CHAPTER- |

INTRODUCTION

1.1 Background of the Study

Capital structure is basically permanent long term financing of a firm including long
term, common stock and preferred stocks and retained earnings. Determining the optimal
capital structure of the firm is one of the central issues in both the theory and practice of
financial management. The capital structure refers to the combination of long term
sources of funds, such as, long-term debt, preference share and common equity including
reserves and surpluses. Equity provides the ownership of the firm to the shareholders. On
the other hand, the debt is borrowed fund which has fixed charge as an interest. The firm
must pay the interest periodically to the debt provider. Retained earnings may also be
used as a source of financing by running business firms. The term capital structure is
also known as capital plan or leverage. The financing decision of a firm is one of the
firm’s objectives of shareholder’s wealth maximization. The capital decision of the
firm relates to choice of proportion of debt and equity to finance the investment
requirement. A proper balance between debt and equity is necessary to ensure a tradeoff

between risk and return to the shareholders.

"Capital Structure decisions are intertwined with other corporate decisions”. (Graham &
Harvey, 2001: 187). "The financing decision of a firm involves the choice of an
appropriate mix of different sources of financing namely, ownership funds and outsider
funds. Capital structure decision of an enterprise affects the cost of capital through the
risk complexion and ultimately the value of the enterprise. So, finance manager should
try to minimize the overall cost of capital and maximize value of a firm by optimizing the
capital structure. The highly levered firms are more likely to keep away from profitable
investment opportunities” (Myer, 1977:147-175). The selection of capital structure will
obviously depend on the bearing that it has on the firm's objective of maximization of

shareholder's wealth.
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Capital structure is the composition of the debt and equity securities and is considered as
financing decision undertaken by the financial manager. The financial manager must
strive to obtain the best financing mix or optimum capital structure for his firm. The firm
attains capital structure where the debt-equity proportion maximizes the market value of
the shares. The uses of debt affect the return and risk of the equity shareholder; it
increases the return on equity fund and at the same time it also increases risk. A proper
balance between risk and return must be strike in order to maximize the market value of
shares (Pandey, 1995:54).

A proper balance between debt and equity is necessary to ensure a trade-off between risk
and return to the shareholders. The concept of capital structure is a corner stone in the
theory of finance. Thus the financing decision of a firm relates to choice of proportion of
debt and equity to finance requirement, which affects the cost of capital through the risk
complexion and ultimately the value of the firm. A capital structure with reasonable
proportion of debt and equity is called optimal capital structure, which will minimize the
overall cost of capital and maximize the value of firm. Therefore a firm should select the
proper mix of debt and equity so that the value of firm can be maximized as well as
overall cost of capital can be minimized. In other words, the point where the largest
positive difference exists between expected rate of return and required rate of return is
called optimal capital structure. For an optimal capital structure, the analysis of risk and
return on various leverage positions are essential. The risk of bankruptcy depends to an
Important extent on the operating risk, or business risk and return on equity depends on
operating efficiency. Thus, the optimal debt-equity mix depend on the nature of business
and there on kinds of investments that the company makes (Solomon & Prinjal,
1977:452). But the capital structure decision in addition these variables, is influenced by
several other variables viz. nature of the company, capital market situation, interest of the
management and investors to control, liquidity position and operating efficiency of the

company, company and regulation etc. If a judicious decision of capital structure is made
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taking consideration all these factors, it will be a thing to maximize the value of the

company.

The change on market price of stock due to the change on leverage measures the actual
effect of leverage. The effect of debt capital only on earning per share does not measure
overall effect. The leverage also affects on risk due to earning variability or bankruptcy
cost. The prevailing market price of the securities of an enterprise determines the value of
the enterprises. Market price of securities depends on the expected return and risk
associated to the securities. The expected earning and risk depends upon operating
efficiency and financial leverage. Thus, for maximizing the value of the company,
investment decision and capital structure decisions are the prominent. Here, on this study,
only the capital structure decision is examined relating to the value of the listed
companies in NEPSE. Financial decision-making is a process of choosing best alternative
among various financial alternatives (Barges, 1963:2). An alternative having minimum
cost with reasonable return compare to others is acceptable. The cost of capital refers to
the discount rate that would be used in determining the present value of the estimated
future cash proceeds and eventually deciding whether the project’s worth under taking or
not. The concept of cost of capital is significant not only as investment criteria but can
also be used to evaluate the financial performance of the firm. In addition, the cost of
capital concept helps management in moving towards its targeted capital structure or an
optimal capital structure. There exists relationship between these two elements. In
building up its capital structure over a period of time, a firm will depend on the line of
financing which involves minimum cost. The capital structure and the cost of capital both
are important in maximizing the value of firm. This study is a small effort in this

direction in context of Nepal.

In almost all public enterprises capital structure continued to remain a very indeterminate
problem due to the lack of guided criteria that determines it (Shrestha, 1985:14). The

various study reports and official documents relating to public enterprises streamline the
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maintenance of ad-hoc capital structure to the extent that neither the government nor
public enterprises themselves have been serious in the appropriate determination of
capital structure. The firms may have different objectives. Among them, shareholders
wealth maximization is one of the most important objectives. Most of the Nepalese
companies could not meet this objective because in most of the companies there is no
existence of debt capital in their capital structure or equity capital is only the source of
financing. While in some cases, the proportion of debt is very high which creates the
excess burden to the firm and on the other hand, it is very high which creates the excess
burden to the firm and on the other hand, it is very low in some cases. For instance, the

use of the debt financing in the capital structure is very poor in banking sector.

From the above discussion, it is cleared that capital structure concept is not taken
seriously by the Nepalese companies. Therefore optimal capital structure does not exist at
all. Beside this, the concept of cost of capital is also not clear in Nepalese companies
because it is impossible to minimize overall cost of capital and maximize the value of

firm without proper combination of capital structure component in financing of the firm.

1.2 Statement of the Problem

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
(Gautam & Thapa, 2008:3). Under normal economic condition earning per share can be
increased but leverage also increases the financial risk of the shareholders. As a result, it
cannot be said that weather or not the value of the firm will increase with leverage. In
other words, a great deal of controversy has been developed on whether the capital
structure affects value of the firm or not. Traditionalists argue that capital structure is
relevant factor for valuation of the firm. Further they said that value of the firm can be
maximized by adopting optimal capital structure (Sharma & Rao, 1967: 176). Modigliani
and Miller, on the other hand argue that, in perfect capital market, capital structure does

not affect the value of firm. According to Sharma and Rao, the cost of capital is affected
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by debt apart from its tax advantages. Pandey has used the multiple regressions to test the
validity of M-M proposition and concluded that the cost of capital is the functions of
capital structure (Pandey, 1981: 49). These studies indicates that the useful theoretical
development have not been uniform accord all area of financial decision making within
an organization. The effect of capital structure is one of them. There are many studies
conducted on capital structure, cost of capital and value of firm. However no simple and
conclusive result exists regarding their relationship whether the capital structure and cost
of capital helps to maximize the value of firm. The relationship between them in under

developed countries like Nepal is not yet clearly known.

Capital Structure plays vital role so that should be given top most priority while
consider the improvement of business. Nepalese companies lack of appropriate
well managed and formulated policies to develop capital structure and assets
structure management. The reality of Nepalese companies is different from to any
capital structure theories developed in respected of developed capital market situation.
Opposite to the theory of leverage, Nepalese unlevered companies are operating in profit
and most of the levered companies are suffering from loss and hence the values of
unlevered firms are much greater than that of levered companies. Among 223 listed
companies (till 2013) very few levered companies are operating in profit. Therefore it
cannot be said that whether or not leverage helps to maximize the value of the firm in
contest of Nepal. Therefore it is the subject of curiosity for the students, researchers,
businessman and others who are interested to know that what the actual position of
capital structure in Nepalese listed companies and what its effect on overall cost of
capital as well as on the value of the firm. Therefore to meet their curiosity, this study is
devoted to examine the relationship between capital structure and the value of firm in
Nepalese companies. On the light of this basic problem, the following special problems

have been set and tried to seek their solutions in this study:

e Whether or not value of the firm is increased with leverage?
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e Whether or not the other factors except leverage affects the value of the firm in
Nepalese context?
e What is the relationship between capital structure or leverage and value of the firm?

e What is the relationship of capital structure and other variables?

1.3 Objectives of the Study
The basic objective of this study is to analyze the effect of capital structure on the value
of firm in the listed companies in Nepal. Under the guideline of this leading objective, the
following objectives are to set in this study:

e To see the effect of leverage on the value of the firm.

e To see the other variables in addition the leverage that affect the value of the firm.

e To see the capital structure position in terms of debt and equity position,

profitability position and asset management position of sample companies.

1.4 Significance of the Study

The organizations selected for the study hold a strong position in contributing to the
uplifting of the economy. Therefore, their financial position is the matter of concern. This
study will be beneficial to overview their capital structure management and to formulate
future strategies to do much better in their horizon. Not only can the sampled
organizations benefit from the study but also the other firms and the new researchers for
the review of literature in the near future. Hence, | have chosen the study of capital
structure management as the subject matter and also in the present context it seems

relevant.

1.5 Limitations of the Study
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The study is made for the partial requirement of Masters of degree in Business Studies

(M.B.S.). This research is mainly concerned with the capital structure of the

selected organizations. Among two hundred twenty three listed companies (till 2013) few

companies have been using the debt capital. Thus, only ten companies (five from

manufacturing & processing and five from non-manufacturing (trading-2 & hotel-3))

have been selected as sample size due to the data problem. Beside these, some commonly

attributed limitations are as follows:

The calculation of dependent and independent variables are based on accounting
data (in soft copy) provided by Nepal Stock Exchange and Security Board of Nepal.

The study period mostly begins from 2063 B.S. and ends to 2069 B.S. But due to
the unavailability of necessary information, it varies from company to company.

The sample companies were classified in two sectors viz. manufacturing sector and
non manufacturing sector with the assumption that associated risks of the sample
companies are similar within each sample sectors.

The closing market price of previous years are taken as market price of the stock
while calculation value of the company where the actual market price of stock is not
available and the calculations to fit the analytical mode are made by computer.

The time frame is limited therefore the study cannot cover all the requirement of the
subject matter.

Focus is given only to analyze the impact of debt capital or leverage on the value of
the company.

The study will be particularly based on secondary data. Therefore the accuracy of
the calculation is fully depended on the accuracy of data provided by the concerned

organizations.

1.6 Organization of the Study
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The study is accomplished according to approved general format of thesis of Tribhuvan
University. Formalities and style are those adopted in the study is not new but followed
the senior which makes the study possible come in this form and format. This study
includes five chapters i.e. introduction, review of literature, research methodology, data
presentation and analysis and summary conclusion and recommendation, each devoted to

some aspects of the study of the effect of capital structure on value of firm.

First chapter describes the introductory part of the study which consists of background of
study, statement of the problem, objectives, significance, limitations and organization of

the study.

Second chapter, review of literature includes review of capital structure theories, review

of empirical studies and articles, and review of thesis.

Third chapter describes the methodology employed in the study and also includes
research design, nature and sources of data, population and sample size, period of the

study, tools employed and description of variables.

Fourth chapter concerns with presentation and analysis of data, is the heart of the study
in which all the relevant collected data are analyzed and interpreted. It includes the
analysis of financial indicators, analysis of mean, standard deviation, coefficient of
variation and regression analysis. At the last of this chapter, the major findings are also

included.

Finally, chapter five presents summary, conclusions and recommendations of the study
which contains summary and conclusion in accordance of analysis and interpretation of
data.

CHAPTER- Il
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REVIEW OF LITERATURE

This chapter is focused on brief discussion about the abstract regarding the theories of
capital structure management. In this chapter, the review of various theories of capital
structure, research works and articles have been reviewed to make clear concept about the
topic as well as to recall the previous studies made by various researchers in the field of
capital structure. Literature review is basically a 'stock taking' work of available
literature. To make the research more realistic, review of literature is required. It provides
significant knowledge in the field of research. Thus, the review of books, research studies
and articles has been used to make clear about the concept of capital structure
management. So, this chapter has been divided into the following four sections.

e Concept of capital structure

e Theory of capital structure

e Review of capital structure theories.

e Review of empirical studies/Articles.

e Review of Thesis

2.1 Concept of capital structure

The term capital structure refers to the percentage of capital (money) at work in a
business by type. Broadly speaking, there are two forms of capital: equity capital and
debt capital. Each has its own benefits and drawbacks and a substantial part of wise
corporate stewardship and management is attempting to find the perfect capital structure
in terms of risk / reward payoff for shareholders. Capital structure is a term that describes
the proportion of a company's capital, or operating money, that is obtained through debt
versus the proportion obtained through equity. Debt includes loans and other types of
credit that must be repaid in the future, usually with interest. Equity involves selling a
partial interest in the company to investors, usually in the form of stock. In contrast to

debt financing, equity financing does not involve a direct obligation to repay the funds.
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Instead, equity investors become part-owners and partners in the business, and thus earn a
return on their investment as well as exercising some degree of control over how the
business is run. Since capital is expensive for small businesses, it is particularly important
for small business owners to determine a target capital structure for their firms. Capital
structure decisions are complex ones that involve weighing a variety of factors. In
general, companies that tend to have stable sales levels, assets that make good collateral
for loans, and a high growth rate can use debt more heavily than other companies. On the
other hand, companies that have conservative management, high profitability, or poor
credit ratings may wish to rely on equity capital instead. Capital Structure is referred to as
the ratio of different kinds of securities raised by a firm as long-term finance. Capital
structure is the proportion of all types of capital viz. equity, debt, preference etc. It is
synonymously used as financial leverage or financing mix. Capital structure is also
referred as the degree of debts in the financing or capital of a business firm. It is believed
that with the change in capital structure, the value of a firm can be influenced. The

capital structure involves two decisions-

a. Types of securities to be issued are equity shares, preference shares and long term
borrowings (Debentures).
b. Relative ratio of securities can be determined by process of capital gearing. On
this basis, the companies are divided into two-
i. Highly geared companies - Those companies whose proportion of
equity capitalization is small.
Il. Low geared companies - Those companies whose equity capital dominates

total capitalization.

Capital structure mainly includes three types of security, which are:
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Debt Capital includes all long term borrowing incurred by the firm. Debenture / bond,
long- term loan etc. are major source of debt or borrowed capital. A firm employs
substantial amount of debt capital because of tax deductibility of interest payment,

flexibility, and lower effective cost. However excess amount of debt exposes greater risk.

