e. leading
two commercial banks (SBL and LBL). Thus the research will be an interest to a wide

range of its stakeholders and other government regulatory interests.
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CHAPTER -I11
RESEARCH METHODOLOGY

3.1 Introduction

Research Methodology is the way to solve research problem systematically. (Kothari,
1990:39). It is composed of two words “Research & Methodology”. The entire process of
study by which we attempt to solve problems is called research. And methodology is the
techniques used to make calculations and come to logical reasons. The process of
research methodology includes a varied activities: gathering information, recording,

analyzing, & interpreting the findings with the purpose of coming to alogical conclusion.

3.2 Resear ch Design

The main objective of the present study is analyzing capital structure of the two
commercia banks of Nepal. Descriptive research design and analytical study of collected
data of various financial statements over the time period is being used. Therefore,
descriptive as well as analytical research design are adopted here to make the analysis
more effective.

3.3 Population and Sample

This study tries to look at the banks established since 15 years back in Nepal. There are
19 banks established since 1998. Of the 19 banks taken as the population size, two banks
started operation in the same year in 2002.These two banks namely, Siddhartha Bank
Limited and Laxmi Bank Limited have been taken as the sample banks for this study.

3.4 Nature and Sour ces of Data

This study used the secondary data. The data are directly obtained from the selected
commercia banks. Annua reports of these banks that include balance sheet and profit
and loss account are the main sources of data. The data have been collected from the
fiscal year 2007/08 to 2011/12. Data have also been collected from their official websites,
which are  http://www.laxmibank.com/ for Laxmi Bank Limited and
http://www.siddharthabank.com/ for Siddhartha Bank Limited. Beside this, the other

major sources of information are thesis studies made by seniors of T.U. Other essential
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information is supplemented from various publications of Nepal Stock Exchange Ltd. and
Nepa Rastra Bank.

3.5Method of Data Analysis:

Different works are used to analysis for al conduction tools cannot be used effectively.
Tools have been selected according to the nature of data as well as subject matter. The
major tools employed in this study for the analysis of the data are the ratio analysis,
which established the quantities or numerical relationship between two variables of the
financial statement. Beside this statistical tools are also used.

3.5.1 Financial Tools:
Financial tools are used to examine the financial performance i.e. strength and weakness
of the bank. In this study, financial tools like ratio analysis, leverage analysis, EBIT-EPS

analysis and other analysis have been used.

Ratio Analysis:

Ratio analysis is a powerful tool of financial analysis. It shows the relationship between
two accounting figures expressed mathematically. In financial analysis, ratio is used as an
index or yards stick for evaluation of the financia position of a form. Ratio helps to
summarize the large quantities of financial data and to mark qualitative judgment about

firm’s financial performance.

Ratio analysis is defined as the systematic use of ratio to interpret the financia statement
so that the strength and weakness of a firm as well as its historical performance and
current financial condition can be determined. Though there are many ratios, only those
ratio have been covered in this study, which are related to the capital structure
management of the banks, The required financial ratios for this study are enabled in detail

asfollows:

|. Leverage Ratio: Leverage ratio measures the funds supplied by owner as compared
with the financing provided by the firm’s creditors. It also provides some measures of a
risk of debt financing by calculating the coverage of fixed charge. In this study, following

leverage has been cal cul ated:
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1. Debt Equity Ratio: A high debt equity ratio indicates that the claims of creditors are

greater than that of the owners and vice versa.
Total ebi
Shareholders Equity

Debi Egquity Ratio =

2. Total Debt to Total Assets Ratio: It measures the percentage of total fund provided by

creditors. Debt includes current liabilities and al the bonds. This can be calculated as :

Total Debi

Total debtto Total Assets Haiio = ———
T'otal Azzets

The ratio however gives some similar indication as debt-equity ratio.

3. Degree of Financial Leverage: The Degree of financial leverage at a particular EBIT
level is measured by the percentage change in earning per share relative to the percentage
change in EBIT. The following equation can be used to determine the degree of financial
leverage.

Earning Before Interest and ['ax

D Financial Lever =
egree of Frerage Earning Before l'ax

4. Interest Coverage Ratio: It is dso known as time interest earned ratio. This ratio
measures the debt servicing capacity of a firm, so far a fixed interest on long—term loan

can earn. It can be calculated as

Earning before (nierest and 1'ax
Interest

interest Coverage Hatio =

Larger the coverage ratio the greater ability of the firm to handle fixed charge and more
assured the prompt payment of interest to the creditors.

II. Profitability Ratio:
Profitability ratio has given final answer about how effectible firm is being managed. In
this study following profitability ratio are calculated.

1. Return on Total AssetsRatio:

Return on total assets ratio measures the overall profitability of the banks with respect to
each financial resources investment of the bank’s assets. If the bank’s working fund is
well managed and efficiently utilized, than return on such assets will be higher and vice-

versa
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Thisratio is calculated by using following formula:

Heturnun Total ASSeTs = M
{'ofal Assetrs

2. Return on Net Worth:

The ratio of net profit to owners’ equity reflects the extent to which objectives have been
accomplished. This ratio has great perspective to the present as well as future also. The
shareholder’s equity includes common share capital, preference share capital, reserve and
surplus. But selected banks have not issued preference share capital.

It is calculated by dividing return (NPAT) by shareholder equity (Net worth). Here return
means net profit after tax. Net worth includes paid up capitals, genera reserve P&L and

provision of loan losses.
Net Profit after Tax
Shareholders'Equity

Heturnun Shareholders Equity =

3. Earning Per Share (EPS):
Earning per share is the relationship between earning after tax and number of common

equity. EPSis calculated by dividing profit after tax by total number of shares.

£ . Profit after tax
arning per snareg = — A
g¥ I'ntal No.of shares

Higher earning per share enhances the value of the shareholder’s wealth. Higher

profitability of the bank resultsin higher earning per share.

4. Dividend Per Share(DPS):

The net profit after taxes belongs to shareholders. But the income which they really
receive is the amount of earnings distributed as cash dividend. Therefore, alarge number
of present and potential investors may be interested in DPS, rather than EPS. Thisratio is
calculated by using following formula.

Dividend paid 1o equity sharehoders

Uividend per shgre = -
F No.of issued equity shares

[11. Other calculated Financial Tool:
1. Overdl Capitalization Rate
2. Equity Capitalization Rate
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3.5.2 Statistical Tools:

Besides financial tools statistical tools are used to verify the relationship between the
variables and aso used to identify the difference between the variable of one bank to
other. Statistical tools i.e. percentage, mean, standard deviation, coefficient of variation;

correlation coefficient and probable error are used in this study.

1. Arithmetic Mean
Arithmetic mean also called ‘the mean’ or “average arithmetic mean’ is the most popular
and widely used method of central tendency. It is the ratio of sum of all observations. It is

calculated from ungrouped data and frequency.
_ YK
X==—
N

Where,
X =Mean Average

> =Summation, N = No. of years

2. Standard Deviation
Standard deviation is the most popular and most useful measure of dispersion and gives
uniform, correct and stable results. The main characteristics of standard deviation are that
it is based on mean. Furthermore a standard deviation is always a positive number and it
IS superior to the mean deviation. A standard deviation is the positive square root of
average sum of sguares of deviations of observations from the arithmetic mean of the
distribution.
o ls(x — £)?
y N-1

Where,

0 = Standard deviation

X = Average Mean, X = Sample Data, = Summation, N = No. of

years

3. Coefficient of Variation (CV): “The Coefficient of variation is the measure of

dispersion, comparable across distribution which is defined as the rate of standard
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deviation to the mean expressed in the percentage”. Levin and David, (1994; 114). In this
study, CV is calculated in order to know and compare the variability of observed data
between the banks (i.e. SBL and LBL).

cv=CV =§*1oo

4. Correlation Analysis. The correlation anaysis refers to the techniques used in
measuring the closeness of the relationship between the variables. This attempt to
determine the degree of relationship between the variables. Among the various methods,
Karl Pearson’s Method is applied in this study. The result of correlation coefficient lies
between +1 and -1 i.e. Correlation can either be positive or negative. If correlation
between the variables is positive, it depicts the both the variables are moving the same
direction. If the correlation is negative, this explains that the variables are moving in the
opposite direction.

