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Abstract—Business firms are meant for profitability,
growth and wealth maximization. In order to improve
and investigate the factors which are influencing a firm
performance are extensively studied by many
researchers. Banking being the major source of
financing to such firms is being targeted by researcher
in the said perspective. A new idea has been discussed in
this research by including banking relationship as a
determinant of capital structure of the firm. This
research has obtained the data for 180 listed firms for a
period of 2008-2013 and investigates the impact of bank-
firm relationship on the debt to equity ratio of the firm.
The result shows that the dependent variable is
significantly influenced by number of banking
relationship a firm is maintaining. The dummy used for
multiple bank relationship is however insignificant in
order to explain the variations in capital structure of the
firm. In the lights of the results it can be said that the
optimal number of banking relationship is needed to
maintain a particular capital structure ratio and
ultimately the performance as the interest rates in
developing countries such as Pakistan are quite higher
than those of developed ones.
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I.  INTRODUCTION

Banking industry of any country is quite important for
its growth and development of its economy. Therefore, a
huge number of studies have been done in this regard [1].
Barth Barth, et al. [2] explains that the research on banking
relationship in emerging markets as the market
characteristics are very different from those of developed
countries. Bank-firm relationship remains an issue of
interest for the researcher. Levine [3] posits that banks are a
helping hand of economy but at the same time they are also
pursuing their own growth and profitability [4]. This
conflict of opinion raises a question about the loyalty of this
relationship between firms and banks.

Although as a research interest bank relationship is not a
new topic yet a very few attempt is made regarding
developing markets (A.N. Berger et al., 2008) like China,
India and Pakistan but as per authors knowledge it is the
first attempt to investigate this relationship in context of
Pakistan.
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This research is focused to investigate the impact of firm
bank-firm relationship on the health of relationship firm and
its performance and is based on the traditional theory of
capital structure which says the choice of optimal capital
structure is important for a better performance. We will try
to link the results posits by [5] to our idea of research by
concluding the impact of bank relationship on capital
structure of the firm and ultimately affecting its
performance.

In the next session we will discuss the literature on
banking relationship, multiple relationship and determinants
of capital structure. Remainder part will discuss the banking
sector of Pakistan then the data and methodology will be
presented. In the end we will discuss the results and
conclude with some suggestion for future research in
Pakistan context in this regard.

Il. LITERATURE REVIEW

The most common type of bank-firm relationship is
credit relationship as bank provides the capital alternatives
for the firms. So, the firm performance can be affected in
both ways due to change in cost of capital. Researchers
mostly support that bank through better monitoring
contributes in firm’s performance [6, 7]. Angelini, et al. [8]
reports that if the number of bank relationships increased
the interest rate charged by creditor banks will decrease
which leads to reduction in total cost of capital and better
performance of the firms in such relationships. In a research
for Japan Weinstein and Yafeh [9] posit the same in a
different way as the main and exclusive bank relation
results in high interest payments than other banks.

Contrary to the above researches, the multiple banking
relationships even increase the interest rates [10] and in
some cases ( Belgian firms) when a firm borrows from a
second bank pays higher interest rates than its first bank
[11], and may lack the credit availability [12], which is in
favor of the theory that single bank relationship is more
beneficial for the firm’s profitability. However, some
researchers report no effect on contract terms [13, 14].

According the theory of capital structure, an optimal
choice of capital structure plays a key role to determine the
firm performance through low weighted average cost of
capital especially in the developing countries where the cost
of debt and financing is relatively higher than those of
European countries. Many researchers have tried to explore
and investigate the relationship between capital structure
and firm performance and the present literature can be



segregated in three dimensions i.e. positive, negative and
neutral.

Akintoye [15] confirmed that any change in the level of
debt or equity will modify the firm’s value. In a study
conducted by Pathak (2011) as cited by Salim and Yadav
[16] posits significant but negative relationship between
level of debt and firm performance which is consistent with
the result of studies done for Asian countries where the cost
of borrowing is higher than the western countries. Some
other researchers argued the same by presenting their results
for negative relation between long term debt or leverage and
performance [17-19].

In the bank based economies, where the main source of
financing remains the banks, the banks may also grab the
economy by pursuing profit maximization and rent seeking
behavior [4, 20]. In the said scenario the bank-firm
relationship becomes harmful for the related firm as the
contract terms like interest rate and collateral requirements
becomes more adverse [21]. Following its own interest of
profit maximization a bank may influence the related firm
to modify the capital structure without a practical need. This
logic has been argued by Yao and Ouyang [5] while doing
research on Japan. Their results show that the Main Bank
Power is positively related to the level of loan of the
relationship firm and the interest expense to total asset ratio
was also high.

1. METHODOLOGY

In the following section we will try to explain our data
source, sample and control variables. Then, we will design
our regression model.