Equity Capital consists of long term funds provided by the firm's owners, the
stockholders. In other words, equity capital includes common stock, paid in capital (or
share premium), reserves and surplus, and retain earnings. Joint stock companies cannot
be established without equity financing. In Nepal the promoters must hold at least one

share for the incorporation of joint stock Company in accordance with company act 2063.

Preferred Stock is also another kind of capital. It is neither purely a debt nor equity. It
contains the characteristics of both debt and equity. It is said to be a hybrid security. So
there is no unanimous practice about the treatment of preferred stock. However, it is said
to be equity from legal point of view since the company is obliged to pay dividend on

preference share.
The determinants of capital structure are as follows:

1. Trading on Equity: The word “equity” denotes the ownership of the company.
Trading on equity means taking advantage of equity share capital to borrowed
funds on reasonable basis. It refers to additional profits that equity shareholders
earn because of issuance of debentures and preference shares. It is based on the
thought that if the rate of dividend on preference capital and the rate of interest on
borrowed capital is lower than the general rate of company’s earnings, equity
shareholders are at advantage which means a company should go for a judicious
blend of preference shares, equity shares as well as debentures. Trading on equity
becomes more important when expectations of shareholders are high.

2. Degree of control: In a company, it is the directors who are so called elected

representatives of equity shareholders. These members have got maximum voting

[11]



rights in a concern as compared to the preference shareholders and debenture
holders. Preference shareholders have reasonably less voting rights while
debenture holders have no voting rights. If the company’s management policies
are such that they want to retain their voting rights in their hands, the capital
structure consists of debenture holders and loans rather than equity shares.

. Flexibility of financial plan: In an enterprise, the capital structure should be such
that there is both contractions as well as relaxation in plans. Debentures and loans
can be refunded back as the time requires. While equity capital cannot be refunded
at any point which provides rigidity to plans. Therefore, in order to make the
capital structure possible, the company should go for issue of debentures and other
loans.

. Choice of investors: The Company’s policy generally is to have different
categories of investors for securities. Therefore, a capital structure should give
enough choice to all kind of investors to invest. Bold and adventurous investors
generally go for equity shares and loans and debentures are generally raised
keeping into mind conscious investors.

. Capital market condition: In the lifetime of the company, the market price of the
shares has got an important influence. During the depression period, the
company’s capital structure generally consists of debentures and loans. While in
period of boons and inflation, the company’s capital should consist of share capital
generally equity shares.

. Period of financing: When company wants to raise finance for short period, it
goes for loans from banks and other institutions; while for long period it goes for
issue of shares and debentures.

. Cost of financing: In a capital structure, the company has to look to the factor of
cost when securities are raised. It is seen that debentures at the time of profit
earning of company prove to be a cheaper source of finance as compared to equity

shares where equity shareholders demand an extra share in profits.
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8. Stability of sales: An established business which has a growing market and high
sales turnover, the company is in position to meet fixed commitments. Interest on
debentures has to be paid regardless of profit. Therefore, when sales are high,
thereby the profits are high and company is in better position to meet such fixed
commitments like interest on debentures and dividends on preference shares. If
company is having unstable sales, then the company is not in position to meet
fixed obligations. So, equity capital proves to be safe in such cases.

9. Sizes of a company: Small size business firm's capital structure generally consists
of loans from banks and retained profits. While on the other hand, big companies
having goodwill, stability and an established profit can easily go for issuance of
shares and debentures as well as loans and borrowings from financial institutions.

The bigger the size, the wider is total capitalization.

2.2 Theory of capital structure

The two principle of long term financing are equity and debt capital. The composition of
those two long term financing is known as capital structure. Under normal economic
condition, the earning per share can be increased using higher leverage. But leverage also
increases the financial risk of the share holder. As a result it cannot be said whether or not
the value of the firm not increase with leverage. In other word, a great deal of controversy
has been developed on whether the capital structure affects value of the firm or not.
Traditionalists argue that capital structure is relevant factor valuation of firm. Further
they say value of the firm can be maximizing by adopting optimal capital structure.
Modigliani and Miller, on the other hand, argue that in perfect capital market, capital
structure does not affect the value of the firm.

We have studied that the use of high level of debt capital in the capital structure
maximizes the earning per share of shareholders and also increase the risk of insolvency.
The shareholders also will demand a high rate of return on their investment to

compensate for the risk arising out of an additional amount of debt in the capital
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structure. Introduction of heavy amount of debt capital in capital structure reduces the
value of the firm and increase the cost of capital. The financial manager should maintain
the optimal capital structure which can maximize the value of the firm. The value of the

firm and its cost of capital may be affected by the change in the capital structure.

2.3 Review of Capital Structure Theories

The history presents several theories on capital structure. Those theories can be grouped
into two schools of thought. One suggests that an optimal capital structure exists for a
firm and the other hand holds the view that no such capital structure exists. The theories
based on both versions have dominated the financial world. They are classified as

follows:

Behavioual Theories
e Net Income (NI) Approach
e Net Operating Income (NOI) Approach
e Traditional Approach

Contemporary Theories
e M-M Theory without Taxes
e M-M Theory with Taxes

2.3.1 Behavioral Theories

Behavioral theories were developed by David Durand (1952) by considering the rational
reaction of investors to firm’s leverage risk. Although his theories sound intuitively
appealing, they are not founded in a scientific base.

a. Net Income (NI) Approach
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The Net Income (NI) approach is also called as relevancy theory of capital structure
because the capital structure decision is relevant to the valuation of the firm. The concept
from financial theory that suggests the firm’s capital structure has a direct impact upon
and can increase its market valuation (Gautam and Thapa, 2008: 297). According to this
approach, there is no change in the attitude of the both stockholders and debt holders
regarding their required rate of return in response to a change in debt equity ratio of the
firm. In other words, the cost of debt capital and the cost of equity capital remain
unchanged when leverage ratio varies. Due to the limited degree of risk, the debt holder’s
required rate of return is relatively lower than that of equity holders. So, the debt
financing is relatively cheaper than that of equity. In addition, at constant cost of equity
(Ke) and cost of debt (Kd), the overall cost of capital (Ko) declines with the increased
proportion of debt in the capital structure or increment of debt results, lower overall cost
of capital and higher value of the firm. The NI approach is based on following
assumptions (Khan & Jain, 1999: 477).

e The corporate taxes do not exist.

e The use of debt does not change the risk perception of investors as a result; Ke and

Kd remain constant with increased use of debt.

e The cost of debt (Kd) is less than the equity capitalization rate or cost of equity Ke.

According to these assumptions, the increase in debt ratio magnifies the earning per
share. On the given equity capitalization rate, the increase in EPS makes an increase in

market price of stock. i.e.:

MPS = 22
Ke

Where,
MPS = Market Price of Stock
EPS = Earning per Share
Ke = Cost of Equity
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In other words, the increase in debt ratio cause decline in overall cost of capital (Ko) and

the decrease on Ko enhances the market value of the firm or company, i.e.

_ NOI _ EBIT
- Ko - Ko
Where,

V = Market value of the company

NOI = Net Operating Income

Ko = Overall cost of capital
Thus, a firm can maximize its market price of stock or value by achieving the optimal
capital structure by making judicious mix of debt and equity. This theory or approach is

graphically shown in the figures.

Figure 2.1 NI Approach Figure 2.2 NI Approach

\Y

Ke
Ko

Value of firm

Kd

Cost of capital

D/E Rati
D/E Ratio /E Ratio

Source: Gautam, , & Thapa, . (2008). Capital Structure Management
Where,

D/E = Debt Equity ratio

V = Value of firm

From the above figures, it is clear that cost of debt (Kd) and cost of equity (Ke) are
constant but overall cost of capital (Ko) is declining as increasing level of debt, whereas
the value of the firm is maximum with higher level of debt. Therefore the optimum

capital structure would occur at the point where the value of firm is maximum and overall
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cost of capital is minimum. It will have the maximum value of the firm and lowest cost of

capital when it is all debt financed or has much debt as possible.

b. Net Operating Income (NOI) Approach

The NOI approach is also known as irrelevancy theory of capital structure because capital
structure decision is irrelevant the valuation of the firm. It implies that the total value of
the firm is unaffected by its capital structure. According to this approach, the equity
holders feel higher degree of risk and demand higher rate of return for higher debt equity
ratio. In addition, the cost of equity increases with debt levels and higher cost of equity
offsets the benefit of cheaper debt financing. This concept from financing theory that
suggests the firm’s capital structure has no impact on its market valuation (Gautam and
Thapa, 2008, p.300). There is no effect at all on overall capitalization rate of the firm. In
other words, the overall cost of capital (Ko) as well as cost of debt (Kd) remain constant
regardless of the degree of leverage. Therefore this approach argues that the capital
structure decision of the firm is irrelevant. Any change in leverage will not lead to any
change in the total value of the firm. The NOI approach is based on the following
assumptions (Pandey, 1995: 456).

e Corporate taxes do not exist.

e Cost of debt remains constant.

e Cost of equity increases with increase in debt use.

e The market uses an overall capitalization rate, Ko, to capitalize the net operating
income, Ko depends on the business risk. If the business risk is assumed to remain
unchanged overall cost of capital (Ko) remains constant.

e The market capitalizes the value of the company as a whole. Thus the split between
debt and equity is not important.

According to this approach, both the earning per share (EPS) and equity capitalization
rate (Ke) increases on same proportion with the increasing debt ratio. So, market price of
stock (S) remains unchanged on any leverage. The total market value of the company
also remains unchanged, since as previously said that the net operating earnings as well

[17]



as overall cost of capital do not vary with the leverage. The market value of the company

Is obtained as below:
— Not
Ko
Where,
V = Value of the firm
NOI = Net Operating Income
Ko = Overall capitalization rate

The NOI approach is shown in figures below:

Figure 2.3 NOI Approach Figure 2.4 NOI Approach

Ke

Kd

Cost of capital
Value of firm
<

D/E Ratio D/E Ratio
Source: Gautam, , & Thapa, . (2008). Capital Structure Management

The above figures show that the cost of debt (Kd) and overall cost of capital (Ko) remain
constant and the cost of equity (Ke) is increasing with higher level of debt use. A part
from these, the value of firm (V) is also constant with leverage. “At the extreme degree of
financial leverage, hidden costs become very high and hence the firm’s cost of capital
and its market value is not influenced by the use of additional cheaper debt fund”
(Gitman, 1988:792). Thus, this approach suggests that there is no optimal capital

structure.
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c. Traditional Approach

This traditional approach is also developed by David Durand in 1952. It is also known as
intermediate approach between Net Income (NI) approach and Net Operating Income
(NOI) approach. The traditional approach is a mid way approach between NI and NOI
approach (Gautam and Thapa, 2008: 304). The traditional approach assumes that there
exists an optimal capital structure and that a firm can increase its total value through the
judicious use of leverage (Van Horn, 2000, p. 261). In other word, the value of the firm
can be maximized or overall cost of capital can be minimized through proper mix of debt
and equity capital. Due to the fact that (Van Horn, 2000: 261) the debt increases the fixed
obligation to the company and so increases the financial risk, the investors raise the
required rate of return on equity (Ke). The increase in cost of equity (Ke) does not offset
entirely the benefits of using cheaper debt funds. Thus, overall cost of capital (Ko)
decreases up to certain level of debt use and then after, it begins to increase. In other
words the cost of equity (Ke) increases at lower rate and cost of debt (Kd) remain
constant up to certain level of debt use. At that time, the overall cost of capital is also
minimized and the value of firm (V) is maximized. After that cost of equity (Kd) and
overall cost of capital (Ko) increases rapidly and the value of firm will also decreases.
The optimal capital structure exists at that point where overall cost of capital (Ko) is
minimum and the value of firm (V) is maximum. The assumptions of this approach are as
follows:

e The cost of debt capital, Kd remains more or less constant up to certain degree of
leverage but rises thereafter at an increasing rate.

e The cost of equity, Ke remains more or less constant or rises only gradually up to
certain degree of leverage and rises sharply thereafter.

e The average cost of capital, Ko as a consequence of the above behavior of Ke and
Kd (a) decreases up to a certain point (b) remain more or less unchanged for
moderate increases in leverage thereafter, and (c) rises beyond a certain point.

e According to this approach (Solomon, 1963, p. 94), the manner in which the overall

cost of capital reacts to change in capital structure can be divided in to three stages.
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. . Figure 2.6 Traditional Approach
Figure 2.5 Traditional Approach

Ke
Ko —
Kd | / ‘\ v

L
M

Cost of Capital
Value of Firm

D/E Ratio D/E Ratio

Source: Gautam, , & Thapa, . (2008). Capital Structure Management

Stage: |

The first stage of traditional approach begins with the introduction of debt in the total
capital. Initially (Pandey, 1981, p. 31), the cost of equity (Ke) remains constant or rises
slightly with the use of debt fund and it does not increase fast enough to offset the
advantage of low cost debt. During this stage, the cost of debt (Kd) remains constant or
rises negligibly since the market views the use of debt as a reasonable policy. As a result,
the value of the firm (V) will increase or the overall capitalization rate (Ko) falls with
increase in leverage. This implies that, within acceptable limit of debt, the average cost of

capital will decline with leverage.

Stage: 1l
Once the firm has reached a certain degree of leverage, further application of debt have a
negligible effect on the value of the firm or the overall cost of capital to the firm. This is

because the increase in cost of equity offsets the advantage of low cost debt. Within the
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range of such debt level or tat a specific point, the value of the firm will be maximum or
the cost of capital will be minimum (Pandey, 1981:31).

Stage: 11
Beyond the acceptable limit of leverage, the value of the firm decreases with leverage or
the overall cost of capital increases with leverage. This happens because the cost of
equity increases by more than enough to offset the advantages of low cost debt (Pandey,
1981: 31).

The overall effect of these three stages suggests that the cost of capital and the value of

the firm are the functions of leverage and there exists optimal capital structure.

2.3.2 Contemporary Theories

A comprehensive analysis of capital structure was revealed in 1958 when Franco
Modigliani and Merton Miller (generally referred to as M-M) published an article on the
issue of capital structure relevancy. The article is considered to be the most significant
work in financial research ever published. The major aspects of their theory are discussed

below:

a. M-M Theory without Taxes

Modigliani and Miller (M-M) support the relationship between leverage and cost of
capital that explained by NOI approach. They argue that in the absence of taxes, total
market value and cost of capital of the firm remain invariant to the capital structure
change. “They make a formidable attack on the traditional position by offering behavioral
justification for having the cost of capital (Ko) remains constant throughout all degree of
leverage” (Solomon, 1963: 92). M-M contained that the cost of capital is equal to the
capitalization rate of pure equity stream of income and the market value is ascertained by
capitalizing its expected income at the appropriate discount rate for its risk class. The M-

M cost of capital hypothesis can be best expressed in terms of their propositions I and II.
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However the following assumptions regarding the behavior of the investors and capital
market, the action of the firm and the tax environment are crucial for the validity of the
M-M hypothesis.

e Securities are traded in perfect capital market situations.

e Firms can be grouped in the homogeneous risk class.

e Dividend payout ratio is 100 percent.

e Corporate income tax does not exist.