Correlation Coefficient is calculated as below:
nyxy — Xxny
=

> S R G0 Vi = )

where,
vy is Coefficient of Correlation between two variablesx and y.
nis number of study periods
It is used to determine whether or not the relationship exists, whether it is significant and

finally helps to show cause and effect of the variables

5. Coefficient of determination (r?): The coefficient of determination is a measure of the
degree of linear association or correlation between two variables. It helps to indicate the

percentage variations in independent variable due to the variation in dependent variable

6. Probable Error (PE): The probable error of the coefficient helps to interpret its value
with the help of probable error, it is possible t determine the accuracy or ‘r’ value to some
extent, i.e. whether ‘r’ is significant. The probable error or the correlation coefficient is

obtained as follows:
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2
PE = 0674501
JN

Where,
r = Correlation coefficient, N = Number of observations

If the value of ‘r’ is less than PE, there is no evidence of correlation and if the
value of ‘r’ is more than 6 times PE, Coefficient of correlation is practically

certain or the value of ‘r’ is significant.
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CHAPTER -1V
PRESENTATION AND ANALYSISOF DATA

4.1 Financial Analysis

In this chapter, to achieve the objectives which are set in introduction chapter, the
relevant data and information on capital structure management of joint venture banks are
presented and analyzed comparatively. It is notable that all types of financia ratio are not
studied under this chapter. Only those ratios are calculated and analyzed which are very
significant to pasteurize the real capital structure of commercial banks.

Capital structure is concerned with qualitative aspect of financial management. It is the
composition of debt and equity i.e. debenture, preference and ordinary shares. A decision
about the proportion among these types of securities refers to the capital structure of the
banks. In the study period, debentures have been issued but only the equity shares by the
selected Commercial Banks. Financia analysis is done through presentation of data and
calculating various financial ratios, which reflect the relationship among different

variables.

The research methodology is as mentioned in the previous chapter. The following ratios
are applied for the study purpose:

e Leverage Ratio

e Profitability Ratio

e Capital adequacy Ratio

4.1.1 Leverage Ratio
Capital structure or leverage ratio shows the proportion of debt and equity financing in
the firm’s asset mix. Long term debts like debenture are a major source of financing.

Following capital structure has been analyzed.

4.1.1.1 Debt Equity Ratio:
The relationship describing the lenders contribution for each rupee of the owners’
contribution is called Debt Equity ratio. Thisratio is calculated by the formula:



Uebt Equity Ratio =

Total Debi

Shareholders'Equity
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High ratio of total debt enhances its return on total fund. However, a very high debt to

shareholder fund is not always favorable because debts are considered more risky than

equity fund. Therefore, there should be proper balance in the ratio of debt and net worth.
Debt equity ratios of the selected banks are shown in table 4.1.

Table4.1

Debt Equity Ratio

FY SBL LBL
Debt(in million) | EQuity(inmillion) | Ratio Debtin Equity(in milion) | Ratio
Million)
2007/08 | 10191.44 1068.35 9.54 10917.23 | 1156.38 9.44
2008/09 | 16082.56 1278.74 12.58 16401.3 1343.22 12.21
2009/10 | 20424.8 1603.55 12.74 1843296 | 1912.33 9.64
2010/11 | 21803.42 1988.40 10.97 18649.63 | 2113.38 8.82
2011/12 | 26576.28 2182.71 12.18 23181.84 | 2300.26 10.08
Average (x) 11.60 10.04
Standard Deviations (o) 135 130
Coefficient of Variation (CV) 11.64 % 12.95%

(source : Appendix I11 and V)

Debt to equity ratio of both banks at different fiscal year is also shown in graphical form

infigure 4.1.

According to the table 4.1, total debt to shareholders’ equity ratio of LBL went down in

the study period and is now in the increasing trend. The average ratio of LBL is 10.04
which is less than that of SBL. Coefficient of Variation of LBL is 12.95% which is
greater than of SBL.

According to the figure 4.1, total debt to shareholders’ equity ratio of SBL is in
fluctuating trend. The average ratio of SBL is 11.60 which is higher than that of LBL.
Coefficient of Variation of SBL is 11.64% which islesser than that of LBL.
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Figure4.1l
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It can be concluded that the debt-equity ratio of both the banks are fluctuating over the
study period. Both banks have used high percentage of debt in the financial structure.

4.1.1.2 Total Debtsto Total Assets Ratio
Total debt to total assets ratio implies how much debt capital has contributed to the total

company’s assets.

Total Debi

Total debi to T otal Assers Hatio = ————
I'otal Aszers

Total debt to total assetsratio is shown in table 4.2.

According to the table 4.2, total debt to total assets ratio of SBL is in increasing trend.
The average ratio of SBL is0.76 which is less than LBL. Coefficient of Variation of SBL
is17.11% which is greater than LBL.

According to the table 4.2, total debt to total assets ratio of LBL is in increasing trend.
The average ratio of LBL is 0.8 which is less than SBL. Coefficient of Variation of LBL
is 13.75% which isless than SBL.



Table4.2
Total Debtsto Total Assets Ratio

FY SBL LBL

Total Debt Total Assets | Ratio | Total Debt | Total Assets | Ratio

(in Million) (in Million) (in Million) (in Million)
2007/08 | 10394.88 11668.36 0.89 11088.64 | 12695.02 0.87
2008/09 | 16275.41 17881.75 0.91 16593.19 | 18386.41 0.90
2009/10 | 20854.39 22802.43 0.91 18939.92 | 20952.25 0.90
2010/11 | 22372.47 24405.87 0.92 19446.52 | 21559.89 0.90
2011/12 | 27352.55 29628.73 0.92 23700.29 | 25916.91 0.91

Average (X) 0.91 0.90

Standard Deviations (o) 0.0122 0.0158
Coefficient of Variation (CV) 1.34% 1.76%

(source: Appendix 111 and V)

Total Debtsto Total Assets Ratio of SBL & LBL at different fiscal year is also shown in
graphical from figure 4.2.
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4.1.1.3 Interest Coverage Ratio
The ratio measures the debt serving capacity of a firm. It is computed by dividing Net
profit before interest and tax by interest.

Earning before Interest and 'ax

Interesi Coverage Hatio= :
Interest
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This ratio is aso known as times — interest — earned ratio. A high ratio is sign of low
burden of borrowing of the business and lower utilization of borrowing capacity. From
point of view of the creditors, the larger the coverage, the greater the ability of the firm to
make the payment of interest to creditors. This ratio helps find out organization’s ability
to meet its interest obligation and test firm’s debt servicing capacity. It is one of the
conventional coverage ratios, which measures relationship between what is normally
available from operation of the firm the claims. Interest coverage ratio is shown in table
4.3.

Table4.3
Interest Coverage Ratio (in times)
FY SBL LBL
EBIT Interest Ratio | EBIT Interest Ratio
(in million) (in million) (in million) (in million)
2007/08 | 625.17 408.19 1.53 598.35 421.87 1.42
2008/09 | 1,118.62 813.62 1.37 978.30 712.35 1.37

2009/10 | 1,755.17 1,406.49 1.25 |1,602.71 1,135.61 141

2010/11 | 2,372.91 1,925.24 1.23 | 2,040.44 1,501.51 1.36

2011/12 | 2,519.76 2,048.91 123 |2151.01 1,636.42 131

Average (X) 1.38
1.32
Standard Deviations (o)
0.13 0.04
Coefficient of Variation (CV)
9.90 3.07

(source: Appendix IV and V)

Interest coverage ratio of both banks at different fiscal year is aso shown in graphical
frominfigure4.3.

