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ABSTRACT

The leverage will play a dynamic role in every financial manager’s mind, while they
are fulfilling their duty of stake holders. Moreover, in developing countries situation is
different than developed countries due to economic factors. Under the objectives of the
research researcher find out level, relationship and impact of leverage and profitability.
The study covered ten commercial banks which were selected from banking sector in

Colombo Stock Exchange.

This research investigates the magnitude of the impact of the bank’s leverage ratios,
on the profitability of Sri Lankan commercial banks. Financial data from ten
commercial banks have been taken into in carrying out the research, representing both
private sector and state sector. The period involved in the research is from 2008 to 2017.
Three profitability measures namely return on assets, return on equity and net profit
margin are included to make results more comprehensive. The independent variables
employed are debt to equity ratio and debt to total assets ratio. Data were collected

using Secondary data sources.

Researcher found weak negative relationship between Capital leverage and Net Profit
Margin, moderate positive relationship between Capital leverage and Return on Equity
and weak negative relationship between Capital leverage and Return on Assets. As the
result of it researcher found out statistically significant impact between the debt to
assets and Net Profit Margin. And also there was statistically significant impact
between the debt equity ratio and Return on Equity. Furthermore, researcher found out
statistically insignificant impact between Debt Equity and net profit margin, debt to
assets and return on equity, Debt to assets and return on assets and debt to equity and
return on assets.The finding is more useful to financial managers of banks for taking

sound decisions on their capital structure.

Keywords: Leverage, Profitability, Commercial Banks



TABLE OF CONTENTS

ACKTOWIBATEIIENE ...iovssmummrssimsmsyons s osmes s £ s e s s A S Toesaass [
ADGIITOE ... s om0 59 55055505 5 5 T S 0 9 S A A SRR T I
D I E T T TNE s s i T B 10 R AN Bk 08 11
List Of TaBIES o smssas s s o s e v ss e e risies VII
LSt OF FIHUIES coovremnussssmmnssumnsssnssiss soomens ssmssv e ios o s oo eos sramu oo s s Soinass s 33 an sss s VIII
I T T O T OIS s s o 5 S b S G A S SRS IX

1. Chapter one

T e T TN vt i S 0 PSS S A 1
1.1 Buck oround of the Stuly eemssmmsmimsmmmsrmmonmsssnsssisomssssssms 1
1.2 Probiletm StatRmmemit o sonmmemmestsomirssss i s s s s sy s s 5
1.3 Resenrch QUeEHONS s mmersmsemmmss s s o o 5
1:4 Cibjestives of the stulye . cammmmsmmmrarmensomsmm ooz s 5
1.5 Bignificance of the stdy .o wenmamnmmmmsmmmmmrn s ooy 6
156 Seopeol the Shaly .« s s s 6
IR i g RSP CTUTRRORRETREA O ——————— 7

2. Chapter two

o 5T L OO S UA— 8
2.2 FINAncial LeVeTaZe ... eeevieiiieiiiiiiiiie ettt e 8
2.2.1 Debt Capital ..o s 10
2.2.1.1 Bonds and NOES .....c..oeeieiiiiieeiiiie et 10

2.2. 1.2 DEDEIIUIES ...ooeeeiceeeicie ittt ab s eana s 11

2.2.2 Equity Capital ........ccoovieiiiiiiiiicreies e 11
2.2.2.71. COMMGN STOCI. .. crvwevrsenmamasnemmmenesmsnssmnssamssmssmpeane i ssasssommms 4 1151955893 i

2.3 LEVETAEE: RALIGE .o neeerssermsmmensensomsps sessmmmssasomsssnsssssnsssnsrmns sasms s shsssts 008534658553 12
2.3.1 Debt 0. GUILY RBLIE....eomvenrsarsssonnsnsrsmssonsannesusznsessmnss snsse sbsssshibsss oot 13
2.3.2 DBt 1D AGSEIE THLID .. vvereememnrsmmsesnssansasmmonssanssansenssss isassssbiiass s iR o 0s 13
28 PEOTIABLIILY ..vrsrevsnensussessmmmmpmmmnsssensnsonnsssasssmssnsssnsonpssmsnasmsnsssis s s e asiassrseaninssns 14
2.4.1 Proftability RAtiOn ....conmsscessomesnnsonsssnsssansnssmassssiissssWis i sbss sgaassusiosisisss 15



Dl 1.1 Nt Profit Bation. i e oreusssmsaesensessesenmsnnsanss snssnss sossissssasnitinnsmms s vise s 15