¢ Investors have homogeneous expectations about expected future corporate earnings

also the riskiness of their earnings.

e The variance of return may differ from investor to investor.

Proposition |

The M-M proposition | states that the market value of a firm is independent of its capital
structure. It is because the value of the firm is determined by capitalizing the net
operation income (NOI or EBIT) at a rate appropriate for the firms risk class.

Accordingly, the value of firm is obtained by:
_ Noi
- Ko
Where,
V = Value of the firm
NOI = Net Operating Income

Ko = Risk adjusted capitalization rate

The M-M proposition | also implies that the weighted average cost of capital (Ko) to any
firm (i.e. levered or unlevered) is completely independent of its capital structure and
equal to the cost of equity (Ke) to an unlevered firm in the same risk class. Thus, there is
no relationship between the value of a firm and the way its capital structure is made up,

nor there is any relationship between the value of a firm and the way its capital structure
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iIs made up, nor there is any relationship between the average cost of capital and the

capital structure. It is identical to the NOI approach.

Proposition |1

The proposition 1l states that the cost of equity rises proportionately with the increase in
the financial leverage in order to compensate in the form of premium for bearing
additional risk arising from the increased leverage. In other words, for any firm (i.e.
levered or unlevered) in a given risk class the cost of equity (Ke) is equal to the constant
average cost of capital (Ko) plus a premium of financial risk which is equal to debt equity
ratio times the spread between constant average cost of capital (Ko) and interest rate
(Kd). It can be expressed as follows:

Ke = Ko + (Ko — Kd) D/E

Where,
Ke = Cost of equity
Ko = Average cost of capital
Kd = Cost of debt or interest rate
D/E = Debt Equity ratio

The validity of proposition 1l depends upon the assumptions that Kd will not increase for
any degree of leverage but in practice Kd increases with leverage beyond a certain
acceptable level. However, M-M mention that even if Kd is functions of leverage, Ko
will remain constant, as Ke will increase at a decreasing rate of compensate (Pandey,
1981:40). Thus, taking both the propositions | and Il together, the M-M theory in the
absence of taxes contends that the overall cost of capital as well as the value of the firms
are independent of capital structure. The theory in a tax free world is identical to the NOI
approach. In other worlds, the value of levered firm (VL) is equal to the value of an
unlevered firm (V) in the same risk class i.e. V.= Vy (Pradhan, 1992: 363).
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b. M-M Theory with Taxes

At first, M-M assume that the corporate tax do not exist and said that cost of capital and
the value of firm are independent to the capital structure decision. This assumption was
not valid. In reality, there exist corporate taxes and interest on debt is deductible for the
purpose of the tax calculation. It means the after tax net income increases by the amount
of tax benefit resulting in an increase in the value of firm by the same amount. It can also

be shown in the proposition | and II.

Proposition |

As per proposition | the value of a firm is determined by capitalizing the net operating
income before tax at a rate that is appropriate to its risk class. Where tax is considered,
interest payment on debt makes a tax saving since interest is dedicated from net income
for the tax calculation. Thus the value of levered firm will be more by the present value
of debt tax shield than that of unlevered firm. In other words, the value of levered firm is
equal to the value of unlevered firm plus present value of debt tax shield. This can be
shown in equation.

VL=Vu+TB

Where,
VL= Value of levered firm.
Vu = Value of unlevered firm.
T = Tax Rate
B = Amount of Debt

Thus, M-M proposition | with taxes indicates that V. > Vuy and suggests that a firm’s

value rises continuously as it moves from zero debt to 100 % debt. It can also be

presented through the figure below.
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Figure 2.7 M-M Theory with Tax: Proposition

}__>Value of Tax Shield

VX

Value of Firm

D/E Ratio

Source: Gautam, , & Thapa, . (2008). Capital Structure Management

Proposition 11

“The M-M proposition Il states that the cost of equity of levered firm (Kev) rises with
leverage ratio to compensate for the additional leverage risk while the cost of debt
remains constant because the debt is assumed to be risk less” (Pradhan, 1992: 369).
Accordingly the cost of equity is calculated as follows:

KeL = Keu + (Key — Kd) (1-T) D/E

Where,

Kec = Cost of equity of levered firm.

Keu = Cost of equity of unlevered firm.

Kd = Cost of debt

T = Tax Rate

D/E = Debt Equity Ratio
It indicates that the cost of equity increases with D/E ratio. On the other hand, the tax
deductibility of interest on debt lowers the cost of debt but still remains constant
irrespective of debt-equity ratio. This reduction in the cost of debt as result of tax saving
outweighs the increased cost of equity, forcing the average cost of capital (Ko) to decline

with every unit of additional debt financing. As a result, the weighted average cost of
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capital of the firm does not remain unchanged when there is a change in D/E ratio. This
can be seen from below equation.
KoL = Ke (E/V) + Kd (1 -T) D/IE

Where,
Ko. = Overall cost of capital of levered firm.
KeL = Cost of equity of levered firm.
E = equity amount.
V = Total Value
T = Tax Rate
D/E = Debt Equity ratio

From the above equation it is clear that the cost of equity increases with D/E ratio, the
average cost of capital decreases continuously until it reaches to the level of cost of debt
at 100 % debt financing.

Thus it can be concluded that the M-M theory with taxes is identical to NI approach,
which says that the value of firms increases with every additional unit of debt financing.

As such, the theory suggests that it is always better to have maximum debt financing.

2.4 Review of Empirical Studies
There are numerous studies carried out on capital structure. So, it is out of the scope of
this study to review all empirical studies. Therefore, some important and related studies

are reviewed in this section.

Modigliani and Miller (1958) in their first study, they used the previous work of ‘Allen
and Smith’ in support of their independence hypothesis. In the first part of their work,
MM tested their proposition I the cost of capital is irrelevant to the firm’s capital
structure, by correlating after tax cost of capital, with leverage, B\V. They found that the

correlation coefficient is statically in significant and position in sign. The regression line
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does not sauciest a curvilinear, ‘u’ shaped cost of capital key of traditional view, and then
the data are shown in scatter diagram. In the second part of their study, they tested their
proportion Il, the expected yield on common shares, is a linear function of debt to equity
ratio. The second part of their study is consistent with their views, i.e. if the cost of

borrowed funds increases, the cost of equity will decline to offset this increase.

Modigliani and Miller (1963) conducted their second study with correcting their
original hypothesis for corporate taxes and expected cost of capital to be affected by
leverage for its tax advantages. They therefore wanted to test whether leverage had tax
advantages or not. For this, they conducted the mathematical analysis regarding the effect
of leverage and other variables only because of the tax advantage involved. Finally they
concluded that their findings are in agreement with the hypothesis that the leverage factor

is significant only because of the tax advantage involved.

Barges (1963) improved some of the limitations of M-M’s empirical works and
conducted the most comprehensive and meticulous test of M-M hypothesis. Like M-M,
this study analyzed the relationship between the average cost of capital and leverage, and
between the stock yield and debt equity ratio. For the purpose of study, cross sectional
data from three different industries were used. They are: Railroad, Departmental Stores
and Cement Industries. In this study, direct tests and yield tests were used to examine the
validity of the independent hypothesis. Direct tests were made on the relationship
between the average cost of capital and the total market value while yield tests were
made to determine whether yields increase from zero debt up to some moderate debt
range. To test stock yield hypothesis, the following two models were used:

Y=a+bX;

Y =a+bX

Where,
Y = Stock Yield
X1 = Long term debt/preferred stock plus common equity

[27]



Xz = Long term debt plus preferred stock/common equity

For railroad industry, 61 samples were selected and performed both yield as well as the
average cost of capital test. The results were obtained as follows:
Model I: Y =11.36 + 0.0194 X, R=0.173
Y =10.80 + 0.02386 X R =0.293

Likewise, from the sample size of 63 departmental stores, the following results were
obtained:
Model I: 'Y =10.077 +0.0497 X1 R =0.068
Y =10.21 + 0.03756 X R =0.056
Finally, from the sample size of 34 cement industries, the following results were
obtained:
Model I: Y =9.01 - 0.0107 X; R =0.068
Y =7.79 +0.0016 X; R =0.018

The results show that in all the cases, the correlation coefficients are not statistically
significant at 5 % level of risk. Thus this study conclusion supports the traditional view.

Weston (1963) conducted the research work on ‘A Test of Cost of Capital Proposition’.
This study made some important improvement in the cost of capital model. Firm size and

growth as additional explanatory variables were used in the model.

In this study the regression co-efficient of leverage found to be positive and significant,
when using MM model. However, by running the multiple regressions, it was found that
the correlation coefficient is significant and the regression coefficient is negative and
significant. When the influence of growth is isolated, leverage is found to be negatively
correlated with the cost of capital. So, Weston concluded that the apparent lack of
influence of leverage on the overall cost of capital observed by MM was due to the

negative correlation of leverage with earning growth.
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Weston also tested MM proposition Il. When Weston used the MM model, the results
were found to be consistent with their results i.e. cost of equity is the linear function of

debt equity ratio.

Wippern (1966) conducted a empirical analysis to determine the relationship between
equity capitalization rates and leverage, by running regression on the data of 50 firms
from seven manufacturing industries in the year 1956, 1958, 1961 and 1963. Multiple
regression analysis of the sample firm data was performed for each of the cross-section

years using the equation:

Y = a + by leverage + b2 growth + bz payout + bs log size + bs... b1 industry dummy
variables.
Where,

Y represents earning price ratio.

The regression equation clearly shows that equity yields and leverage are linearly related.
But the rate of increase is not as great as to justify the M-M hypothesis. The general
conclusion therefore is that shareholder’s wealth can be enhanced by a judicious of debt.
In other words the value of the firm can be maximized by proper mix of debt in the

capital structure of the firm.

Sharma and Rao (1967) conducted the test of M-M hypothesis on the influence of debt
on the value of a firm to a non regulated industry. They argued that estimate of cost of
capital arrived at through this model will be accurate only when their hypothesis on debt
and dividends are correct, this is an essential condition for the employment of this model.
For the study purpose, they used a sample of 30 engineering firms for three years (i.e.
1962, 1964 and 1965) and calculations were made exactly the same ways that made by
M-M with two expectations. They experimented with total assets and sales for deflecting
the variables and the results were meaningful when fixed of total assets were used as the

deflector. They argued that when the growth rate total assets were used as the deflector.
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They argued that when the growth rate of total assets or of fixed assets was used as the
growth variable, the results were somewhat inconsistent with economic reasoning.

They therefore took the earnings growth rate as the growth variable this would take in to
account growth of earnings due both to the utilization existing capacity and to the

additional of new capacity. They used the following equation:

1% 1)?t—tﬁ+ 21+ 3A)?t—t§+ 4D+M
F-YTF G ETE T WF
Where,

V = Value of firm

F = Fixed assets used as deflector to reduce hetroscedasticity.

Xt — tR= Expected tax adjusted earnings.

AXt — tR = Growth rate of tax adjusted earnings times’ current tax
adjusted earnings.

D = Debt.

They also used two stages least square as a method of arriving at the true expected future
earnings. In their study, they found the co-efficient of debt variables to be more than the

corporate income tax rate.

Finally, the study supports the traditional view and concluded that value of firm and cost

of capital is affected by debt, apart from its tax advantage.

Hamada (1972) conducted a study on the effect of the firm’s capital structure on the
systematic risk of common stock. The study took the sample of over 304 firms and
analyzed 20 years of study period. In this study different four procedures were used. Such
as M-M valuation model approach, regression between the observed systematic risk of a

stock and a number of accounting and leverage variable, the measurement of the
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systematic risk before and after a new debt issue and assuming the validity of M-M
approach. The Chi-square test was also used in the study.

Performing such a various tests, it was concluded that if the M-M corporate tax leverage
proportions are correct, then approximately 21 to 24 % of the observed systematic risk of
the common stock can be explained merely be added financial risk taken or by the
underlying firm with its use of debt and preferred stock. Both in pricing model and the
M-M theory, borrowing from whatever source while maintaining of fixed amount of

equity increase the risk to the investors.

Pandey (1981) tried to test the M-M approach in the developing economy with taking the
sample from four different utilities; i.e. cotton, chemicals, engineering and electricity
from Indian market. This study made same improvement in the model derived by M-M
and used multiple regression equation for the year 1968, 1969 and 1970. For the pooled
data of the three cross sectional years, the improvement was made on the measurement of
leverage and added earning variability and liquidity as risk measure variable in the

regression equation. In the study two types of leverage was used which are as follows:

e The debt to total capital ratio; i.e. L1 = D/V
e The debt to equity ratio; i.e. L> = D/S

The two ratios were measured with or without preference share capital in the debt
portion. Both leverage were computed at book value and included short term loan as a
part of leverage (debt). For the analysis purpose, the following regression equation was
used for each industry.

Ko =a+biL; +b2Log S + bz G + bs D/P +bs Liq. +bs E/V + u

Where,
Ko = Average cost of capital.

L. = Leverage 1
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S =Size

G = Growth

D/P = Dividend Payout Ratio
Lig. = Liquidity Ratio

E/V = Earning Variability

u = Random disturbance term

In the above regression equation, the average cost of capital is regressed with both the
measure of leverages; i.e. debt to total capital and debt plus preferred stock to total capital
with other exploratory variables and the results were consistent with the traditional view

that the average cost of capital declines with the increase in debt in financial structure.

The study further tried to test the use of leverage can increase the market value of the
firm or lower the cost of capital, due to the tax deductibility of interest charges. The tax
adjusted stock yield is regressed with leverage and other exploratory variables. The

equation was as follows:

%:aw biL + boLog S + bs G + bs D/P +bs Liq. +bs E/V +u

Where,

X"® - Tax adjusted stock yield of the firm.

In this model pooled data from three industries were used, they are cotton, chemicals and
engineering, and found the co-efficient of both measure of leverage were significant and
negative in sign. Therefore the result supported the traditional belief. Pandey further
studied to determine the relationship between leverage and cost of equity with other

exploratory variable. The empirical model that employed in the study was:

Ke=a+bil> + boLog S + bs G + bs D/P +bs Liq. +be E/V +u
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Where,

Ke = Cost of equity

L. = Leverage 1

S =Size

G = Growth

D/P = Dividend Payout Ratio
Lig. = Liquidity Ratio

E/V = Earning Variability

u = Random disturbance term

Leverage was measured in two ways. The first leverage variable considered the

preference capital as a part of equity capital.