Figure 4.3 displays that the Interest coverage ratio of SBL is in fluctuating trend.
Coefficient of Variation of SBL is 9.90% which is greater than LBL. The average ratio of
SBL is 1.32 times which is smaller than LBL. Therefore, LBL has higher ability to make

the payment of interest to creditors.
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Figure4.3
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4.1.1.4 Degree of Financial L everage
Financial leverage refers to the use of interest bearing debts is preferred stock along with
debt capital. The degree of financial leverage indicates the degree of financia risk i.e.
higher the value of DFL, higher the degree of financial risk and vice —versa. Thisratio is
calculated by using following formula.

Earning Before Interesi and Tax
Earning Before T'ax

Degree of Financial Leverage =

The degree of financial leverage of two banksis shown in table 4.4.

The DFL of SBL isin increasing trend. Average DFL of SBL is 4.45 and coefficient of
variation is 25.02%.The DFL of LBL isin increasing trend. Average DFL of LBL 3.69
and coefficient of variation is 11.59%. It can be concluded that both banks are in financial
risk position. SBL has higher risk than LBL.
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Table4.4
Degree of Financial L everage

FY SBL LBL

EBIT in | EBT in | Ratio EBITn EBT inmilion) | Ratio

Million) Million) Million)
2007/08

625.17 625.17 2.88 598.35 176.48 3.39
2008/09

1,118.62 1,118.62 3.67 978.30 265.96 3.68
2009/10

1,755.17 1,755.17 5.03 1,602.71 467.10 343
2010/11

2,372.91 2,372.91 5.30 2,040.44 538.93 3.79
2011/12

2,519.76 2,519.76 5.35 2,151.01 514.59 4.18

Average (X)

4.45 3.69
Standard Deviations (o)
1.11 0.32
Coefficient of Variation
(CV) 25.02 11.59

(source: Appendix IV and V)

Degree of financial leverage of different banks at different fiscal year is aso shown in

graphical frominfigure4.4.
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profit. It is calculated to measure the operating efficiency of banks. The main objectives

of commercial banks operating in Nepal are the maximization of profit.
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Profit is the difference between revenue and expenses over a period of atime. A company
should earn profit to survive and grow over a long period of time. Commercial banks’
main objective is to earn profit by providing different types of banking services to its
customers. To meet various objectives like to have a good liquidity position, meet fixed
interest obligation, overcome the future contingencies, hidden investment opportunities,
expand banking transaction in different places etc. Following ratios are calculated,

evaluated and analyzed for the study purpose.

4.1.2.1 Return on Total Assets (ROA)

Return on total assets ratio measures the overall profitability of the banks with respect to
each financial resources investment of the bank’s assets. If the bank’s working fund is
well managed and efficiently utilized, then return on such assets will be higher and vice-

versa. Thisratio is calculated by using following formula.

Neil Profit

Herturnon Tolal ASSets = ——
Total ASsets

Return on total assetsis calculated by dividing net profit by total assets which isshownin
table 4.5.

Table4.5
Return on Total Assets

FY SBL LBL

Net Profit | Total Ratio Net Profit | Totd Ratio

Assets Assets

(in Million) (in Million) (in Million) (in Million)
2007/08 11668.4 12695

143.17 0.012 120.03 0.009
2008/09 17881.8 18386.4

217.92 0.012 189 0.010
2009/10 22802.4 20952.3

240.85 0.011 327.04 0.016
2010/11 24405.9 21559.9

311.42 0.013 376.91 0.017
2011/12 29579.2 26028.5

330.7 0.011 356.3 0.014

Average (X)

0.012 0.013
Standard Deviations (o)
0.001 0.003

Coefficient of Variation (CV) 7.59% 25.73%

(source: Appendix 111, 1V, V and VI)
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Return on total asset of both banks at different fiscal year is also shown in graphical form

in figure 4.5.
Figure4.5
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4.1.2.2 Return on Shareholder’s Equity (ROE)

The ratio of net profit to owners’ equity reflects the extent to which objectives have been
accomplished. This ratio has great perspective to the present as well as future also. The
shareholder’s equity includes common share capital, preference share capital, reserve and

surplus. But selected banks have not issued preference share capital.

Net Profit after T'ax
Shareholders'Equity

Heturn vn Shareholders'Equity =

It is calculated by dividing return (NPAT) by shareholder equity (Net worth). Here return
means net profit after tax. Net worth includes paid up capitals, general reserve P&L and
provision of loan losses.

Thus, for the banks, both ratio of return on net worth and return on common shareholder’

equity are the same which is shown in table 4.6.

Figure 4.6 shows that ROE of SBL is amost constant in last three fiscal year. ROE of
LBL hasincreased in first four year and it has decreased in FY 2011/12. Average ROE of
both banks are almost same but the ROE of LBL has fluctuated in greater range than that
of SBL.
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Table 4.6
Return on Shareholders’ Equity

FY SBL LBL
Net Profit Total Assets | Ratio | Net Profit Total Assets | Rétio
(in Million) (in Million) (in Million) (in Million)
2007/08 1068.35 1156.4
143.17 0.134 | 120.03 0.104
2008/09 1278.74 1343.2
217.92 0.170 | 189 0.141
2009/10 1603.55 1912.3
240.85 0.150 | 327.04 0.171
2010/11 1988.4 21134
311.42 0.157 | 376.91 0.178
2011/12 2182.6 2300.3
330.7 0.152 | 356.3 0.155
Average (X)
0.153 0.150
Standard Deviations (o)
0.013 0.030
Coefficient of Variation (CV)
8.59 19.72

(source: Appendix V and VI)
Return on shareholders' equity of both banks at different fiscal year is aso shown in
graphical formin figure 4.6.
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On the basis of average, SBL and LBL is amost same in five years period. Both banks
have been efficiently utilizing its shareholder fund in generating profit. High ratio
indicates better utilization of its fund.




4.1.2.3 Earning Per Share (EPS)
Earning per share is the relationship between earning after tax and number of common
equity. EPS of selected banks are shown in table 4.9. EPS is calculated by dividing profit
after tax by total number of shares.

Earning per share =

Profit after tax

T'otal No.of shares

Table4.7

Earnings Per Share (EPS)
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FY SBL LBL
Net Profit | No of shares Ratio Net Profit | No of | Ratio
shares
(in Million) (in Million) (in Million) (in Million)
2007/08 6.00 9.28
143.17 23.862 120.03 12.93
2008/09 8.28 10.98
217.92 26.319 189 17.21
2009/10 14.25 16.14
240.85 16.902 327.04 20.26
2010/11 15.71 16.14
311.42 19.823 376.91 23.35
2011/12 16.19 16.94
330.7 20.426 356.3 21.03
Average (X)
21.466 18.959
Standard Deviations (o)
3.671 4.020
Coefficient of Variation (CV)
17.10 21.20

(source: Annex 'V, VI, VII and VIII)

Higher earning per share enhances the

value of the shareholder’s wealth. Higher

profitability of the bank results in higher earning per share. EPS of SBL and LBL is

presented in figure 4.7.

EPS of SBL is in fluctuating trend during the study period. EPS of SBL has greatly
decreased in FY 2009/10 due to the increase in number of shares. EPS of SBL has 21.46
average ratios greater than LBL which indicates that it has highest earning capacity and it

has 17.10% coefficient of variation which is lower than LBL.
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On the other hand, EPS of LBL isinincreasing trend during the study period. It has 18.95
average ratios which is less than SBL and it has 21.20% coefficient of variation which is

greater than SBL.

Figure4.7
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From the above analysis, conclusion can be drawn that SBL is able to maintain higher
EPS on an average till date, LBL has lower ratio which is least efficient in terms of EPS.
However, trend shows that LBL will have decent EPS in future than that of SBL.

4.1.2.4 Dividend Per Share (DPS)
The net profit after tax belongs to shareholders. But the income which they really receive
is the amount of earnings distributed as cash dividend. Therefore, a large number of

present and potential investors may be interested in DPS, rather than EPS.