2.4.1.2 Return on AsSSets RAH0....ccoesersmeessrsorsmmmammsisessinossssssniassamisssssnesonnises 16
2.4.1.3 Return on EQUity RAtI0 ....ooveeiiiiiiiiiiice 16

2.5 Theories relating to financial leverage and profitability..........ccooovirininnn. 17
2.5.1 Financial LeVErage .....cocccerreeeiimiinieiieni sttt 17
2.5.1.1 Pecking order TheorY.......coccoeiieneiniesisssniniescetsns e 17
2.5.1.2 Agency Cost TREOTY ....oeoioiiiiiiiiiiii e 18

2.5.2 Theories relating to profitability ..o 19
2.5.2.1 Risk taking thEOTY ...coovecvesmesrossesnssisiissmisssmessasisssasdamsisessiaiasinmminmsenss 19
2.5.2.2 Uncertainty-Bearing Theory of Profit.......ccoviiiiniiiniiinns 19
2.5.2.3 TAROVALION THEOTY 1vsnerensensesansasnsisissisissssiss s sissss suisornsssessssssnsaniaatiiss 20
2.5.2.4 Dynamic theory Of Profit ..., 20
2.6 Empirical Review on relationship between Financial Leverage and Profitability
................................................................................................................................ 21
2.7 SUIMIMATY ... eeveieten ettt e bbbt 22

3. Chapter three

3. T IOt EOAUCTION .. o iussvessssssssmnnrnsssnnsmmnmassrnmsss sassns nsnesh st S4AEFETREFH e adbin SRR RRS S Fos TR TV 0e 23
3.2 ConCepPtuAlIZALION ....coiiuiuiiirieirse et 23
3.2.1 Financial LEVETAGE .....ccveeseemreverusesssssmonssssisssiositonsesssnssisssessasisnssbsssnssassnns 25
3.2.1.1 Debt EQUity Ratio ....ccooiiiiiinieieesiiiicnces s 25

3.2.1.2 Debt ta Total ASSEts Rall0. . oesmsmsinmmsmsmsammmssmssis 26

3.2.2 Profitability MEASUIES .....ovsseissiistonssnsamisssssonasssosssssviasnassisnsmarsnsn e 26
B2 2T TNEE PROIIT TEATIO ooy sa5s s 54855 00 0 0 P 0 SR ST N 26

3.2.2:2 Retirn of EQUItY RatiD e imassmssvmssssm s smmmmmmssssesso o saes 27

3.22.4 Retiirti, ON ABSELS Bl s sssmsmoissimsirsivimmssrassssssnmss irmusmsessa s 27

3.3 OperatiONANZALION. . .cuoscsvitisisisismisminssnsvsiosssesmstsmas sonsassessmememssannsnsssrusassones 27
38 BOUIITITEIBTY wonmonse vamemss e 4505 5550 0 A s b 0 LSS A RO e R 73 29

4. Chapter four

0 300 7015 1753 4 (01 SRR SR UR SRR RSN ERER SRR —— 30
4.2 Study Setting, Design, Method of Survey ... 30
4.3 Study population and Sample ..o 31



4.4 Method of Data COlECHION ..vivviireeiie ettt 32
45 Dt Proseratlion w s mommemsivsnsmmommnsnsmssersam e AL LA 32
4.6 Methods of MEasUIEMENTS ... .ccvtieeeeiiieeiieieiieesineeeeneeeeense et 32
4.7 Methods of Data ANAlYSIS......ccviieriiriiiiiiieiicii e 32
4.7.1 Univariate ANalySiS......cooooeeeriiniiiiiiiiiiiiiies et 33
4.7.1.1 Descriptive StatiStCS. . c.oueueciirieiieeeie i 33

4.7.2 BIvariate analySiS ......cooeeeerieriiiiiiiinie e s 43
4.7.2.1 Correlation analysis .....ccevereviveirirenieeienire e 33

4.7.3 Multivariate ANAlYSIS......cceecerrerriererrieiiereets s siansre s 33
4.7.3.1 Regression ANALYSIS........cccceivinmrrirnnsiessesssssstsiesssnsennsssnssenenenns 34

4.8 Hypotheses of the Study ..o 35
4.9 Methods of Data EVAIUATION. w..veoumrssesrossensassassnssensansssnsssssssnssisssns s ssisssssssaioss 35
4.9.1 DesScriptive StAtISHICS. ..covveureriririeiei ittt 35
A8 COPPELAEIDN oo smcnenmmmmsmspanensws sammmsnssnssamasssdns s A FESH RS His 40 SRS e o w e 36
4.9.3 REEIESSION ...couieeuiiierierieniatireieceseseeses et et sa e st 37
4,10 SUITLNIATY ...ovveevtetietesreeeeeeseeereesaeaseesesrssasssaaaseenaee s st et e b s s b st ea s 37