A LTD+STD+PC
l.e. Li=————
EC+PC

The second measure of leverage variable treated it as a part of debt capital.

i LTD+STD+PC
I.e. Lo=——7-—
EC

Where,
LTD = Long term debt
STD = Short term debt
PC = Preference Capital
EC = Equity Capital

The result of this model was also consisted with the traditional approach. The cost of

equity decline with leverage at acceptable range of debt and then starts to increase with

increase in debt level in capital structure.
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Shrestha (1985) conducted a study about "Capital Structure in Selected Public
Enterprises”. For the study purpose ten public enterprises of Nepal was taken. The study
is basically focused on three aspects; firstly, providing the conceptual base and the
determinants of capital structure, secondly, analyzing the capital structure so far devised
in selected public enterprises and finally suggested the possible measures to overcome the

capital structure problems.

To conduct the study, ratio analysis was used as analytical tools. The study concluded
that the selected public enterprise under study had very confusing capital structure since
objective based financial plans and policies do not guide the corporations. The study
further added that many instances aphorism become the basis of capital structure and in
also most of them want to eliminate debt if possible. Again Shrestha added that there
were neither the public enterprises nor HMG had developed any criteria in determining
capital structure nor this is the reasons as to why debt equity ratio becomes a ticklish
problem. Finally study suggested that the debt equity ratio should be maintained properly.
Highly levered company creates more financial obligation that lie beyond the capacity to
meet, nor should it be much low levered to infuse operational lethargy to bypass

responsibilities without performance.

Pradhan (1999) tried to examine the valuation of firms whose shares are traded in the
Nepalese Stock Market, using pooled cross section data of 29 companies from 1994 to
1999 with a total of 93 observations. It attempts to determine relative importance of
dividends and retained earnings in determining market price of shares. A majority of
earlier studies conducted in USA mostly indicate that retained earning effect is more than
the dividend effect given investment opportunities. A study of Indian evidence shows that
their stock market has also started recognizing the impact of retained earnings. This study
investigates these implications in the context of Nepal and finds only limited support for
it. This result indicates the customary strong dividend and very week retained earning

effect on market price of share. The study shows a predominant influence of dividends
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and an absence of retained earning effect on share price. Dividends are found relatively
more attractive among the Nepalese stockholders. They are therefore not indifferent

toward dividend and retained earnings.

The findings indicate that share value is affected by dividends payments. This finding is
consistent with the existence of net preference for current dividends as opposed to capital
gains. There is an indication that a somewhat higher investor valuation may be placed on
dividends than on retained earnings. To the extent that this conclusion is valid, it is
possible that management might be able, at least in some measure, to increase in stock
price by raising dividends. However opposite may be true in growth companies where
management might be able to increase share price by greater retention of earning that
could not be revealed by this study.

Thus it may be pointed out that dividend payment is more important as compared to
retained earnings in Nepal. If the company retains more earnings, the market price of
share may be decline. In this connection, it may be interesting to conduct a similar study
at different points in time to ascertain whether importance of retained earning has

increase over a period of time.

2.5 Review of Thesis
The number of studies has been carried out on capital structure by the students of
management to fulfill the requirement for the master degree in management. Therefore

this section deals with the review of those theses which are related to the topic.

Adhikari (1991) conducted the empirical study on “The Effect of Capital Structure on
the Cost of Capital”. The study analyzed the M-M propositions in the Nepalese context.
Researcher used simple as well as multiple regression equation to test the relationship
between cost of capital and capital structure with other exploratory variables. For the

study purpose, five listed finance companies were selected and their data from 1976/77 to
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1988/89 was taken. Researcher used the multiple regression equation for the analysis.
The equation was as follows:
Ko=a+ biL: + boLog S + bz G + ba D/P +bs E/V +bs Lig.

Where,

Ko = Average cost of capital.
L: = Leverage 1

S = Size of the company

G = Growth

D/P = Dividend Payout Ratio
E/V = Earning Variability
Lig. = Liquidity Ratio

The result of the study showed that the cost of capital is the function of leverage. So the

study supports the traditional view.

Khatri (1998) conducted a research on™ Capital Structure and the Cost of Capital of
Nepalese Listed Companies™ with the objective of testing relationship between cost of
capital and capital structure, and between cost of equity and capital structure in selected
listed companies. The study was based on five years pooled data of four banking and
finance companies, and eight manufacturing and trading companies. Researcher used
simple as well as multiple regression models as the tool of study. On the study, researcher
found that the regression coefficient of leverage against cost of capital were negative on
manufacturing and trading sector, and positive on banking and finance sector. In addition
the t-value showed the beta coefficients were not statistically significant in both sectors.
Finally, researcher concluded that there were not strong enough to established
relationship between cost of capital and capital structure and with other exploratory

variables. It was also concluded that the capital structure composition of Nepalese listed
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companies were confusing and determined without considering the capital structure

theories.

Ghimire (1999) studied on “The capital Structure and cost of Capital; Comparative
Study between Trading and Manufacturing, and Banking and Finance Sector”. The study
tried to test whether the cost of capital declines with leverage or not in Nepalese firms
and how does leverage affect the cost of equity in Nepalese situation. Researcher used
simple and multiple regression approaches as analytical tools. For the study purpose,
seven years data from 1989 to 1996 was taken. The study showed that the simple and
multiple regression coefficients and average cost of capital were negative with leverage,
size, growth and dividend payout ratio, and positive with earning variability and liquidity.
Hence, researcher concluded that the study does not support the M-M’s independent

hypothesis. However, the results were not enough to support the traditional belief.

Khaniya (1999) conducted a study on “Leverage and Value of the Company” with the
objective of testing the impact of leverage on the value of selected listed companies. For
the study purpose, twelve companies were selected from different sectors; i.e. seven
companies from manufacturing sector, two from hotel industry, two from trading
companies and on from others. Researcher used simple and multiple regression models as

the tool of the study. The models were:

L -a+bl+ boLog S + bs G + bs DPR +bs E.V. +bs Liq.

TA

Where,
V = Market value of the company
TA = Total Assets or book value of the company
L = Leverage
S =Size
G = Growth Rate
DPR = Dividend Payout Ratio
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E.V. = Earning Variability
Lig. = Liquidity
And,

V—tD

- -at b:L + boLog S + bz G + bs DPR +bs E.V. +be Liq.

The second model was used to test the corrected M-M proposition that the value of the

company increases by the tax benefit on interest payment.

Researcher used the ratio of total value of the firm to total assets as dependent variable.
From the calculation it was found that in manufacturing sector, the correlation coefficient
and simple and multiple regressions both for tax ignoring and tax adjusted, gives the
positive relations of leverage with market value of the company. But the t-value was
being small. Hence it cannot be conclude that the empirical result absolutely agree with
the traditionalist view. But the result is nearly to the traditional approach. Likewise the
correlation coefficient of leverage were negative and significant both simple and multiple
regression and for tax ignoring and tax adjusted market value of the company in hotel and
transportation sector which indicates that the use of debt in capital structure minimizes

the market value of the company.

Pokharel (2011) conducted a case study on "Capital Structure Management Of Buddha
Air Private Limited" with the objective of effective mobilization of the accumulation of
capital to improve the perfect situation to test and analyze the capital structure,
profitability, relationship between cost of equity and capital structure and to analyze the
related variables of capital structure such as debt equity ratio, cost of equity, earning per

share and etc.

The objectives of this study are as follows:
e To study the capital structure of the company.

e To find out the effect of capital structure on profitability.
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To test the relationship between cost of equity an capital structure

The major findings of the study are as follows:

The D/E ratio of Buddha air has fluctuating trend.

The greater ratios show firms success in exploiting debt to more profitable. The
greater ratio indicated the firms both success and riskier.

The greater ratio of total capital debt to total capital implies the high riskiness.

The net profit ratio of BA is in fluctuating trend in previous year and constant in
the year 2066 and 2067.

The ROA of BA is in fluctuating trend. The average ROA is 6% which means BA
has earned 6% as a employing its total asset.

The EPS of BA is in fluctuating trend.

The value of BA is in fluctuating trend during the period. The optimal capital
structure that is long term debt and equity maximizes the market value of the
company and minimize the overall cost of capital.

The overall total capitalization of the Buddha Air is very low which means that the
company has made very minimum EBIT. And the equity capitalization of Buddha
Air is in fluctuating trend.

By ranking different source of financing alternatives they prefer the preferred
retained earnings as the first alternative. They followed debt after retained earning,

common stock and preferred stock at last.

Dahal (2012) conducted a study on "Capital Structure Management Of Selected

Manufacturing Companies Listed On NEPSE" with the objective to examine the capital

structure of selected company, to access the debt capacity of selected companies, and

to analyze the cost of capital and return on capital in relation to the capital employed

and relationship between capital structure and cost of capital.
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The major findings of the study are as follows:

As the manufacturing companies have low debt equity ratio, it implies greater
claims of owner than creditor. The high portion of the equity provides a large
margin of safety of them. The prospectus of company says that the debt equity of
the manufacturing company will not be more than 1:1. From the share holder point
of view it is not better to have more debt equity. Some companies who are not
using debt in their capital structure will have to pay a large amount as tax as they
do not get the opportunity of tax benefit on interest that will definitely decrease
their profit also.

The total debt to net worth of BNL considerable position. However NLOL has
high long term debt, to earn maximum profit in future.

The interest coverage ratio of NLOL has very low, but also in increasing trend.
Moreover the interest coverage ratio of BNL has very high. It can improve
financial position. Interest coverage ratio measure the ability of firm to meet its
annual interest payment. So high ratio shows that affirm can pay the interest
easily. Therefore, increasing trend is favorable.

Increasing ratio of ROA is favorable from which the firm can generate high profit.
ROA measure return on the entire firm's asset after interest and tax.

Profit margin on sales is the ratio of net income available to common stockholder
on sales. This indicates the company should make such policy to earn high amount
of profit from the sale revenue by increasing operating efficiency.

The ROE of BNL is higher than NLOL. The invester of the BNL is getting more
return from their investment. NLOL has low ROE on average; it cannot give
return to investor.

There is negative relationship between NP and LD, NP and LTD and ROE and
debt ratio. So the manager should maintain proper management of capital

structure.
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Nepal (2012) conducted a study on "Comparative Study Of Capital Structure

Management Of NABIL B/Ank Ltd And Nepal Investment B/Ank Ltd" with the objective

to analyze the capital structure of NABIL B/Ank and Nepal investment B/Ank limited, to

analyze the relationship of the capital structure with various important variable such as

earning per share, dividend per share and net worth, to provide a workable suggestion

and possible guideline to overcome various issues on finding of NABIL B/Ank and Nepal

investment B/Ank limited and different sources of capital structure of two B/Ank.

The major findings of the study are as follows:

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

The trend of the total deposit index and net worth index is in increasing trend but
changing percentage of both B/Anks total deposit and net worth are in fluctuating
trend and sometimes it becomes negative also.

The capital structures of both B/Anks are good. Total deposits to total liabilities of
both B/Anks are in fluctuating and increasing trend.

Both B/Anks have more debt equity ratio (DER) i.e. greater claim of creditor than
owner, which shows that the B/Ank have somehow able to reduce the claim of
creditor than that of owner. 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 than in NIBL.

The EPS of NIBL is in decreasing throughout the study period. The EPS of
NABIL is recorded higher than NIBL in every period of the study. In comparison,
NIBL has lower average EPS than NABIL. The coefficient of variations is higher
EPS of NABIL than that if NIBL.The number of share outstanding and low
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earning in middle fiscal year of the study period might be the factor of decreasing
EPS of NIBL.

The DPS of both B/Anks are decreasing and fluctuating throughout the study
period. The decrease in the DPS of the B/Ank indicates that the B/Ank had low
earning during that period in comparison to the previous year. The shareholders of
the B/Ank have not satisfied in terms of low cash dividend distributed by the
B/Ank.

DPR of NABIL is decreasing and fluctuating in the first five year of the study
period due to distribution of bonus share in spite of cash dividend. It was increased
in the later FY due to high earning per share than previous fiscal year.

The correlation coefficient between MPS and DPS of NIBL becomes negative and

others is positive.

Bista(2009) conducted a comparative study about two hotels yak & yati and Soaltee

which is entitled "An Impact of capital structure on profitability”. He has found that to

provide maximum return to shareholder an to increase the value of the firm, the firm has

to focus on profit which is one of the successful planning its optimal capital structure.

The major objectives of the study are as follows:

To examine the capital structure, financial leverage and other relevant variable of
hotel Yak & Yati and Soaltee.

To examine the strength and weakness of the hotel Yak & Yati and Soaltee.

To study and analyze the capital structure decision.

To know about the relationship between long term debt and equity capital.

The major findings of the study are as follows:
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e The company provides maximum return to the shareholder and to increase the
value of the firm, the firm has to focus on profit which one of the successful firm
in planning its optimal capital structure.

e The debt to equity ratio in terms of long term debt and shareholders equity both
hotels D/E ratio are not higher according to the standard ratio which constitute 1:1.

e ROE of both hotels is having once higher profit margin but it is impossible to get
high profit margin every time.

Pradhan (2010) has carried out a study on “capital and profitability" a comparative case
study between NIBL and SBI B/Ank. The capital structure of both B/Anks are highly
levered, it is difficult for them to interest and principal that may ultimately lead them to
liquidity and B/Ankruptcy. There is no significance relationship between debt and equity

ratio in terms of fixed deposit to net worth and overall capitalization of both B/Anks.

The objectives of the study are as follows:
e To study and analyze the capital structure decision of NIBL and SBI B/Ank.
e To access the trend of change in capital structure of NIBL and SBI B/Ank.
e To evaluate the strength and weakness of the NIBL and SBI B/Ank.

The major findings of the study are as follows:
e There is no significance relationship between debt and equity ratio in terms of
fixed deposit to net worth and overall capitalization rate of the B/Ank.

e As compared to the shareholder equity and trend of the debt equity ratio was

increased every year.

e The study will have significance for management, policy maker, stakeholder of the

B/Ank and other those having interest on capital structure decision.
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From the review of above empirical works, it is found the ambiguous relationship
between capital structure and value of the firm. That means it is not clear that the volume
of debt part in capital structure is affect the value of firm or not. So, further examination

in the topic is needed.