Dividend paid 10 equity sharenoders
No.of issued equity shares

Dividend per share =

From table 4.8, we can observe that SBL is distributing the dividend in amost same rate
in past fiscal years. Its average DPS is Rs 14.63 per share and coefficient of variation is
also less than that of LBL's DPS. Although average DPS of both banks are similar but as
SBL's DPS is more stable, investor prefers SBL rather than LBL.
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Table4.8
Dividend per Share

FY SBL LBL

DPS DPS
2007/08 15.79 21.05
2008/09 15.79 5.26
2009/10 10.03 13.00
2010/11 15.79 15.79
2011/12 15.79 16.28
Average (X) 14.638 14.276
Standard Deviations (o) 2576 5.812
Coefficient of Variation (CV) 17.60 40.71

(Source: Appendix VII and VIII)
Figure4.8
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4.1.3 Analysisof Capital Structure

4.1.3.1 Net Income Approach (Overall Capitalization Rate)

The net income approach is focused on overall capitalization rate and measures the
degree of leverage of the firm. This approach shows that the increase in trend in debt may
not increase risk. The higher use of cheaper debt lowers the cost and consequently
increases value. Proper mix of debt and equity maximize the value of the firm. Overall

capitalization rate is calculated by using following formula.



Cverall Capitalization Hate =

Net Operating Income

Value of Firm
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Consider this implication the overall capitalization rate can be calculated and shown in

table 4.9.
TableNo. 4.9
Calculation of Overall Capitalization Rate (K o)
FY SBL LBL
Net Profit Firm Value | Ratio Net Profit Firm Value | Ratio
(in Million) (in Million) (in Million) (in Million)
2007/08 625.17 11668.4 5.358% 598.35 12695 4.713%
2008/09 1,118.62 17881.8 6.256% 978.3 18386.4 5.321%
2009/10 1,755.17 22802.4 7.697% 1,602.71 20952.3 7.649%
2010/11 2,372.91 24405.9 9.723% 2,040.44 21559.9 9.464%
201112 2,519.76 29579.2 8.519% 2,151.01 26028.5 8.264%
Average (x) 7.510% 7.082%
Standard Deviations (o)
0.017 0.020
Coefficient of Variation (CV)
23.21 28.33

(source: Appendix 111 and V)

Overdl capitalization rate of both banks at different fiscal year is also shown in graphical
forminfigure 4.9.
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The average overall capitalization rate of SBL is 7.5% which higher than LBL. This rate
is at first increasing four year and last year decreasing trend. SBL has 23.21% coefficient

of variations which is lower than LBL.

The average overal capitalization rate of LBL is 7.08% which lower than SBL. This rate
isat first increasing 4 years and last year decreasing trend. LBL has 28.33% coefficient of
variations which is more than SBL.

In conclusion, LBL has lower and SBL has higher overall capitalization rate.

4.1.3.2 Net Operating Income Approach (Equity capitalization Rate)

The net operating income approach focuses on the equity capitalization rate and appears
asirrelevant theory of capital structure. However, the equity capitalization rate is obtained
simply by dividing the earning before tax by market value of equity.

Inccome before tax
Mariket value of the equit)

Equity Capitalization Hate =

Thus, under net operation income approach, the equity capitalization rate of bank is
presented in table 4.10.

Table4.10
Net Operating Income Approach (Equity capitalization Rate K)

FY SBL LBL

Net Profit | Equity Ratio Net Profit | Equity Ratio

(in Million) (in Million) (in Million) (in Million)
2007/08 625.17 1068.35 0.59 | 598.35 1156.4 0.52
2008/09 1,118.62 1278.74 0.87 | 978.3 1343.2 0.73
2009/10 1,755.17 1603.55 1.09 | 1,602.71 1912.3 0.84
2010/11 2,372.91 1988.4 1.19 | 2,040.44 21134 0.97
2011/12 2,519.76 2182.6 1.15 | 2,151.01 2300.3 0.94

Average (X) 0.98 0.80

Standard Deviations (o)

0.253 0.182

Coefficient of Variation (CV) 25.80 22.80

(Source: Appendix 111 and IV)

Equity Capitalization Rate of both banks at different fiscal year is aso shown in graphical
formin figure 4.10.

Equity capitalization rate is in increasing trend for SBL and has average rate of 0.98
which is greater than LBL. Coefficient of variation of SBL is 25.8% which is also higher
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than LBL. Equity capitalization rate of LBL is in increasing trend with the average rate
0.8 which islessthan SBL. Coefficient of variation of LBL is 22.8% which is higher than
SBL.
In conclusion, SBL has higher and LBL has lower equity capitalization rate.
Figure4.10
Equity capitalization Rate (K¢)
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4.2 Statistical Analysis

Statistical analysis are presented in this section to find out either there is a relationship
between certain selected variables or Karl Pearson’s coefficient of correlation have been
used to find out the direction and correlation of the variables. Then the significance of
correlation coefficient between the variables has been tested with the help of probable
error.

Under this heading some statistical tools are analyzed which are related to the capital
structure correlation, coefficient and trend value of different variables are applied to
achieve the objectives of the study.

4.2.1 Co-efficient of correlation Analysis

Karl Pearson’s Coefficient of correlation is widely used in practice to measure the degree
of relationship of two variables. Here we use this correlation to find out the relationship
between Coefficient of Correlation Anaysis between Outside Assets and Net Profit,
Coefficient of Correlation Analysis between Total Deposit and Total Investment, and
Coefficient of Correlation Analysis between Long Term Debt and EPS.
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nyxy— Yxyy

B YynZxt— (Ex)? (nXy?— (Ty)?
where,
vy is Coefficient of Correlation between two variablesx and y.

Tey

nis number of study periods
And,

E = 0.6745 x —
O 7

where, PE is Probable Error

In correlation analysis, the value of coefficient of correlation ‘r’ between 0 and 1

indicates the goodness of fit. The higher value of ‘r’ denotes better fit. The value of ryy=+1,
vy= -1 and I'xy=0, Which indicate perfect positive, perfect negative and no relationship
between the variables respectively.

4.2.1.1 Coefficient of Correlation Analysis between Outside Assets and Net Profit
Outside assets include loan and advance and al types of investment of a bank. In this
analysis, total outside assets and net profit are assumed as independent variable (x) and
dependent variable (y) respectively. The main purpose of computing co-efficient of
correlation is to justify whether the net profit is significantly correlation with respect to
total outside assets or not. For this purpose, various calculations are made. Following
table shows the co-efficient of correlation between the variables, Probable Error (PE) and
Co-efficient of determination (r?) of SBL and LBL during the study period.

Table4.11
Coefficient of Correlation Analysis between Outside Assets and Net Profit
Bank Evauation Criterion Significant
r r° PE 6PE Insignificant
SBL 0.98 0.96 0.012 0.07 Significant
LBL 0.90 0.81 0.057 0.344 Significant

(Source: Appendix | and I1)

On the basis of table 4.11, we can find that the co-efficient of correlation between outside
assets (independent variable) and Net Profit (dependent variable) value of r is 0.98 in case
of SBL. This shows the positive relationship between these two variables. However by

application of co-efficient of determination (r?), the value of r® is 0.96 only which
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represents that 96 percent of the variable in the dependent variable (total outside assets).
Moreover by considering the probable error, since the value of r i.e 0.98 is greater than
six time of the PE i.e. 0.07, we can further conclude that the value of r is significant in the
case of SBL. Thereis significant relationship between total outside asset and net profit for
the bank SBL. Thus we can say that SBL have significant correlation between proper

utilization of funds and return i.e. net profit from mobilized funds.

On the other hands when we observe co-efficient of correlation between outside assets
(independent variable) and Net Profit (depended variable) in case of LBL, it is found that
the value of r is 0.90 which denotes the positive relationship between these two variables.
If we again consider the value of co-efficient of determination (r?), it is found to be 0.81
only which represents that 81 percent of the variable in the dependent variable (total
outside assets). Moreover on the basis of 6PE and “r*’ we can say there is significant
relationship between the outside assets and net profit because the value of r is 0.90 which
is greater than six times of the PE i.e. 0.344.