5. Chapter five

8.1 IO DN e scomen mnmemramssnrmes s esmmesassmmm sammms it o4 b S A4 RS Hls bs SRR NS e s 38
5.2 DBIAANALYEIS ...cvivusesmassmussmnsmsssmmsmusssspsnsassnsnns issss s Hssbnss Sosmsaisuas s vevessasnini s 38
5.2.1 Descriptive analysis of capital leverage..........ccoovevvnivniiiiiiinninnn 38

5.2.1.1 Descriptive analysis of Debt Equity of commercial banks in Sri Lanka

................................................................................................................................ 38
5.2.1.2 Descriptive analysis of Debt to Assets ratio of commercial banks in Sri
LLANKA....cocciiaimiisivmmmussomsusonsasesssassssnmssanssssanessssasssnsansssansesenses e snsssnnbassastosnsveisvssasse 40
5.2.2 Descriptive analysis of profitability ........cooivmimiinnis 41
5.2.2.1 Descriptive analysis of ROE of commercial banks in Sri Lanka.....41

5.2.2.2 Descriptive analysis of NPM of commercial banks in Sri Lanka....42
5.2.2.3 Descriptive analysis of ROA of commercial banks in Sri Lanka.....43
5.3 Correlation GNALYSIS ..o crmersmmrmsaesassmsrossenarnesnesassssssssssisissson s stnnssisssnsossssssssssssasas 45

5.3.1 Correlation analysis of between Debt to Equity and NPM in commercial
DANKSs in ST LANKA c..vviveicviormomimmciinmssessomssssmssssmssamsssmessnns sssssssnanssnnassssssassssssasiassoess 45



&

532 Correlation analysis of between Debt to Assets and NPM in commercial
DANKS 111 STE LAMNKA ..vieveirvvireeneirissrsnnssesnanssasssmetssessossanmse sessssssss isasnasssasssaiesssninsssasas 45

5.3.3 Correlation analysis of between Debt Equity and Return on Equity in
commercial banks in Sti LanKa........oovoeeiiriiiiii i 46

5.3.4 Correlation analysis of between Debt to Assets and Return on Equity in

apriiercial Banks i Sri Lanke. oo muomammssnrssmonses oo o S84 545 46
5.3.5 Correlation analysis of between Debt Equity and Return on Assets in
sotitneteid] banksin S Danko s s et 47
5.3.6 Correlation analysis of between Debt to Assets and Return on Assets in
commereial baniks in SH Lanka... .o e s m s 47
5.4 Regression ANAlYSIS ... ..c..cooiiirinsiursees ittt s 48

5.4.1 Regression analysis of bank’s Leverage ratios and Net Profit Margin....48
5.4.2 Regression analysis of bank’s Leverage ratios and Return On Equity ....50

5.4.3 Regression analysis of bank’s Leverage ratios and Return On Assets .53

3.5 Suininary of Hypothesis TEstng ..o s srorcosinssassorsassonssnsrsssonnessassasss 55
G STITTUITTAIN o mnm smmemss 45 S50 8 S B B S A R SRS S22 56
(R O31:1 0115 1) . NIRRT S S P 56
8 1512213 1176111011 DOUURTTEE T R U AU ———— 56
6.2 Discussion on descriptive StatiISTICS.....coorerioerieninineccc 56
6.2.1 Discussion on independent variable........cciinciiiinninnn e 56
6.2.1.1 Discussion on capital leverage level ..o, 56

6.2.2 Discussion on dependent variable..........coocoiiiniiiii 87
6.2.2.1 Discussion on profitability 1evel ... 57

6.3 Discussion on bivariate analysis ...t 51
6.3.1 The relationship between capital leverage and NPM ... ¥
6.3.2 The relationship between capital leverage and ROE ... 58
6.3.3 The relationship between capital leverage and ROA ..o, 58
6.4 Discussion on Regression analysis ......ocoiiireerecienennininiinicn e 59
6. 4.1 The impact of capital leverage on NPM ... 59

6. 4.2The impact of capital leverage on ROE ..o 59

6. 4.3The impact of capital leverage on ROA .....cocoiiiiiii 60
0.5 SUIMIMNATY c..ouviiesissismssssmensescssssnsammrssnssssssnsemmansesssenssmons 44 55a305EraFasasbasiabsarobissinin 62

VI