2.6 Research Gap

There are various researches have been done in capital structure management of
manufacturing industries, hotels, banking and insurance sectors. But very little
researches have been done in capital structure on manufacturing, trading and non-
manufacturing sectors at a one research. It has studies about the sample for whole
manufacturing, trading and non- manufacturing sectors. Most of the researches are
done in the name of capital structure management but the little is done in its effect on
firm's value. So the researcher have selected varies manufacturing, trading and non-
manufacturing companies listed in NEPSE.

So the researcher has chosen this topic throw light on capital structure management
and its effect on firms value of listed companies in NEPSE. The researcher uses financial
as well as statistical tools like ratio analysis, mean, standard deviation, correlation,

regression and multiple regression analysis to fulfill the objective of the study.
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CHAPTER- 111
RESEARCH METHODOLOGY

3.1 Research Design

Research design is a master plan specifying the methods and procedures for collecting
and analyzing the needs information (Zikmund, 2007). To fulfill the objectives of this
study, descriptive and analytical research design has been followed. Descriptive approach
has been followed for conceptualization of the problem whereas analytical approach has
been followed to analyze the effect of debt use in capital structure on the value of the

firm.

3.2 Nature and Source of Data
This study is based on secondary data. Most of the data are collected from Security Board
and Nepal Stock Exchange. Beside these the data are also collected from annual reports

of respective companies, websites, previous research studies, thesis, articles and so on.

3.3 Population and Sample Size

For the purpose of this study, population has been defined in term of the number of
companies listed to NEPSE as on Jan, 2013. As on this date, the total numbers of such
companies are 224 which have falling in different nine groups- commercial banks (32),
developments banks (78), Finance (64), insurance (21), manufacturing and processing
(18), hotels (4), trading (4), hydro (4) and other (2). Of these, depending on availability of
information, 10 listed companies- 5 manufacturing and processing and 5 non-
manufacturing (2 trading & 3 hotels) were sampled for this study. The names of selected

companies are shown in table 3.1.
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3.4 Period of the Study
The periods of study for selected companies are not homogeneous due to the data
problem. The study period varies company to company. The table 3.1 shows the sample
companies and their study periods.
Table 3.1
Sample Size and Study Period

Sector S.N. Company Name Years Study Period
From To
Manufacturing 1 | Nepal Bitumin and B/Arrel Udyog Ltd. 2063/64 | 2067/68 5Yrs
2 | Bottler's Nepal Ltd. 2064/65 | 2068/69 5Yrs
3 | Jyoti Spinning mills Ltd. 2063/64 | 2067/068 5Yrs
4 | Gorakhkali Rubber Udhyog Ltd. 2063/64 2067/68 5Yrs
5 | Nepal lube Oil Ltd. 2063/64 | 2067/68 5Yrs
Non-Manufacturing 6 | Bishal Bazar Co. Ltd 2063/64 | 2067/68 5Yrs
7 | Salt Trading Corporation Ltd. 2063/64 2067/68 5Yrs
8 | Soaltee Hotel Ltd. 2064/65 2068/69 5Yrs
9 | Taragaun Regency Hotel Ltd. 2063/64 2067/68 5Yrs
10 | Yak & Yeti Hotel Ltd. 2063/64 2067/68 5yrs

3.5 Tools Employed
To get the solution of the objectives which are set in chapter one, the statistical and
financial tools are employed. In this study, simple correlation, simple regression and

multiple regression models are used as analytical tools.

Model |

In this model, the ratio of total market value of the company and total assets is regressed
against each of the selected explanatory variables such as leverage, size, growth, dividend
payout ratio, earning variability and liquidity.

The equations are as follows:
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VITA=a+DbiL
VITA =a+boLog S
VITA =a+ bsG
VITA =a+ bsDPR
VITA =a+ bsEV
VITA =a + bsLiq.

Where,
V = Market value of the company
TA = Total Assets or book value of the company
L = Leverage
Log S = Size of the company
G = Growth Rate
DPR = Dividend Payout Ratio
EV = Earning Variability
Lig. = Liquidity

The expected signs of these beta coefficients are: b1, by, bs, ba, bs >0 & bs <0

Model 11

The ratio of the company’s market value and total assets or book value is regressed
against leverage and with other explanatory variables in this second model. The
justification for this model is that the value of the company would depend on leverage,
size, dividend payout ratio, earning variability and liquidity. The equation is:
VITA=a+biL +b2Log S + bsG + hsDPR + bsEV + beL.iq.

The notifications and expected signs of beta coefficients are similar as above.

Model 111
This model is used to test the corrected proposition of Modigliani and Miller that the
value of the company increases by the tax benefit on interest payment. In this model, the
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ratio of tax adjusted market value and total assets is regressed against leverage variable
together with other explanatory variables i.e. size, growth, dividend payout ratio, earning
variability and liquidity. The equation is:

(V-tD)/TA=a+ biL + bzLog S + b3sG + bsDPR + bsEV + beLiq.

Where,

tD = Present value of annual tax saving

The beta coefficient must not significantly different from zero for supporting the M-M
corrected proposition. The notification and the expected signs of beta coefficients are
similar as above. The corporate tax rate is assumed 30 % for both manufacturing and non

manufacturing sectors.

3.6 Description of Variables

The model itself does not give clear cut information about the relationship of these
variables. The concept and measurement of variables takes significance to know and
analyze the relationship clearly. Thus this section deals with description of the variables

used in above models.

The ratio of market value and book value (total assets)

It is the dependent variable taken as the ratio of the company’s market value and the book
value (total assets) of the company to eliminate the variation on the market value due to
the different size. The market value of the company is numerator and of the dependent
variable calculated by taking the sum of total liability (excluding equity capital) and
market price per share times the number of equity share. It can be shown in equation:

V =TL + MPPS x N

Where,
TL = Total Liability
MPPS = Market Price per Share

N = Number of equity shares
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The total asset of the company is the enumerator of the dependent variable taken the

totality of the assets side of the B/Alance sheet.

Leverage (L)
The most important variable which affects the market value of the company is leverage.
It is calculated by dividing the long term debt by sum of long term debt and net worth of

the company which is shown below:

— LTD
(LTD+NW)
Where,
L = Leverage
LTD = Long Term Debt
NW = Net Worth

We exclude the short term debt while calculation the leverage because the present value
of expected tax shield on short term debt is not reasonably significant and difficult to
calculate due to the data problem. The net worth amount is the accumulated loss adjusted

amount.

Size (Log S)

The nature logarithm of capital employed at the B/Alance sheet value is used as a
measure of the company’s size. The capital employed comprises of net worth plus long
term debt. Most of the investors prefer to invest in large companies because the large size
companies can manage the risk efficiently, they have recognition in the capital market,
they use the assets efficiently and they provide wide marketability of their share. The
preference of investors for large size companies makes a positive correlation between

valuation and size of the company.
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Growth (G)

Generally investors prefer growing companies to invest. The growing companies indicate
the optimum utilization of assets and managerial excellence. So, the growth rate is
correlated with the market value of the company. The expected growth is measured by

following equation:

G= AcAcr)
At—1

Where,
G = Growth Rate
A: = Total assets in cross sectional year

A1 = Total Assets in one year before

Dividend Payout Ratio (DPR)
A widely held belief is that the share holders give more emphasis to dividend than to
retain the earnings. The dividend is positively correlated with value of the firm. The

dividend payout ratio is calculated by dividing the dividend per share by earning per

share. i.e., DPR = Drs
EPS

Where,
DPR = Dividend Payout Ratio
DPS = Dividend Per Share (proposed cash dividend to no. of share)
EPS = Earning Per Share

Earning Variability (EV)

Earning variability is a kind of business risk which affects the value of the firm. Investors
prefer less risky business that has stable earning. So, the value of the firm is negatively
correlated with earning variability. The measure of earning variability is a ratio of
standard deviation and mean of net operating income (EBIT). Thus, this ratio is the

coefficient of variation of net operating income.
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Liquidity (Liq.)

Liquidity measures the short term risk in the company. High liquidity affects the earning
adversely and low liquidity is more risky. Liquidity also affects the market value of the
company through the earnings and risk. Since liquidity is taken as the short term risk, it
correlates positively with the value of the company. It is calculated dividing the current

assets by current liabilities.
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CHAPTER - IV
PRESENTATION AND ANALYSIS OF DATA

The previous three chapters including Introduction, Review of Literature and Research
Methodology have already provided an explanation to justify the study of this kind to
show how capital structure or the proportion of debt used in Capital Structure can affect
the market value of the firm. For testing the impact of capital structure on the value of the
Nepalese listed companies. We empirically analyze the data taken from the different two
sectors. They are manufacturing sector and non-manufacturing sector include hotels and
trading companies. As mentioned in third chapter, the correlation and regression models

of statistics are used for the analysis of the data.

4.1 Means and Standard Deviation of Variables
The mean and standard deviation of all variables used are presented in table 4.1 and table
4.2 respectively for manufacturing sector and non-manufacturing sector i.e. hotel and

trading sectors.

Table 4.1
Means and Standard Deviations of the Variables for Manufacturing Sector

Descriptive Statistics

Variables Mean Std. Deviation N
L 0.537 0.2578 25
LOGS 8.112 0.5417 25
G 0.016 0.2650 25
DPR 0.044 0.1538 25
EV -0.522 1.8531 25
LIQ. 0.798 0.2845 25
VITA 1.596 0.6305 25
(V-TD)ITA 1.117 0.4413 25

Source: Appendix-4
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Table 4.2

Means and Standard Deviations of the Variables for Non-Manufacturing Sector

Descriptive Statistics

Variables Mean Std. Deviation N
L 0.410 0.2949 25
LOGS 8.477 0.5096 25
G 0.126 0.2862 25
DPR 0.083 0.1237 25
EV 0.824 1.0399 25
LIQ. 1.344 1.1764 25
VITA 1.133 0.1955 25
(V-TD)/TA 0.793 0.1369 25

Source: Appendix-4

The above tables 4.1 and 4.2 clearly shows that the average market value of the selected
listed companies in the manufacturing sectors is 1.596 times its book value and its
standard deviation in 0.6305 whereas market value of selected listed companies in non-
manufacturing sector is 1.133 times which is quite lower than that of manufacturing
sectors and its standard deviation is 0.1955 which indicates that the variables in the
market value of manufacturing sector is more scattered than that of non-manufacturing
sector. Likewise the tax adjusted average market value of manufacturing sector is 1.117
times the book value whereas 0.793 times of book value for non-manufacturing sector
and its standard deviations are 0.4413 and 0.1369 for both manufacturing and non-
manufacturing sectors respectively. The average leverage in manufacturing sector is
0.537 and its scatterings are 0.2578. For non-manufacturing sector the average leverage
value and scatterings is 0.410 and 0.2949 respectively. The average leverage of
manufacturing sector is much more than the average leverage of non-manufacturing
sector. The above result shows that highly levered company has higher market value. The

average size of the company in manufacturing sector is 8.112 which is less than the
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average size of non- manufacturing i.e. 8.477 and the standard deviation of the size of
manufacturing sector is higher than that of non manufacturing sector i.e. (0.5417>
0.5096).

Similarly the average growth rate of manufacturing sector (i.e. 1.60 %) is lower than the
average growth rate of non-manufacturing sector (i.e. 12.60 %). However the standard
deviation of growth rate in manufacturing sector (26.50%) is slightly lower than that of
non-manufacturing sector (28.62%). In case of dividend payout ratio, the non-
manufacturing sector pays the higher dividend of 8.30 % whereas manufacturing sector
pays only 4.40% but the variability of non-manufacturing sector is less than that of
manufacturing sector (i.e. 12.37 % < 15.38 %). The average earning variability, which
measures the business risk, is more in non-manufacturing than that of manufacturing
sector. The standard deviations are 1.0399 and 1.8531 for non-manufacturing and
manufacturing respectively. Likewise the average liquidity position on manufacturing
sector is 0.798 times and 1.344 times for non-manufacturing sector which is much better
than the liquidity position of manufacturing sector but standard deviation shows that the
variability in non-manufacturing sector is higher than that of manufacturing sector (i.e.
1.1764 > 0.2845).

4.2 Capital Structure and Value of Firm
To analyze the effect of capital structure on value of firm, correlation analysis, simple
regression and multiple regressions are taken for both manufacturing and non-

manufacturing sectors.
4.2.1 Correlation Analysis

The correlation coefficients between each variable are shown in below table 4.3 and 4.4

respectively for the manufacturing and non-manufacturing sectors.
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Correlation Coefficients between Variables for Manufacturing Sector

Table 4.3

Variables L Log S G DPR EV Liq. VITA
L 1 -0.216 0.231 -0.586" | 0.634™ 0.069 -0.403"
Log S 1 -0.172 0.290 0.089 -0.145 0.153
G 1 -0.290 -0.240 0.401" -0.344
DPR 1 -0.436" -0.094 0.462"
EV 1 0.104 -0.104
Liq. 1 -0.162
VITA 1
*, Correlation is significant at the 0.05 level (2-tailed).

**_Correlation is significant at the 0.01 level (2-tailed).
Source: Appendix-5
Table 4.4
Correlation Coefficients between Variables for Non-Manufacturing Sector
Variables L Log S G DPR EV Liq. VITA
L 0.207 0.086 -0.183 -0.124 -0.146 -0.137
Log S 1 -0.134 -0.153 0.309 0.072 -0.166
G 1 -0.101 -0.128 0.444" -0.289
DPR 1 0.057 0.389 -0.267
EV 1 -0.027 0.208
Liq. 1] -0.170
VITA 1

*, Correlation is significant at the 0.05 level (2-tailed).

**_Correlation is significant at the 0.01 level (2-tailed).

Source: Appendix-6

The above table 4.3 shows that the ratio of market value to the book value of the

company for manufacturing sector which is positively correlated with size and dividend

payout ratio, and negatively correlated with all other variables like leverage, growth rate,

earning variability and liquidity. This means value of firm increases with size and

dividend payout. And investor prefers to invest those companies which have large size
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and high dividend payout. Negative correlation of value of firm with leverage and growth
rate implies that investor does not prefer to invest which is against the expectation. The
negative correlation between earning variability and the value of the company conveys
that the company having fluctuated operating earnings have low market value. Here, the
correlation between value of the company and liquidity ratio is negative. It is also out of

expectation.

Leverage is negatively correlated with size and dividend payout ratio and positively
correlated with growth, earning variability and liquidity. Likewise size is positively
correlated with dividend payout and earning variability. Negative correlation between
size and growth implies that it is not sure that large companies have positive growth rate.
The positive correlation between other variables shows that large companies have strong
earning position and have regular dividend payment. It is because correlation of size with
EV and DPR is positive. The positive correlation between size and earning variability
shows that large companies have more fluctuation in earning. Growth rate is positively
correlated with liquidity ratio which means higher growth rate companies have also high
liquidity position. The earning variability is positively correlated with liquidity that

means it is sure that earning is consistent with good liquidity position.