4.2.1.2 Coefficient of Correlation Analysis between Total Deposit and Total
I nvestment
Coefficient of Correlation Analysis between Tota Deposit and Total Investment is to
measure the degree of relationship between two variables. In correlation analysis of total
deposit and total investment, total deposit is independent variable (x) and total investment
is dependent variable (y). The main purpose of computing correlation co-efficient is to
justify whether there is any relationship between these two variables or not. To find out
the correlation, various calculations are made. The following table shows the co-efficient

of correlation between total deposit and total investment of the two banks during the

study period.
Table4.12
Coefficient of Correlation Analysis between Total Deposit and Total I nvestment
Bank Evaluation Criterion Significant  or,
r r° PE 6PE Insignificant
SBL 0.99 0.98 0.006 0.036 Significant
LBL 0.98 0.96 0.012 0.072 Significant

(Source: Appendix | and I1)
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From the table 4.12, it is obvious that the co-efficient of correlation between deposit
(independent variable) and total investment (dependent variable) value or r is 0.99 and
0.98 in the case of SBL and LBL respectively. However by application of coefficient of
determination the value of r? is 0.98 and 0.96 only which indicates that 98 percent and 96
percent of the variation in the dependent variable (total Investment) has been explained
by the independent variable (total deposit) with respect to SBL and LBL. Moreover, by
considering the probable error, since the value of r is greater than six times of PE for both
the banks, we can say that the value of “r” is significant i.e. there is significant
relationship between total deposit and total investment in the case of SBL and LBL.

4.2.1.3 Coefficient of Correlation Analysis between Long Term Debt and Earning
Per Share

Long term debt (LTD) is the source of long term financing or long term funds. Company
should pay interest for this debt capital. Whereas earning per share (EPS) is earning of a
share of a firm's one year business. EPS has a positive relationship with companies
earning. In this section the relationship between these two variables has been shown using
Karl Pearson’s correlation coefficient method. It tries to analyze that the increment in
LTD leads to increment in the EPS or not. The calculated correlation coefficient and their

respective probable errors have been shown in the following table.

Table4.13
Coefficient of Correlation Analysis between LTD and EPS
Bank Evaluation Criterion Significant  or,
r r° PE 6PE Insignificant
SBL 0 0 0.302 1.809 Insignificant
LBL 0.86 0.74 0.078 0.471 Significant

(Source: Appendix | and I1)
On the basis of table 4.13, correlation coefficient between LTD and EPS of SBL is 0 and
6 times PE greater than correlation coefficient (r), so there is no significant relationship
between the two variables.
In the case of LBL correlation coefficient between LTD and EPS is 0.86. The 6PE of
respected correlation is 0.471, which is less than r. So, there is significant relationship

between these two variables.
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4.3 Major Findings of the Study
The major findings of this study as evaluated and found in analysis are summarized as
follows:
1. It can be concluded that the debt-equity ratio of both the banks are fluctuating over the
study period. Both banks have used high percentage of debt in the financia
structure.(Table 4.1)
2. Total debt to total assetsratio of both SBL and LBL isin increasing trend.(Table 4.2)
3. Interest coverage ratio of SBL isin fluctuating trend. Coefficient of Variation of SBL
is 9.90% which is greater than LBL. The average ratio of SBL is 1.32 times which is
smaller than LBL. Therefore, LBL has higher ability to make the payment of interest to
creditors.(Table 4.3)
4. The DFL of SBL isin increasing trend. Average DFL of SBL is 4.45 and coefficient
of variation is 25.02%.The DFL of LBL isin fluctuating trend. Average DFL of LBL is
3.69 and coefficient of variation is 11.59%.It can be concluded that both banks are in
financial risk position. SBL has higher risk than LBL.(Table 4.4)
5. Return on total assets of SBL is highly fluctuating compared to that of LBL. It has
average ratio of 0.012 which is lesser than LBL. SBL's coefficient of variation is 7.59%
which is lower than LBL's 25.73%. From the above analysis, SBL’s return is in some
satisfactory level than LBL. SBL's capacity to gain profit seems attractive due to proper
mobilization of available resources. LBL is unable to generate more because of the lack
of proper utilization of its available resources.(Table 4.5)
6. ROE of both banks are almost the same. Both banks have been efficiently utilizing its
shareholder fund in generating profit. High ratio indicates better utilization of its fund.
However ROE of SBL is more stable in nature.(Table 4.6)
7. SBL is able to maintain higher EPS on an average till date. LBL has lower average
ratio which is least efficient in terms of EPS. However, EPS of LBL is in increasing
trend during the study period. LBL's coefficient of variation is 21.20 % which is greater
than that of SBL. This trend shows that LBL will have decent EPS in future than that of
SBL.(Table 4.7)
8. SBL's DPSis observed to be more stable than that of LBL.(Table 4.8)
9. Equity capitalization rate of both banks are in increasing trend. Under the net
operating income approach, the average equity rate of SBL is 0.98, which is higher than
that of LBL which is 0.80. This indicates that the LBL's earning power is weaker than
SBL.(Table 4.10)
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10. The co-efficient of correlation between Outside Assets (independent variable) and
Net Profit (dependent variable) is, 0.90 for LBL and 0.98 for SBL. Here, coefficient of
correlation is greater than 6 PE for both the banks. Hence, both banks are able to earn
more profit by utilizing its outside assets in productive projects. (Table 4.11)

11. Considering the probable error, the value of r is 0.99 and 0.98 for SBL and LBL
respectively, which are greater than six times of PE i.e., 0.99 > 0.036, and 0.98 > 0.072.
Therefore we can say that the value of “r” is significant, i.e. there is significant
relationship between total deposit and total investment in the case of both the banks.
This means, SBL and LBL are able to mobilize their deposit on proper investment.
(Table 4.12)

12. For SBL, correlation coefficient between long term debt and earning per share is O
and is lesser than 6 times PE, so there is no significant relationship between the two
variables. Whereas in the case of LBL, correlation coefficient is 0.86, and greater than 6
times PE. So, there is significant relationship between the two variables.(Table 4.13)
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CHAPTER -V
SUMMARY, CONCLUSION AND RECOMMENDATIONS

This research is concerned with the study of capital structure management of Siddhartha
Bank Limited and Laxmi Bank Limited.

This concluding chapter deals with the findings in a logica manner to the problem of
research within the framework stated in introduction chapter. The relevance of related
ratios to the capital structure and their contribution to analysis are described in this
chapter. Similarly, this chapter is aso related with the findings and conclusion desired
form the study of the two commercia banks SBL and LBL. This chapter is composition
of three sections: firstly, the summary of the study, secondly, conclusion of the study and
lastly, some practical recommendations are suggested to help to solve the problems

observed o the basis of the findings.

5.1 Summary

Capital Structure isthe composition of debt and equity that comprise a firm’s financing of
its assets. Capital structure plays vital role to increase the profitability, to ensure the
minimum cost of capita and the maximum return to equity holder. The financial
soundness and strengths of a bank depend to a large extent on the composition of capital
and assets. A company can finance its investment by a variety of sources such as debt,

share capital, including reserves and surpluses.

The Nepalese financial sector is composed of banking sector and non-banking sector. As
shown by the study of NRB, the commercial bank is simply a business corporation
organized for the purpose of maximizing the value of shareholder’s wealth invested in the
bank at an accepted level of risk. Financing the firm's assets is very crucial problem in

every business and as a genera rule there should be a proper mix of debt and equity
capital.

Various financial and statistical tools have been used to achieve the objectives of the
study. For this purpose, statistical tools such as Karl Pearson’s coefficient of correlation
have been cal culated to show the relationship between various variables.
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This study is based on secondary data. Of the total 32 commercia banksin Nepal, for the
purpose of the study only two banks have been selected. The necessary data on capital
structure, average cost of capital, cost of equity, and other related variables were collected
for the period, 2007/08- 2011/12, from the published annual reports of the bank and
Securities Board of Nepal.

5.2 Conclusion

It is afact, the globalization of Joint Venture Bank is reality. The growth and increasing
integration of the world economic has been paralleled by expansion of global banking
activities. Nepa is a member of WTO. So, many International Commercial & Joint
Venture banks are coming here since 2010 A.D. So, loca commercia banks will face
more difficulties and competition. Nepal, a developing country cannot deny the fact that
commercia banks have running potentiality, which is responded by extending loans and
developing new, highly innovative financia techniques that lay the foundation for totally
new approaches to the provision of banking services. This study is mainly concluded on
the basis of secondary data, processed and analyzed. On the basis of the entire study,
some conclusions are as below.