A. Data source

As most of the researches focuses on developed markets, for
this research we have taken Pakistan as our area of interest
being the emerging market and developing country. Total
number of listed firms on Karachi stock exchange (KSE)
are 581. 75 firms are from financial and equity investment
sector. This reduced the number of firms to 506 in which 24
listed firms are commercial banks. 32 firms are from
insurance sector which reduced our sample of interest to
450 listed companies. We have taken data of 180 non-
financial firms (for which data is available) listed on
Karachi stock exchange (KSE) from 2008 to 2013 and total
number of observations is 1056.

The data of the listed companies in Karachi Stock
exchange is obtained from their published financial reports.
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We have gathered a data from the official websites of the
listed companies for a period from 2008-2013.

B. Variables

NBR and MBR

In order to check the impact of bank-relation we have
taken different type of proxy variables. Number of bank
relations (NBR) is taken as the measure for actual number
of banking relations exist for a single firm. Secondly, a
dummy variable (MBR) is used for the multiple bank
relations existence which will attain a value of 1 if the firm
is maintaining more than 5 relations. This definition of the
variables is consistent with Berger, et al. [1].

In order to build our next model we have referred to the
methodology of [5], their research was aimed to check the
impact of number of bank relationships on the loan to debt
ratio of the firm. We extend this model to investigate
number of bank relationships in terms of capital structure of
the firm. For the said cause we have used other
determinants of the capital structure (MV/BV, FSIZE,
FAGE, TANG, LIQ) as control variables for our study. Our
regression model is as follow:

DEBT

MV
7 IMBR + B2MBR + B3 —
sourty ¢ +h MR T

BAFSIZE + BSFAGE + B6TANG + B7LIQ + . (1)

V. DESCRIPTIVE STATISTICS

The debt to equity ratio for the study period ranges from
-0.071 to 0.296 with an average value of 0.002. This ratio
depicts that some firms have reported negative equity due to
heavy losses during the observed period. Descriptive
statistics shows that on average the firms are maintaining 9
banking relationships while the maximum value of number
of bank relationships are 29. Liquidity of the firms remains
an issue for the said period with the maximum value of 0.67
and an average of -0.006 which shows the firms are less
liquid. Tangibility attains a maximum value of 2.52 with an
average of 0.55 which implies that the firms are maintaining
50 % of tangible assets. The firms in the sample are old
enough as the mean value is 32 with a maximum of 127
years. We have taken Ln of the assets in order to determine
the size of the firms and normalize the data which has a
mean value of 21.98 and a maximum value of 26.

The correlation analysis of the independent show that
there is no multicollinearity among our selected variables as
the max wvalue is not higher than 0.8



TABLE 1: REGRESSION ANALYSIS

Variable Expected Sign Coefficient P>t

NBR + 0.00023 0.0007
MBR + -0.0001 0.1166
SIZE + -0.00046 0.0561
AGE + -0.00028 0.0251
TANGIBILITY - -0.003 0.0000
LIQUIDITY - -0.0044 0.0000

NBR is the number of bank relationships. MBR is a dummy variable for multiple bank relationships which attains value of 1 (if number of bank relationships
is >5). SIZE is natural log of assets. TANGIBILITY is the ratio of net fixed assets and inventory to total assets. LIQUIDITY is working capital to total assets.

The regression results of our model are shown in Tablel.

The regression analysis for debt to equity or capital
structure of the firm is done by OLS method with robust
standard errors. The figures shown in above table assures
that the number of bank relationship (NBR) has a
significant (at 1%) and positive impact on the capital
structure of the firm which is same as expected which
means that H1 is accepted. The dummy for multiple bank
relationship has not shown significant results. SIZE, AGE,
TANGIBILITY and LIQUIDITY results are also significant
for the study but the impact of SIZE and AGE is negative.

V. Discussion and Conclusion

This paper aims to explain the contribution of number of
bank-firm relationship in the decision of capital structure of
firm in Pakistan. We have taken the number of bank
relationships a listed firm is maintaining in Pakistan and
how this relationship is affecting or influencing the choice
of capital structure. The result assures that the number of
bank-firm relationships has positive and significant impact
on the debt to equity ratio of firm. This implies that if the
number of bank relationships increases the capital structure
will be relying more on the debt. While the other dummy
variable (MBR) has not shown some significant impact on
this ratio.

Banks remains the biggest source of funding for the
firms but it is needed to investigate the actual impact of
these numbers of relationship on the health of firm. The
firms are establishing bank relationships in order to get
financing for their future investments and meeting the
current needs. On average the firms in our study maintains 9
banking relationship which is contrary to the developed
countries. These results derive the attention towards the
number of bank relationship a firm should maintain in order
to optimize the capital structure of the firm.

Future research can be done on banking relationships
and firm performance by including the interest payments
and its ratio to the debt to investigate this issue further.
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