In the case of non-manufacturing sector, the value of the company is negatively
correlation with leverage, growth, DPR and liquidity. It shows that investors prefer
unlevered form to invest. So we can say that highly levered companies have lower market
value. This result is out of expectation. It may be caused by poor performance of the
company as well as the effect of other external environmental factors including political
instability. The negative correlation coefficient of the size to the value of the company
which indicates that investors does not prefer the size of company and the value of those
companies are not surely also high. The growth rate is negatively correlated with value.
That means growth rate is a matter for investors to invest. The value of the company and

dividend payout ratio is also negatively correlated with each other which indicates that
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the companies paying more of its earning as dividend have negative impact to the market
value of the company. The positive correlation between market value of company and
earning variability indicates that the company having more fluctuated operating earnings
have greater market value which is also out of investor's expectation. The liquidity has
negative correlation with the value of the company shows that the high liquidity ratio
have negative impact on its market value it may be caused by financing of net working

capital by cost bearing capital which affects adversely on the profitability.

The leverage is positively correlated with size, and growth. The positive correlation with
size and the earning variability of the company indicate that the large size companies earn
more operating income and positive correlation with liquidity shows that large
companies have high liquidity. Likewise negative correlation with dividend payout ratio
indicates that levered companies were not paying more dividends. The negative
correlation between leverage and liquidity shows that the companies those who use more
debt have negative impact on liquidity. Leverage is negatively correlated with earning
variability. It shows that the levered company has more or less consistent operating
income. Positive correlation between leverage, size and growth shows that levered
company has big size and have positive growth rate. The size is positively correlated with
variables like earning variability and liquidity. It indicates that big size companies have
high operating earning and more liquid. They have high liquidity and also less fluctuation
in operating income. Likewise growth is positively correlated with liquidity, and
negatively correlated with earning variability and dividend payout. It shows that the
growing companies pay more dividends and they have low earning fluctuation and low
liquidity. Dividend payout ratio is positively correlated with liquidity and earning
variability which indicates that the company which has high liquidity and high fluctuation
In operating income pay more dividends. The earning variability is negatively correlated
with liquidity indicates that the companies with low liquidity have low earning

fluctuations.
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4.2.2 Simple Regressions of the Variables

To examine the impact of each variable on the market value of the company separately,

the simple regression models has used. The below table 4.5 and 4.6 shows the regression

results for both manufacturing and non-manufacturing sectors.

Results of Simple Regression Analysis for Manufacturing Sector (Model 1)

Table 4.5

Model N | Constant | Beta Coefficient R? SE t-Value
V/TA=a+biL 25 2.125 -0.986 0.163 | 0.467 | -2.113**
VITA=a+h,Log S 25 0.153 0.178 0.023 | 0.240 0.741
V/TA=a+bsG 25 1.609 -0.818 0.118 | 0.466 -1.756
V/TA=a+bsDPR 25 1.512 1.895 0.214 | 0.758 2.501
V/TA=a+bsEV 25 1.578 -0.035 0.011 | 0.071 -0.501
VITA=a+bsLiq. 25 1.882 -0.359 0.026 | 0.456 -0.787
Source: Appendix-7

Table 4.6
Results of Simple Regression Analysis for Non-Manufacturing Sector (Model I)

Model N | Constant | Beta Coefficient R? SE t-Value
VITA=a+b;L 25 1.171 -0.091 0.019 | 0.137 -0.663*
VITA=a+bLogS | 25 1.674 -0.064 0.028 | 0.079 | -0.808**
VITA=a+bsG 25 1.158 -0.197 0.083 | 0.136 | -1.446**
V/TA=a+hsDPR 25 1.168 -0.423 0.071 | 0.318 -1.331
VI/TA=a+bsEV 25 1.101 0.039 0.043 | 0.038 1.019
V/ITA=a+bsLiq. 25 1.171 -0.028 0.029 | 0.034 -0.826*

Source: Appendix-8

Note: * and ** denotes the significance of the coefficients at 1% and 5% level of

significance respectively.
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For manufacturing sector, the regression coefficient of leverage against the ratio of
market value to book value is positive which shows that the use of debt in the capital
structure increases the market value of the company. The coefficient of multiple
determinations is 0.163 which indicates that 16.3% variation in market value of the
company is defined by leverage. The regression coefficient of size is positive and the
coefficient of multiple determination is very small (i.e. 0.023), which defines that only
2.3% of variation in market value of company. Hence this we can say that the size has
positive impact on the value of the company. The beta coefficient of growth is also
negative and its coefficient of determinants is small i.e. 0.118 and not significant. The
regression coefficient for the dividend payout ratio is positive and significant at 1% level
of significance. The coefficient of multiple determination shows 21.4% variation in
market value of the company is explained by dividend payout ratio. It agrees with the
expectation of researcher. The beta coefficient of earning variability and liquidity are

negative.

In case of non-manufacturing sector, the regression coefficient of leverage is negative
which means the relation of market value to book value of levered company will be less
by 0.091 times of debt proportion in capital structure. The t-value is being significant at
1% level of significance which supports the conclusion. The coefficient of multiple
determinations indicates that 1.9% of variation in the value of company is explained by
leverage. The beta coefficient of size is negative and significance at 5% level of
significance. The coefficient of multiple determination is 0.028 which explains that 2.8%
of fluctuation in the market value of the company is determined by size factor. The beta
coefficient of growth is negative. But the t-value is significant at 5% level of significance.
The coefficient of multiple determination indicates that 8.3% fluctuation in market value
of the company is determined by growth rate. This result is also contradicts the
expectations of the researcher. Again the regression coefficient for dividend payout ratio
is negative but significant. Therefore the conclusion of R? value i.e. 7.1% variation in

market value of the company due to the dividend payout ratio is not supported. The beta

[59]



coefficient of earning variability is positive and not significant but the multiple
determination value indicates that there is 4.3% variability in market value of the
company due to the earning variability which can’t be accepted. The beta coefficient of
liquidity is negative and significant at 1% level of significance and 3.4% market value is

determined by liquidity.

The important point to be noted here that the negative and significant result of regression
coefficient for leverage against the ratio of market value to book value of the company in
non-manufacturing sectors do not agree with any capital structure theories which
researcher have learned. This result may be caused by data inconsistency or poor

performance of the listed companies.

4.2.3 Multiple Regression Analysis
The multiple regression coefficient of value of the firm on leverage and other explanatory
variables i.e. size, growth, dividend payout ratio, earning variability and liquidity and
shown in below table 4.7 and 4.8 for both manufacturing and non-manufacturing sectors
respectively including their t-values and coefficient of multiple determination.
Table 4.7

Result of Multiple Regression for Manufacturing Sector

Model-11: V/TA=a+b:L+b2Log S+bsG+bsDPR+bsEV+beLiq.

Variables Coefficients SE t-Value
Multiple Determination (R?) 0.318
Intercept (a) 3.262
Leverage (L) -0.962 0.810 -1.188***
Size (Log S) -0.113 0.261 -0.432**
Growth (G) -0.057 0.695 -0.082
Dividend Payout Ratio (DPR) 1.573 1.093 1.439%*
Earning Variability (EV) 0.112 0.121 0.929
Liquidity (Liq.) -0.305 0.524 -0.581
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Source: Appendix Table -9

Note: ** and ***denotes the significance of the coefficients at 5% and 10% level of

significance respectively.

Table 4.8
Result of Multiple Regression for Non-Manufacturing Sector
Model-11: V/TA=a+b;L+b2Log S+b3G+bsDPR+bsEV+beLiq

Variables Coefficients SE t-Value
Multiple Determination (R?) 0.364
Intercept (a) 2.500
Leverage (L) -0.016 0.135 -0.118*
Size (Log S) -0.161 0.085 -1.898**
Growth (G) -0.326 0.161 -2.023
Dividend Payout Ratio (DPR) -0.804 0.359 -2.240
Earning Variability (EV) 0.058 0.038 1.516
Liquidity (Liq.) 0.046 0.043 1.073

Source: Appendix Table-10
Note: * and ** denotes the significance of the coefficients at 1% and 5% level of

significance respectively.

For manufacturing sector the regression result show that the coefficient of multiple
determinations (R?) is 0.318 which indicates that 31.80% variation in market value of the
company is determine by the explanatory variables undertaken in this study. The beta
coefficient of leverage is negative but t-value is statistically significant at 10% level of
significance which indicates that the market value of the company is increased by the use
of debt in capital structure. The beta coefficient of size is negative and significant at 5%
level of significance which shows that the investors pay less for the stock of large size
companies. The result is out of expectation of researcher. The reason for not preferring
the large size companies to invest may be the large size companies do not have the
growth opportunity. The beta coefficient for growth is also negative but not significant.

The beta coefficient of dividend payout ratio is positive which is as the expectation of
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researcher. The t-value is also significant at 5% level of significance. It indicates the
investors pay more for the stock of those companies which pays more dividends. The
beta coefficient of earning variability is positive and finally beta coefficient of liquidity is

positive and it is statistically not significant.

In case of non manufacturing sector, the coefficient of multiple determination is 0.364,
which indicates that 36.4% variation in the market value of the company is explained by
the variables undertaken in the study. The beta coefficient of leverage is negative and its
t-value is significant at 1% level of significance. It indicates that the market value of the
company is increased by increasing the amount of debt in capital structure. The beta
coefficient of size is negative and significant at 5% level of significance. It doesn’t
support the expectation of researcher which explains that investors do not pay more for
the stocks of large size companies. Likewise the beta coefficient of growth is negative
and not significant. It means investors do not prefer growing company to invest. It
contradicts the expectation of researcher. The beta coefficient of dividend payout ratio is
also negative and not statistically significant. Here, the beta coefficient of earning
variability is positive but not statistically significant. Finally beta coefficient of liquidity

is positive and not statistically significant.

From the above regression results, it is found that the coefficient of leverage is positive in
both manufacturing and non-manufacturing sectors and the t-value is also statistically
significant. So, researcher must say that the use of debt in capital structure increases the

value of the company. This result supports the theory of capital structure.

4.3 Corporate Tax and Value of the Firm
In this section, researcher analyzes the effect of tax rate (in debt capital) on the value of
the firm. For this purposed tax adjusted market value of the company to the book value is

regressed with the leverage and other explanatory variables as explained by Modigliani
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and Miller in their corrected version in 1963. The table 4.9 and 4.10 shows the regression

results of both manufacturing and non manufacturing sectors respectively.

Result of Multiple Regression for Manufacturing Sector

Table 4.9

Model-111: (V-tD)/TA=a+b; L+b,Log S+bsG+bsDPR+bsEV+bsLig.

Variables Coefficients SE t-Value
Multiple Determination (R?) 0.317
Intercept (a) 2.283
Leverage (L) -0.673 0.567 -1.187*
Size (Log S) -0.079 0.183 -0.432***
Growth (G) -0.040 0.487 -0.083
Dividend Payout Ratio (DPR) 1.101 0.765 1.439
Earning Variability (EV) 0.079 0.085 0.928
Liquidity (Liq.) -0.214 0.367 -0.582

Source: Appendix Table-11

Note:*and*** denotes the significance of the coefficients at 1% and 10% level of

significance respectively.

Table 4.10

Result of Multiple Regression for Non-Manufacturing Sector
Model-111: (V-tD)/TA=a+b;L+b,Log S+b3G+bsDPR+bsEV+bsLiq.

Variables Coefficients SE t-Value
Multiple Determination (R?) 0.364
Intercept (a) 1.749
Leverage (L) -0.011 0.095 -0.120*
Size (Log S) -0.112 0.059 -1.896**
Growth (G) -0.228 0.113 -2.023
Dividend Payout Ratio (DPR) -0.562 0.251 -2.238
Earning Variability (EV) 0.041 0.027 1.517
Liquidity (Liq.) 0.032 0.030 1.071

Source: Appendix Table-12

Note: * and ** denotes the significance of the coefficients at 1% and 5% level of

significance respectively.
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The above table 4.9 clearly shows that the coefficient of multiple determination for
manufacturing sector is 0.317 which indicates that 31.7 % fluctuation in the market value
to book value of the company is determined by the variables taken for the study. The beta
coefficient of leverage is negative but significant at 1% level of significance which
indicates that the use of debt in capital structure decreases the value of the company.
Likewise the beta coefficient of size is negative and also significant at 10% level of
significance. It shows that investors are not willing to pay more for the stocks of large
size companies. The beta coefficients of growth and liquidity is also negative and beta
coefficient of dividend payout ratio and earning variability is positive and but not
statistically significant.

The coefficient of multiple determination as shown in table 4.10 for non-manufacturing
sector indicates that 36.4% variation in the ratio of tax adjusted market value to book
value of company is due to the taken variables. The beta coefficient of leverage is
negative and significant at 1% level of significance which shows that the use of debt in
capital structure is not profitable. It causes the reduction in market value of the company.
The beta coefficient of size is negative and significant at 5% level of significance. It
indicates that investors pay less for the stocks of large size companies than that of small
size companies. Likewise the beta coefficient of growth and dividend payout ratio are
negative but not statistically significant. The liquidity and earning variability is not

statistically significant although the beta coefficient is positive.

The above result shows the negative beta coefficient of leverage for manufacturing and
positive beta coefficient for non-manufacturing sectors and the t-values are also
statistically significant in both sectors. So, researcher can conclude that the value of firm
Is decreased with use of debt in manufacturing and increased in non- manufacturing
companies. The result is totally unexpected and do not match with any capital structure
theories i.e. NI approach, NOI approach, M-M approach. This result must be caused by

the poor performance of Nepalese listed companies.
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4.4 Major Findings

The findings from the analysis of above date are as follows:

The correlation coefficients between the ratio of market value to book value of the
company and leverage are negative for both manufacturing sector and non-
manufacturing sector but the correlation coefficient of manufacturing companies are
statistically significant at 1%.

The simple regression model (Model 1) shows that the beta coefficient of leverage is
also negative but statistically significant at 5% level of significance for
manufacturing sector and also is negative and statistically significant at 1% level of
significance for non-manufacturing sector.

The multiple regression model (Model I1) shows the negative relationship of leverage
with value of the firm in manufacturing and negative in non-manufacturing sectors
and significant at 10% and 1% level of significance respectively.

The multiple regression model (Model 11l) shows that the beta coefficients of
leverage are negative for manufacturing sectors and negative for non-manufacturing
and is significant at 1% level of significance for both manufacturing and non-
manufacturing sectors.