1. Both banks have used high percentage of total debt in raising the assets. The higher
ratio constitutes that the outsider’s claim in total assets of the banks is higher than owners
clam.

2. SBL has higher average debt-equity ratio than LBL. LBL has higher CV percentage,
which indicates that its risk is more than SBL. It can be concluded that both banks' ratio
isincreasing over the study period. Both banks have used high percentage of debt in the
financial structure.

3. Total debt to total assets ratio of SBL & LBL are in an increasing trend during the
study period. The average ratio of LBL is greater than SBL. The average ratio is 0.91 and
0.9. Coefficient of Variation of SBL is1.34% and LBL is 1.76%.

4. Interest coverage ratio of SBL & LBL isin a fluctuating trend. The average ratio of
SBL is 1.32 times which is lower than LBL of 1.38 times. Coefficient of Variation of
SBL is9.9% which greater than LBL of 3.07%. In conclusion, LBL has been successful
to obtain higher interest coverage ratio. Both the banks are able to maintain paying
interest on their debt capital financing.

5. The degree of financial leverage of both the banks is in increasing trend. It can be

concluded that both banks are in financial risk position. However, SBL has higher risk
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than LBL. Higher degree of financial leverage means large amount of interest has to be
paid to the creditors.

6. Average ratio of Return on total assets of LBL is higher than SBL. LBL's capacity to
gain profit seems attractive due to the proper mobilization of available resources. SBL is
unable to generate more because of the lack of proper utilization of its available
resources.

7. The return on shareholder’s equity ratio of SBL and LBL in average is 0.153 and 0.15
respectively. The productivity of shareholders fund is fluctuating trend during the study
period. Both ROE isamost same.

8. EPS of SBL & LBL isin fluctuating trend during the study period. EPS of SBL has Rs
21.46 averages greater than LBL average EPS 18.95. From the above analysis, conclusion
can be drawn that SBL is able to maintain higher EPS during the study period, LBL has
lower ratio which isleast efficient in terms of EPS.

9. Although average DPS of both banks are similar but as SBL's DPS is more stable,
investor prefers SBL rather than LBL.

10. In the case of outsides assets and Net Profit the co-efficient of correlation is Positive
and higher than 6PE which is significant relationship of both bank.

11. Similarly, in the case of Total Deposit and total Investment the co-efficient of
correlation is Positive and higher than 6PE which is significant relationship of both bank.
12. The Correlation coefficient between LTD and EPS of SBL is positive and higher than
6PE which is significant relationship. The Correlation coefficient between LTD and EPS
of SBL is positive and lower than 6PE which isn't significant relationship.

5.3 Recommendations

This title focuses on some selected actionable recommendations based on the findings of
the analysis. After highlights on capital structure management of the commercia banks
on the basis of financial and dtatistical analysis, following suggestions and
recommendations can be advanced to overcome inefficiency and weakness to improve
present capital structure of the banking business. The following suggestions are proposed:
1. As there is no rule regarding proportion of debt to equity, it is suggested to issue of
right share improvement in the capital structure. From this point of view, it is suggested
to reduce level debt gradually by increasing the level of equity in future years to
compensate the capital of debt of both banks. (Finding 1)
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2. NRB announced that all commercial banks increase their paid up capital to Rs. 2
billion. Hence both the banks should raise their capital as soon as possible.

3. Both bank’s net profit and earning per share are not in satisfactory level. They are
fluctuating nature due to the decreased interest rate of loan and investment. So, in this
scenario, the bank should explore the new ways of marketing and invest in the most
profitable big projects. (Finding 7)

4. Nepalese shareholders are very much concerned about the payment of cash dividend by
the commercial banks rather than their financial statement. As such banks are suggested
to pay cash dividend regularly. A higher payout attracts both the existing and potential
investors lending to increase in market price of the share. (Finding 8)

5. Both banks should keep up with their current trend of return on equity (ROE). As with
the current trend of high ratio of ROE, both the banks are efficiently utilizing their
shareholder fund in generating profit.(Finding 6)

6. Both the banks have low dividend per share. To attract the interest of the investors,
both the banks should increase dividend per share and maintain stability. (Finding 8)

7. Both the banks are using excessive debt. The banks are aiming for profit maximization.
It is suggested the banks should rather move towards wealth maximization. (Table 4.1)
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APPENDICES
APPENDIX |

Calculation of Correlation Coefficients of Siddharth Bank Ltd.

Calculation of Correlation Coefficient betw

een Outside Assets and Net Profit
2

Y ear Total Outside | Net Profit (y) | x* y Xy

Assets (x)
2007-08

10,485 625 109,935,225 390,838 6,554,907
2008-09 1,251,311

15,504 1,119 240,374,016 17,343,084
2009-2010 3,080,622

19,105 1,755 365,001,025 33,532,523
2010-11 5,630,702

20,921 2,373 437,688,241 49,643,650
2011-12 6,349,190

23,610 2,520 557,432,100 59,491,534
Sum

89,625 8,392 1,710,430,607 | 16,702,662 166,565,698

(source : Annua Reports of sample banks)
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Calculation of Correlation Coefficient between Total Deposit and Total Investment

Y ear Total Total X v Xy

Deposit (x) Investment

(v)

2007-08

10,191 10,485 103,856,481 | 109,935,225 | 106,852,635
2008-09

15,854 15,504 251,349,316 | 240,374,016 | 245,800,416
2009-2010

20,197 19,105 407,918,809 | 365,001,025 | 385,863,685
2010-11

21,575 20,921 465,480,625 | 437,688,241 | 451,370,575
2011-12

25,948 23,610 673,298,704 | 557,432,100 | 612,632,280
Sum

93,765 89,625 1,901,903,93 | 1,710,430,60 | 1,802,519,59

5 7 1

(source : Annua Reports of sample banks)
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Calculation of Correlation Coefficient between Long Term Debt and EPS

2

Y ear Long Term EPS (y) X Xy

Debt (x)
2007-08

- 0.000024 - 0.0000000006 | -
2008-09

227 0.000026 51,529 0.0000000007 | 0.006
2009-2010

227 0.000017 51,529 0.0000000003 | 0.004
2010-11

227 0.000020 51,529 0.0000000004 | 0.005
2011-12

627 0.000020 393,129 0.0000000004 | 0.013
Sum

1,308 0.000107 547,716 0.0000000023 | 0.028

(source : Annua Reports of sample banks)
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Calculation of Coefficient of Correlation of Laxmi Bank Limited

APPENDIX 11

Calculation of Correlation between Outside Assets and Net Profit

year X y X2 y2 X.y

2007-08 11892.22 120.03 | 141424896.5 | 14407.2009 | 1427423.167
2008-09 17419.81 189 | 303449780.4 35721 | 3292344.09
2009-2010 1934351 327.04 | 374171379.1 | 106955.1616 | 6326101.51
2010-11 20659.19 376.91 | 426802131.5| 142061.1481 | 7786655.303
2011-12 24275.62 356.3 | 589305726.4 126949.69 | 8649403.406
Sum 93590.35 1369.28 | 1835153914 | 426094.2006 | 27481927.48

(source : Annua Reports of sample banks)
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Calculation of Correlation between Total Deposit and Total Investment

year X y x° Ve X.y

2007-08 10917.23 10921.99 | 119185910.9 | 119289865.6 | 119237876.9
2008-09 16051.3 15798.76 | 257644231.7 | 249600817.5 | 253590636.4
2009-2010 18082.96 17747.02 | 326993442.4 | 314956718.9 | 320918652.8
2010-11 18299.63 18241.27 | 334876458.1 | 332743931.2 | 333808491.7
2011-12 22831.84 20234.74 | 521292917.8 | 409444702.9 | 461996346.1
Sum 86182.96 82043.78 | 1559992961 | 1426036036 | 1489552004

(source : Annua Reports of sample banks)
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Caculation of Correlation between Earning per share and Long Term Debt

2

2

year X y X y X.y
2007-08 0.0000129 0 1.66E-10 0 0
2008-09 0.00001721 350 | 2.96184E-10 122500 0.0060235
2009-2010 0.00002026 350 | 4.10468E-10 122500 0.007091
2010-11 0.00002335 350 | 5.45223E-10 122500 0.0081725
2011-12 0.00002103 350 | 4.42261E-10 122500 0.0073605
Sum 0.00009475 1400 | 1.86055E-09 490000 0.0286475

(source : Annua Reports of sample banks)
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Appendix |11

Balance Sheets of Siddhartha Bank Ltd.