As concerned with the regression of market value of the company with size, growth
rate, earning variability and liquidity, the simple regression model (Model 1) for
manufacturing sector shows that there exist negative relationship between market
value and leverage, growth, earning variability and liquidity but not significant.
Likewise there exists positive relationship between market value size and dividend
payout ratio. Leverage and dividend payout ratio are significant at 1% level of
significance.

For non-manufacturing sector, the regression coefficient (Model I) of size is negative
and significant at 5% level of significance. The coefficient of earning variability is
positive but not significant. Likewise the coefficients of growth and liquidity are

negative. Growth is significant at 5% and liquidity is significant at 1%
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The multiple regression coefficient (Model Il) of size for manufacturing sector is
negative and significant at 5% level of significance. The coefficients of dividend
payout ratio and earning variability are positive but only dividend payout ratio is
significant at 5% level of significance. The coefficients of growth and liquidity are
negative.

In case of non-manufacturing sector, the regression coefficient (Model I1) of earning
variability and liquidity is positive but not significant. The regression coefficients of
leverage, size and dividend payout are negative but size is significant at 5% level of
significance and leverage is significant at 1%.

The multiple regression for manufacturing sector (Model I11) shows that the beta
coefficient of size is negative and significant at 10% level of significance. The beta
coefficient of growth is also negative but not significant. The coefficient of dividend
payout ratio and earning variability are positive but all are not statistically
significant.

The multiple regression for non-manufacturing sector (Model 111) shows that the beta
coefficients of leverage,size, growth, and dividend payout ratio are negative but size
is significant at 5% level of significance and leverage is significant at 1%. Beta

coefficient of earning variability and liquidity is positive but not significant.
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CHAPTER -V
SUMMARY, CONCLUSION AND RECOMMENDATION

This is the concluding chapter in which the study is summaries in brief. This chapter is
divided into three sections; Summary, conclusion and recommendations. In the last
section of this chapter some recommendations have given, which are useful to
stakeholders and to concerned companies as well. They can use these recommendations

to take some corrective actions to draw decisions.

5.1 Summary

Capital is needed for every business to operate smoothly and it is said to be the blood of
the business. So, sound capital structure is very important for smooth operation of
business. The term capital structure refers to the relationship between the various long
terms forms of financing such as debentures, preference shares and Equity share capital.
Financing the firm assets is a very crucial problem in every business and as a rule there

should be a proper mix of a debt and Equity capital financing the firm's assets.

The basic objective of this study is to analyze the effect of capital structure on the value
of firm in the listed companies in Nepal. Under the guideline of this leading objective,
researcher examine the effect of leverage on the value of the firm, identify the other
variables in addition the leverage and analyze the relationship between value of the firm

and its determining variables.

To fulfill the objectives of this study, altogether ten levered companies are selected
among two hundred and twenty four companies listed in Nepal Stock Exchange Ltd in
Dec. 2012. To have a homogeneous risk class, researcher categorized them into two
sectors. They are: Manufacturing and non-manufacturing Sector. The manufacturing

sector contains Nepal Bitumin and Barrel Udyog Ltd., Bottler’s Nepal Ltd., Jyoti
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Spinning Mills Ltd., Gorakhkali Rubber Udhyog Ltd, and Nepal Lube Oil Ltd. Likewise
the companies under non-manufacturing sector are Bishal Bazar Co. Ltd, Salt Trading
Corporation Ltd., Soaltee Hotel Ltd., Taragaun Regency Hotel Ltd, and Yak and Yeti
Hotel Ltd. For the purpose of data analysis, correlation and regressions models are used
as an analytical tools and altogether 50 observation years are used (i.e. 25 for

manufacturing sector and 25 for non-manufacturing sector).

This study is based on secondary data. Most of the data are collected from Security Board
and Nepal Stock Exchange. Beside these the data are also collected from annual reports

of respective companies, websites, previous research studies, thesis, articles and so on.

By analyzing the calculated data it is found that the correlation coefficient between
market value to book value of the companies and leverage are negative for manufacturing
sector and non-manufacturing sector. The regression coefficient (beta coefficient) is
negative for manufacturing sector in model 1 is significant at 5% level of confidence and
also negative for non- manufacturing, significant at 1% and both manufacturing and non-
manufacturing sector in model Il is also negative. Likewise the regression coefficient is
negative for non-manufacturing sector in model | and also for both manufacturing and

non-manufacturing sector in model I11.

The correlation coefficient between market value with size and DPR for manufacturing
sector is positive and market value is negatively correlated with all other variables like,
growth rate, earning variability and liquidity. Similarly for non-manufacturing sector, the
correlation coefficient of market value with earning variability is positive. Likewise

market value is negatively correlated with size, growth rate, DPR and liquidity.
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5.2 Conclusion

From the most of the above finding results, it is concluded that the use of debt in capital
structure maximizes the value of manufacturing companies if there is positive correlation
and regression (beta) coefficient. So it is consistent with NI approach. However the result
is not fully supported the NI approach. The negative value of correlation and regression
coefficient of manufacturing and non-manufacturing companies shows that leverage
negatively impact the market value of the companies. It is due to the inconsistent data
(more standard deviation) and poor performance of the companies. Among the sampled

companies, some are suffering from loss and have negative earnings per share.

Besides the leverage, size, growth rate, dividend payout ratio, earning variability and
liquidity also affect the market value of the companies. It can be said because size and
dividend payout ratio is positively correlated with market value and all other variables
like growth rate, earning variability and liquidity are negatively correlated with the
market value for manufacturing sector. Likewise for non-manufacturing sector, the
correlation coefficient of market value with earning variability is positive and with size,

growth rate, DPR and liquidity is negative.

Finally, it can be said that the study of a capital structure cannot be neglected for any firm
either manufacturing or not. It is because the capital structure affects the market value of
the firm. The more leverage in capital structure creates more firm’s value. Not only
optimal capital structure maximizes the firm’s value but also size, growth rate, dividend
payout ratio, earning variability and liquidity also affect the value of firm. So, manager

should understand these all.
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5.3 Recommendations

From the above conclusion drawn from the study it can be recommended as follows;

The value of debt in capital structure is not consistent. It is fluctuated which
shows by the standard deviation (more deviation). So, it is recommended that the
company should design appropriate capital structure in order to maximize the value
of the company.

The debt in capital structure whose impact on market value is also not same for
manufacturing and non-manufacturing companies. The correlation and regression
coefficient between market value and leverage for non manufacturing companies is
negative. It is because of poor performance of management. So it is recommended
that the management of firm should aware and make correct decision and implement
them with sincere and commitment.

There is not any rule and regulations for proper or optimal capital structure
management for manufacturing and non-manufacturing companies like hotel,
trading companies and other. So, it is recommended for making the suitable rule and

forming the regulatory body for the capital structure management of the companies.

[70]



BIBLIOGRAPHY

Adhikari, M. (1991). The Effect of Capital Structure on the Cost of Capital. An
Unpublished Master Degree Thesis, Submitted to Faculty of Management Center
Department of Tribhuban University.

Archer, S.H. & Faerber L.G. (1966). Firm size and the cost of External Secured Equity
Capital. The Journal of Finance, 21(1), 69-83.

Bajracharya, S.M. & Bhattarai, R. (2007). Corporate Financial Management: Theory and
Practice. Kathmandu: Buddha Academic Publishers & Distributors Pvt. Ltd.

Baral, K.J. (2004). Determinants of capital structure: A Case Study of Listed Companies
of Nepal. The Journal of Nepalese Business Studies, 1(1), 1-13.

Barges, A. (1963). The Effect of Capital Structure on the Cost of Capital. Englewood
Cliffs: N.J. Prentice-Hall Inc.

Bista (2009), An Impact of capital structure on profitability. An Unpublished Master
Degree Thesis, Submitted to Faculty of Management , Tribhuban University

Bradley, M., Jarrell, G.A. & Kim, E.H. (1983). On the Existence of an Optimal Capital
Structure: Theory and Evidence. The Journal of Finance, 39(3), 857-878.

Brigham, E.F. & Gordon, M.J. (1968). Leverage, Dividend Policy and the Cost of
Capital. The Journal of Finance, 23(1), 85-103.

Dahal Anil (2012) Capital Structure Manaement of Selected Manufacturing Companies
listed in NEPSE. An Unpublished Master Degree Thesis, Submitted to Faculty of
Management , Tribhuban University

Dhakal, R. (2008). A Study on Capital Structure Management of Selected Commercial
Banks. An Unpublished Master Degree Thesis, Submitted to Faculty of
Management Shanker Dev Campus, Tribhuban University.

Durand, D. (1952). Cost of Debt and Equity funds for Business: Trend and Problems of
Measurement. Conference on research in business finance, National bureau of

economic research.

[71]



Ferri, M.G., & Jones, W.H. (1979). Determinants of Financial Structure: A New
Methodological Approach. The Journal of Finance, 34(3), 631-644.

Gautam, R.R., & Thapa, K. (2008). Capital Structure Management. Kathmandu: Asmita
Publication.

Ghimire, K.R. (1999). Capital Structure and Cost of Capital. An Unpublished Master
Degree Thesis, Submitted to Faculty of Management Center Department of
Tribhuban University.

Gujarati, D. (1979). Basic Econometrics. Tokyo: McGraw Hill International Book
Company.

Gupta, M.C. (1969). The Effect of Size, Growth and Industry on the Financial Structure
of Manufacturing Companies. The Journal of Finance, 24(3), 517-529.

Hamada, R.S. (1972). The Effect of the firm’s Capital Structure on the Systematic Risk of
Common Stock. The Journal of Finance, 27(2), 435-452.

Khadka, H.B. (2006). Leverage and the Cost of Capital: Some Tests Using Nepalese
Data. The Journal of Nepalese Business Studies, 3(1), 85-91.

Khan, M.Y. & Jain, P.K. (1999). Financial Management: Text and Problems. New Delhi:
Tata McGraw Hill Publishing Company Ltd.

Khanal, D. (1992). A Study on Capital Structure of Industrial Public Enterprises. An
Unpublished Master Degree Thesis, Submitted to Faculty of Management Center
Department of Tribhuban University.

Khaniya, N.R. (1999). Leverage and Value of the Company. An Unpublished Master
Degree Thesis, Submitted to Faculty of Management Center Department of
Tribhuban University.

Kothari, C.R. (1994). Quantitative Techniques. New Delhi: Vikash Publishing House Pwt.
Ltd.

Kulkarkni, P.V. (1983). Financial Management. Bombay: Himalayan Publishing House.

Maharjan, S. (2004). Capital Structure and Value of firm. An Unpublished Master
Degree Thesis, Submitted to Faculty of Management Center Department of

Tribhuban University

[72]



Miller, M.H. (1977). Debt and Taxes. The Journal of Finance, 32(2), 261-275.

Modigliani, F., & Miller, M.H. (1958). The Cost of Capital, Corporation Finance and the
Theory of Investment. The American Economic Review, 48(3), 261-297.

Modigliani, F. & Miller, M.H. (1963). Corporate Income Taxes and Cost of Capital: A
Correction. The American Economic Review, 53(3), 433-443.

Modigliani, F. & Miller, M.H. (1966). Some Estimates of the Cost of Capital to the
Electric Utility Industry. An Economic Review, 56(3), 333-391.

Nepal Binaya(2012) A comparative study of vapital structure management of NABIL
bank ltd and Nepal investment bank limited. An Unpublished Master Degree Thesis,
Submitted to Faculty of Management Center Department of Tribhuban University.

Pandey, 1.M. (1981). Capital Structure and Cost of Capital. New Delhi: Vikash
Publishing House Pvt. Ltd.

Pandey, .M. (1995). Financial Management. New Delhi: Vikash Publishing House Pvt.
Ltd.

Pant, P.R. (2010). Social Science Research and Thesis Writing. Kathmandu: Buddha
Academic Enterprises Pvt. Ltd.

Pradhan (2010). Capital and Profitability. An Unpublished Master Degree Thesis
Submitted to Faculty of Management Center Department of Tribhuban University.

Phradhan, S. (1992). Basis of Financial Management. Kathmandu: Educational
Enterprises.

Pokhrel D. (2012), A case study on capital structure management of Buddha air private
limited. An Unpublished Master Degree Thesis, Submitted to Faculty of
Management Center Department of Tribhuban University.

Rana, S. (2000). Financial Management. Kathmandu: Ratna Pustak Bhandar.

Rose, P.S. (1997). Money and Capital Markets: Financial Institutions and Instruments in
a Global Marketplace. Singapore: McGraw-Hill International.

Sharma, I.P. (2005). A Study on Capital Structure Management of Manufacturing
Companies Listed in NEPSE. An Unpublished Master Degree Thesis, Submitted to

Faculty of Management Shanker Dev Campus, Tribhuban University.

[73]



Sharma, L.V.L.N. & Rao, K.H.S. (1967). Capital Structure in Engineering Industry.
Indian Journal of Commerce, 20(73), 171-185.

Shrestha, M.K. (1985). Analysis of Capital Structure in Selected Public Enterprises. The
Journal of Public Administration (Prashasan), 16(42), 1-14.

Solomon, E. (1955). Measuring A Company’s Cost of Capital. The Journal of Business,
28(4), 240-252.

Solomon, E. (1963). Theory of Financial Management. New Work: Colombia University
Press.

Solomon, E. & Pringle, J.J. (1977). An Introduction to Financial Management. New
Delhi: Prentice-Hall of India.

Sthapit, A.B., Gautam, H., Joshi, P.R. & Dangol, P.M. (2007). Statistical Methods.
Kathmandu: Buddha Academic Publishers & Distributors Pvt. Ltd.

Van Horne, J.C. (2000). Financial Management and Policy. New Delhi: Prentice Hall of
India.

Van Horne, J.C. (2002). Financial Management and Policy. Singapore: Pearson
Education.

Weston, J.F. (1963). A Test of Cost of Capital Propositions. So. Economic Journal, 30(3),
105-112.

Weston, J.F. & Brigham, E.F. (1981). Managerial Finance. Illinois: The Dryden Press.

Wippern, R.F. (1966). Financial Structure and Value of the firm. The Journal of Finance,
21(4), 615-633.