Balance Shael asarsioy 2008

CAFITAL AND LIRS ITIES SCHEDULE THIS YEAR RS, HEVUDUS YE&AN 1T
1 Shars Ceasal 41 2B, 000,000 A0, 00,000
2 Resanses and Sumplus 42 240,396,006 183,708, 530
3 Debarturs ard Bonds 43 - -
4. Bomowings 44 208,132 87T 430,000,009
5 Deposi Lislities 45 16,491, 440,970 6,525 178,505
B. Bl Payabios 48 15,844,165 14,230 750
T Prapossd Dividend & Dividers Payables £,536.542 4,738 B42
= ||:u:nmﬂ Tax Labiibes . 1 15ﬂ1§a 5203445
O Oiher Listifilies 4z 166,850,787 B1,605,064
T i s 11'“5'35““ T UGE GEA ATH
AREET SCMEDULE THIS YEAR RS FREVUGIY VEAR B
1 Cash Balencs 48 145, DOE S50 130,442 580
2 Balarios with Nepal Rasira Bank 18 2T0.21BAE 60563, 74T
3. Bolanca with Banks & Financial Instintions 410 18. 196,951 6,220,027
4. Monoy at Cal & Snort Matico 4.11 B4, TR Al 409,445,305
B Investmean 4132 1,450,085 800 BES, TR3,561
B, L o Acnncss & Bills Plndisissd 4.1 1,95 547 i 6,20 Rl 1A
7 Fined Agasta 414 708043 46,667,701
& Mom. Barking Assots a1k 10,173,548
B Other Assals 416 BB, 103.216 63,375,062
Tl Anmets 11,668,255 950 Foihds fige a7%
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Appendix IV

Balance Sheets of Laxmi Bank Ltd.

Balance Sheet
A at Ashad 11, 2066 (uly 15, 2009)

]
CAPITAL & LIABILITIES SCHEDULE THIS YEAR PREVIOUS YEAR
1. Shane Capitst a1 1 03, G, 100 913,156,300
2. Reserves and Sunplus L 2A5,132972 143,179,508
3. Dipbenaures & Bands LE] 50,000, 0K ]
4. Bormowings a4 A5 D00 DM 5000, 000
5. Depeersiy Lintsilivies 45 18,051 305 006 10917232367
&, Bills Fayable 45 TR F3RI86 5830753
T Propased (Myidend & Ungaid Dividend #1711 B00 §IGE RN
8, income Tax Lisblitics 5007 270 -
9, Oher Linbifigies 47 TH6S59 440 155803719
fml:.ph..Lﬂud il lthas _1._!.51;&411.9}2_ 12,695,021,516
ASSETS SCHEDULE THIS YEAR PREVIOUS YEAR
1. Cask Balurce 45 !11.7!1.1&2 57032363
2, Balance with Nepal Rasira Bank 49 1243649, 407 THLIMET)
3: Balance with BankuFinances! instiution 450 TADTO040 249,833,500
4, Moeney at Call and Shart Matice a1 A05 T00000 251,730,774
5. Irrvestment A1z 2483151161 1,241,041,732
&, Loans, Advamoes and Bills Purchase 413 13315604304 680,948 652
7. Fiwed Aezots A14 2320 304,157,123
&, Mon Barfong Assets [net) 445 - «
9. Othey Assils 448 T3 Ma583 78,735,181
'I-‘ut-lthsﬂ: . 18,386,412,982 !Mﬂmidi'ﬂ:
Balance Shest
as at Ashad 32, 2067 {uby 16, 2010]
iy PR}
CAPITAL & LIABILITIES SCHEDULE THIS YEAR PREVIOUS YEAR
1. Share Caplzal 4.1 1,613,520,500 1,174,952,127
2. Reserves and Surplus 42 ‘298,800,990 168,266,045
3. Dahentures & Bonds 43 350,000,000 350,000,000
4, Bomowings. 4.4 100,000,000 450,000,000
5, Deposit Liabilities 45 1.082.957,59688 16,051,303,096
&, Bifls Payable 44 5,262,902 1,158,286
7, Proposed Dividend 209,757 655 4,045 580
8, Income Tax Liahilities (net) 2801578 5000 279
&, Dther Liahilities 47 289,138,535 1066685 6454
Total Capital and Liabifities 20,952,249, 558 18,386,412,982
ASSETS SCHEDULE THIS YEAR PREVIOUS YEAR
1, Cash Balance 44 244205091 201,721,472
2. Balance with Mepal Rastra Bank 49 1218716714 1,243,645, 202
3, Batance with Banks/Financial Institution 410 376, 782432 377,407,049
4, Monay at Call and Short Motice 4.1 904,377 046 A5, 700,000
5, Invastrment 412 3,186,905, 894 2483151181
6, Loans, Advances and Bills Purchase 413 T4,560,100,5498 13,31 5,604,304
7, Fimed Assets 414 2625340126 47,730
4, Mon Banking Assets (net 415 . -
9, Dthar Assets 416 177,803 6256 101, 446 583
Total Assets 20,932,249, 558 16,3686,412,982




Balance Sheet
as at Achad 32, 2068 (July 16,2011

il PRI
L sciou
1 SHareCapﬂa-l 1,504,196,525 1,511.520,500
2. Reserved and Surplus 4.2 419,180, 158 MD'DQII
4, Diebertures & Bonds 43 350,000,000 350,000,000
4. Barmowings a4 - 100,000,000
5 Depoiit Liabilities a5 18,259,627 620 18,082,957,988
6. Bills Payahle 48 202,100,039 5,262,902
?.Pfﬂpﬂieﬂﬁaih Dividerd IT‘.I:E&.HE 209,757 665
fi. Income Tax Linkifities inet) 4,678,074 1801578
9, Cher Liabilimies a7 316M0075 289,136,935
Tatal Capital and Liabilities 21,550.891,393 20,953,249,558

TS T i vean

PREVIOUS YERA

1, Cash Balance 350605236 244,205,097
2. Balance with Nepal Rastra Bank &9 1,666, 450, TOT 1GTFIETIE
3, Ealance with Bankw/Financial Institution 4.10 551433373 176, TEI 432
4, Moniey at Call and Short Motice 411 SO,000,000 04377088
5. Investmant 4.12 3,041,421, 767 3,186905,E94
&, Loans, fdvances and Bills Purchass 411 15,199,847 006 14,560, 1 05,588
7. Fixed Assers 414 352338,243 182,349,026
4. Mon Banking Assets [net 4.15 - -
9. Othes Aasets 4.16 149,591,181 177 805,625
Total Assets 11,559,891,393 20,952,149.558
Laxmi Bank Limited
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Appendix V
Profit and Loss Accounts of Siddharth Bank Ltd.

Profil & Loss Accounls
Far the paricd from 17 duby 2007 4o 15 July 2008

PARTICLILAR ICHEDHILE THIS YEAR RS, FREVIDUR YEAR AN
£, Intanast Income .18 TELETY. 204 481,525,807
2 Interest Expanses 419 408,160,955 274,740,860
heal Irnierest Inconne 321,683,520 200,812 85T
3. Commission & Discount :l_.zu' 21,454 424 200177,802
4 Gﬂwwlmm 4 H 3,4, 156 18658 065
8. Exchange Fluctuation Gain 4% 2F 407 380 14,248 183
Yotnd Cparaling Mttme 401 51050 262 405,407
6. Emplayeiss Expanass 423 48,247,208 33,620,505
7. Oiher Cxperating Expensas 474 71,480 563 56,721,158
8. Excnanga Fluciustion Loss 422 - -
Oiperating Prafit Before Provisicn for Possiie Loan Loss 282,191,430 173,563,745
N A 425 48,048,320 20,544,25)
Opersting Prol|. : 334,142 810 153,000,514
10, Mon- Cparating Incomis/Loss) 426 506223 35,535
M. P ta Laoss Pro Biack £37 4,03t 246
Prafit Fom Regular Adivies T 00T 153,045,049
12, Profiliess from Extrmardinry Activies 428 .
Feal st uftar Extracedivary llams 234 E80.078 153,045,040
13, Prowisian for Staf Bonus B 1HS 14913, 184
14. Prosinan for Incoema Tax Tl '?E'FME- -IE-.B.?E..F
& This yaar provisicn 71,721,086 43,826,537
s, Provisson upto 1as! year - -

o Diefarmed Taees 2,087 234 -
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Profit and Loss Account

Appendix VI
Profit and Loss Accounts of Laxmi Bank Ltd.

For the pericd Shrawam 1, 2065 10 Ashad 17, 30006 (July 16, 2008 to July 15, 2090

L
padkiisiiae Py o o
I Iiesesd Inkdme 418 009, GRS 71006319
1. Interes] Exparses 419 Ti234a3N 421 871,791
Nat Interast Incoma 386,637,141 2ED. 134,578
3. Commission and Discount L) 2L AED 2halasy
A Other Oiperating Income 21 o917 203 25AE2 082
5. Exthanges Income L 31004554 46,637,081
Tatal Dperating Income 530,193,620 FEL197.155
& Staff Expenses 473 M,aﬂ? Bl0cd 813
7. Crither Operating Expenies 4.4 112 89TLTRS 3,848 664
& Exchange Loss 432 - -
Operating Profit belare proviskon lor Possible Loss 336,813,588 2H,3FIHTT
%, Provwisdon for Possible Losses 478 41 jsnons 36,407 480
Operating Profit Il'.".l!l.m 197,946,197
10, Mean Opevating Intome fLess ) 425 |7.524,833] 7.525.173)
17, Lean Loss Prostsson Written Back AT 7105053 11,808,737
Prafit from Aegular Operations 296,963,743 201,759,761
12 Profit{Lossy from Extra - Oirdinaey Actites 434 14419,129) {7 B85 56T
Met Profit after Considering all Activities 292,550,614 194,123,194
13 Prowision Tor 51 Bops 26,595,510 17,647,553
T4, Provision for inoome Tas - -

* Current Tax HOLeEL15) 55,458,170
* Dweferrect Tau Expemse/ {Income) [ O ES ARH 114
et ProfitiLoss 1B, 998.63F 130,037,347
Profit and Loss Account
For the period Shrawian 1, 2066 to Ashad 32, 2067 uly 16, 2009 to July 16, 2000)
fin NPR
PARTICULARS SCHEDULE THIS YEAR PREVIOUS YEAR
1. Imterest incomes 418 1 FET A0 540 1,098,985 452
4 Interast Edpenses 459 1,135,609 890 FILFEIN
Met interest Income E52,002.650 186,637,107
3 Comimission and Discount 4.20 445.866,%12 634,632
4. Other Operating incoms 4.1 el 39 A Faiy ey
5. Exchange Incame .23 47,563,308 51004554
Total Operating incoma BOE, 544,500 538,193,620

B S1afl Expenses 4.3 V22 405,650 BEADT.247
7, Other Operatng Fopenses 434 142,188,252 112972785
B, Eaxchange Lods 4.3z =

Oparating Profit before provision

for Poxible Lozs 511,659,638 TRE,E10, 508
B, Provision for Possible Losses 415 28,766,525 41,360,065

Operating Profit 13,2081 74 97,453,523
1100 Ko Operating Incomss A Losal 435 1335485 17,594,833
11. Loan Loss Prayision Written Back 4.77 3504 550 F.105,053

Prafit from Regular Operations 518173150 196,063,743
12 Profit#Loes) from Extra-Ordinary Actheiies 4,18 |8 368 418] 14,413.129)

Het Prafit afver incleding all Activities 513,606,734 191,550,614

13, Prosamion for Stalf Sonus 45 T o 36, 5498 510

T4, Prosision for Income Tax = =
® Proyivon for Curent Yeas's Tax 141493117 BOEHY 152

* Pravision far Previous Yeand Tax - -

* Owfermed Tax Exponse) (Incoma) 12381.337) CNrr T LR
Ret Profitiloss 327,037,041 THE,POR.637




Profit and Loss Account
For the period Shrawen 1, 2067 to Ashad 32, 2066 (July 17, 2010 1o July 16, 20017}

{in NPHY

PARTICULARS | scveoie | THS TERN PREVIOUS YEAR

1, Inferest Income ERE 23333790 1, 7E7 692, 540
2. Antesest Expeivies 419 1.503851,025 1,135,605 890
et Interest Income TIWA01, 766 652,08.650
A, Commession and Discount 420 B7, 705,886 A 86,512
4, {ther Operating Income 4.1 Ba514 87T il 031,611
5, Exchange Inoorme 422 63, 127874 &7 563,308
Total Operating kncome Q25,920,403 B, 584,507
&, Staff Expenses 423 157 651248 122405630
7, Crther Dperating Expensas 424 169204370 (Er Rl ET]
4, Exchange Loss 4233 - y
Operating Profit before provision for Possible Loss B02 068, TES F41, 965,639
9, Prowision for Foisible Losses 425 13,634,832 26,766,525
ﬂpﬂlﬂﬂnﬂ Profit 589,328,953 513,203,114
10 Non Dpsarating Income A Loss) 426 Bi 3687 1.3.25.486
11. Loan Loss Prowision Writen Back 427 FAB, 3,604, 550
Profitfrom Regular Operations £97,000, 048 518,175,150
12 PrafiefLogst from Extra-Ondinary Activitiss 428 2B 34T [4.366.41 8]
Met Prafit alter including all Activithes 593,349,303 513,806,734
13, Prowishan for S1asf Bonus 53940854 46,705,703
14. Prowision for Incomae Tax . .
* Prowision for Cusrent Year's Tax 161 482465 11 441 377
# Prowiion far Prestous Years Tax - -
* Deferred Tax Expensa {Incoms) 2 THOOTS 11.381,327]
Wat ProfitiLoss 375,145,095 327,037,081

Laxmi Bank Limited
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Appendix VII
Equity Statements of Siddhartha Bank Ltd.
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Appendix VIII
Equity Statements of Laxmi Bank Ltd.

Statement of Changes in Equity

Fizcal Year 2065/65

fin FPR)
PARTICIALARS SHARE ACCUMAUILATED  GEWERLL  PROPOSED  CARTAL SHARE EXCHANGE DERENTERE BEFERRED  OTHER TOTAL

CAPITAL  PROFIMIASES  RESERVE BOMUS  EESERVE  PREMIUM FLOCTEUTION  AEDEMPTION TLMRESEAVER
AL FhD L N R

Opering Balyce LEEREAT] FHOBE  SETELAE  TA100, 000 JRs8NN0 1 VSAATS E0d
| Hirean JE5
LT ETTA
Rty i L) o
Feraned Famingi
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et el bar the period B S A 18, ool 1Y
Tramdfet b - AT W = - - - = =
Geaeil Reseive
Ll i Atjrstimesat Fumil - - -
Frogresed Barars Shares - |76 BB T2 T - TEASE DI - = < - -
Fropeaed Uvitend 1485 58 T M5B
Fechazgr Fluiitm {140t g0 1431 8L
Fard
Bann viare g ELELEET ] (R Do D) LEH3 AN
Fight she calectian
Debemure - | 50, 0o, k3 - FL0R00 = -
Fedamptien Fard
Debetied Tie Reseive 11,125,168} 156 =
Cinng Balancs 1.99E, 085,100 N2Fa5e8 E9ABSTE  TeAe500T . . 612893 50,0000 400 113560 138,119,672
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