Annual Reports

Annual reports of Bottlers Nepal Limited (2063/64-2068/69)

Annual reports of Gorakhkali Rubber Udyog Limited (2063/64-2067/68)
Annual reports of Nepal lube oil limited (2063/64-2067/68)

Annual reports of Nepal Bitumin and Barrel Udyog limited (2063/64-2067/68)
Annual reports of Jyoti Spinning Mills limited (2063/64-2067/68)

Annual reports of Bishal Bazar Co. Ltd. (2063/64-2067/68)

[74]



Annual reports of Salt Trading Corporation Ltd. (2062/63-2067/68)
Annual reports of Soaltee Hotel Ltd. (2063/64-2067/68)

Annual reports of Hyatt Regency Hotel Ltd. (2063/64-2067/68)
Annual reports of Yak & Yeti Hotel Ltd. (2063/64-2067/68)

Websites

Available: <http://www.nepalstock.com >
Available: <http://www.sebon.gov.np>
Nepal Stock Exchange Ltd. [online].
Security Board of Nepal [online].

[75]



APPENDICES



APPENDIX-1
CALCULATIONS OF VARIABLES OF DIFFERENT COMPANIES

1. Salt trading company limited (2067/68)

LTD

Leverage (L) :LTD+NW

_ 442085043
442085023+60914095

=0.8789

Size (log S) =Log (LTD+NW)
=Log 481523343

=8.682

At—At-1
At—-1

Growth (G) =

_ 1787520548-1748700104
1748700104

=0.02

DPR=0.1

Earning variability (EV) = % of EBIT
=1.1076

Liquidity (Liq.) = =

_ 3286278841
2957731734

=1.111

TL+MPS*N

Market value (V/TA) = -

_1787520548+226+3600
1748520548

=1.0004
Where

LTD = Long Term Debt
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NW = Net Worth

At =Current Year Total Asset
At-1 =last Year Total Asset

SD = Standard Deviation

x =Mean

TL = Total Liabilities

MPS = Market Value Per Share
N = No of Shares

The calculation of variables of other FY is calculated as above.

2. Soaltee Hotel (2068/69)

LTD
LTD+NW

Leverage (L) =

_ 8978239
8978239+624844661

=0.0142
Size (Log S) = Log (LTD+NW)
= Log 454739495

=8.6901

At—At-1
At—-1

Growth (G) =

_629910645—-524329431
524329431

=0.20

Dividend payout ratio (DPR) = DS

EPS

=0.20
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Earning variability (EV) = % of EBIT
= 0.465

Liquidity (Lig.) =<2

CA
CL

_ 528228107
217470945

=2.4290

TL+MPS*N

Market Value (V/TA) = _

_ 633829395+280%8400
633829395

=1.0037

The calculation of variables of other FY is calculated as above.

3. Hyatt Regency Hotel (2067/68)

LTD
LTD+NW

Leverage (L) =

_ 12653088
12653088+390338879

=0.0314
Size (Log S) = Log (LTD+NW)
= Log 390338879

=7.7802

At—At-1
At—-1

Growth (G) =

_ 408033048—-354811346
354811346

=0.15
Dividend Payout Ratio (DPR) = 0.1
Earning Variability (EV) = -0.589

Liquidity (Liq.) = —

CA
CL
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_ 408033045
198633723

=2.05

TL+MPS*N

Market Value (V/TA) = _

_ 475711617+102%7500
475711617

=1.0018

The calculation of variables of other FY is calculated as above.

4. Hotel Yak and Yati (2067/68)

LTD
LTD+NW

Leverage (L) =

17652047
17652047+60287879

= 0.2265

Size (Log S) = Log (LTD+NW)
= Log 60287879

=7.7802

At—At-1
At—-1

Growth (G) =

_ 475711617-384873950
384873950

=0.24
Dividend Payout Ratio (DPR) = 0.2
EV =2.545
Liquidity (Liq.) = =

315804422
375957645

=0.84

TL+MPS*N

Market Value (VITA) =
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_408033048+600%9500
408033048

=1.0119

The calculation of variables of other FY is calculated as above

5. Bishal Bazaar Company Limited

LTD
LTD+NW

Leverage (L) =

_ 12500000
12500000+50000000+5372841

=0.1842

Size (Log S) = Log (LTD+NW)
= Log 67872841

=7.8317

_ At—-At-1
At—1

Growth (G)

_123803819-67178109
67178109

=0.8429
Dividend Payout Ratio (DPR) =0
EV =0.624
Liquidity (Liq.) = =

_ 88729729
18914638

=4.6911

TL+MPS*N

Market Value (V/TA) =

_123803819+265%9300
123803819

=1.0199

The calculation of variables of other FY is calculated as above.
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6. Nepal Bitumen And Barrel Udyog Limited

LTD
LTD+NW

Leverage (L) =
=0
Size (Log S) = Log (LTD+NW)

= Log (21068000+8150524)

=7.0094
Growth (G) = £=41
At—1
_ 382171258-388844305
B 388844305
=-0.0172
Dividend Payout Ratio (DPR) = 2712
— 10
T 623
=0.16
EV =-0.690
L .. _cA
Liquidity (Liq.) = o
_ 284973067
350083622
=0.8140
Market Value (V/TA) = TL+MPS-N
_382171258+64+#1200
- 382171258
=1.0640

The calculation of variables of other FY is calculated as above.
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7. Bottlers Nepal Limited

LTD
LTD+NW

Leverage (L) =

15586448
15586448+1006737471

=0.02

Size (Log S) = Log (LTD+NW)

= Log (1022323919)

=7.01
Growth (G) = 4242
At—-1
_988292293-857273445
- 857273445
=-0.1528
Dividend Payout Ratio (DPR) = %
=0
EV =-3.210
. .\ _CA
Liquidity (Liq.) =
988292293
930944253
=1.061
Market Value (V/TA) = TLAMPS-N
_1022323919+1680%8900
B 1022323919
=1.0146

The calculation of variables of other FY is calculated as above.
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8. Gorakhkali Rubber Udyog Limited

LTD
LTD+NW

Leverage (L) =

516198624
516198624+400021866

= 0.5634

Size (Log S) = Log (LTD+NW)

= Log (516198624+400021866)

=7.01
Growth (G) = =—
At-1
_916220490-161876412
- 161876412
=-0.434
Dividend Payout Ratio (DPR) = %
=0
EV=-0.325
Lo .y _ CA
Liquidity (Liq.) = o
634125798
_-9309412433839184253
= 0.510
Market Value (V/TA) = W
_ 916220490+38%38500
B 916220490
=2.85

The calculation of variables of other FY is calculated as above.
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9. Jyoti Spinning Mills Ltd.

LTD
LTD+NW

Leverage (L) =

90065204
90065204 +69890599

=0.776
Size (Log S) = Log (LTD+NW)

= Log (90065204+69890599)

=8.204
Growth (G) = 242
At—-1
_ 159955803—-155146269
B 155146269
=-0.031
Dividend Payout Ratio (DPR) = %
=0
EV=-0.874
L .\ _CA
Liquidity (Liq.) = o
_ 85600380
153405699
= 0.558
Market Value (V/TA) = W
_1599558029+27%58000
B 1599558029
=1.161

The calculation of variables of other FY is calculated as above.

[85]



10. Nepal Lube Oil Limited

LTD
LTD+NW

Leverage (L) =

_ 131267093
131267093+93121099

=0.585
Size (Log S) = Log (LTD+NW)

= Log (131267093+93121099)

=8.351
Growth (G) = 242
At—-1
_ 721715861-640386745
B 640386745
=-0.127
Dividend Payout Ratio (DPR) = %
=0
EV=2.489
L .\ _CA
Liquidity (Liq.) = o0
_ 58611727
116524308
=0.503
Market Value (V/TA) = W
_721715861+250%55000
B 721715861
=1.806

The calculation of variables of other FY is calculated as above.
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APPENDIX-2

Variables for Manufacturing sectors

Company Name N | Year L |LogS| G |DPR | EV |Liqg. | VITA| (V-tD)/TA
Bottlers Nepal Ltd. 1 | 2064/65 | 0.000 8.652 -0.422 | 0.739 | -3.210 | 0.613 | 3.172 2.220
2 | 2065/66 | 0.293 | 8.834 | 0.520 | 0.000 | -3.210 | 0.841 | 3.000 2.100
3 | 2066/67 | 0.234 8.215 0.240 | 0.150 | -3.210 | 1.028 1.850 1.295
4 | 2067/68 | 0.010 8.870 0.043 | 0.220 | -3.210 | 0.810 1.020 0.714
5 | 2068/69 | 0.020 | 7.010 | 0.153 | 0.000 | -3.210 | 1.061 | 1.015 0.710
Gorakhkali Rubber Udhyog Ltd. 6 | 2063/64 | 0.462 | 8.698 | -0.117 | 0.000 | -0.325 | 0.997 | 1.184 0.829
7 | 2064/65 | 0.589 | 8518 | -0.198 | 0.000 | -0.325 | 0.594 | 1.370 0.959
8 | 2065/66 | 0.416 | 8.385 | -0.265 | 0.000 | -0.325 | 0.581 | 1.899 1.329
9 | 2066/67 | 0.316 | 8209 | -0.332 | 0.000 | -0.325 | 0.509 | 2.050 1.435
10 | 2067/68 | 0.563 | 7.010 | -0.434 | 0.000 | -0.325 | 0.510 | 2.855 1.999
Nepal Lube Oil Limited 11 | 2063/64 | 0.747 8.380 -0.068 | 0.000 | 2.489 | 1.356 1.753 1.227
12 | 2064/65 | 0.694 | 8.614 | -0.176 | 0.000 | 2.489 | 0.828 | 1.223 0.856
13 | 2065/66 | 0.661 | 8.388 | 0.019 | 0.000 | 2.489 | 1.493 | 1.739 1.217
14 | 2066/67 | 0.677 | 8.299 | -0.186 | 0.000 | 2.489 | 0.529 | 1.908 1.336
15 | 2067/68 | 0585 | 8.351 | 0.127 | 0.000 | 2.489 | 0.503 | 1.806 1.264
Nepal Bitumin and Barrel Udyog Itd. 16 | 2063/64 | 0.485 | 7.235 0.007 | 0.000 | -0.690 | 1.001 | 1.793 1.255
17 | 2064/65 | 0.742 | 7.333 | 0.355 | 0.000 | -0.690 | 1.001 | 1.148 0.804
18 | 2065/66 | 0.821 | 7.491 | 0.438 | 0.000 | -0.690 | 1.001 | 1.103 0.772
19 | 2066/67 | 0.825 | 7.625 | 0.023 | 0.000 | -0.690 | 0.998 | 1.101 0.771
20 | 2067/68 | 0.889 | 7.784 | 0574 | 0.000 | -0.690 | 0.988 | 1.064 0.745
Jyoti Spinning Mills Itd. 21 | 2063/64 | 0.685 | 8.154 | -0.018 | 0.000 | -0.874 | 0537 | 1.183 0.828
22 | 2064/65 | 0.700 | 8.175 | 0.050 | 0.000 | -0.874 | 0519 | 1.168 0.818
23 | 2065/66 | 0.661 | 8.185 | 0.022 | 0.000 | -0.874 | 0.542 | 1.168 0.818
24 | 2066/67 | 0.666 | 8.190 | 0.013 | 0.000 | -0.874 | 0.540 | 1.166 0.816
25 | 2067/68 | 0.676 | 8.204 | 0.031 | 0.000 | -0.874 | 0558 | 1.161 0.813
Mean 0.537 | 8112 | 0.016 | 0.044 | -0.522 | 0.798 | 1.596 1.117
Standard Deviation 0.258 0.542 0.265 | 0.154 | 1.853 | 0.285 | 0.630 0.441

Source: Annual Reports of Respective Companies
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APPENDIX-3

Variables for Non-Manufacturing sectors

Company Name N Year L Log S G DPR EV Lig. | VITA (V-tD)/ITA
Bishal Bazar Co. Ltd. 1 | 2063/64 | 0558 | 7.949 | 0.807 | 0.000 | 0.624 | 2.652 | 1.169 0.818
2 | 2064/65 | 0.265 | 7.728 | -0.324 | 0.379 | 0.624 | 3.059 | 1.250 0.875
3 | 2065/66 | 0.000 | 7.953 | 0.030 | 0.000 | 0.624 | 1.530 | 1.224 0.857
4 | 2066/67 | 0.000 | 7.827 | -0.025 | 0.000 | 0.624 | 1.126 | 1.735 1.215
5 | 2067/68 | 0.184 | 7.832 | 0.843 | 0.000 | 0.624 | 2.691 | 1.020 0.714
Salt Trading Corporation Ltd. 6 | 2063/64 | 0.644 | 9.147 | 0.448 | 0279 | 1.076 | 3.739 | 1.058 0.741
7 | 2064/65 | 0.715 | 9.279 | 0.357 | 0.109 | 1.076 | 4.415 | 1.039 0.727
8 | 2065/66 | 0.248 | 9.242 | -0.015 | 0.036 | 1.076 | 1.018 | 1.001 0.701
9 | 2066/67 | 0.246 | 9.243 | 0.001 | 0200 | 1.076 | 1.011 | 1.001 0.701
10 | 2067/68 | 0.246 | 8.683 | 0.020 | 0.100 | 1.076 | 1.111 | 1.005 0.704
Soaltee Hotel Ltd. 11 | 2064/65 | 0.339 | 8.617 | -0.086 | 0.000 | 0.465 | 0.618 | 1.137 0.796
12 | 2065/66 | 0.443 | 8513 | -0.214 | 0.000 | 0.465 | 0.490 | 1.134 0.794
13 | 2066/67 | 0.955 | 8.080 | 0.074 | 0.200 | 0.465 | 0.836 | 1.001 0.701
14 | 2067/68 | 0.025 | 7.800 | 0.077 | 0.366 | 0.465 | 0.780 | 1.004 0.703
15 | 2068/69 | 0.014 | 8.690 | 0.200 | 0.200 | 0.465 | 2.429 | 1.004 0.703
Hyatt Regency Hotel Ltd. 16 | 2063/64 | 0.734 | 8.306 | 0.486 | 0.000 | -0.589 | 0.052 | 1.179 0.825
17 | 2064/65 | 0.909 | 8.317 | -0.129 | 0.000 | -0.589 | 0.091 | 1.159 0.811
18 | 2065/66 | 0.863 | 8.320 | 0.007 | 0.000 | -0.589 | 0.533 | 1.010 0.707
19 | 2066/67 | 0.608 | 8.425 | 0.271 | 0.000 | -0.589 | 0.480 | 1.066 0.746
20 | 2067/68 | 0.031 | 8.605 | 0.150 | 0.000 | -0.589 | 2.050 | 1.002 0.701
Yak & Yeti Hotel Ltd. 21 | 2063/63 | 0.444 | 8.936 | -0.193 | 0.000 | 2.545 | 0.383 | 1.572 1.100
22 | 2064/65 | 0.460 | 8.826 | -0.021 | 0.000 | 2545 | 0.442 | 1.498 1.049
23 | 2065/66 | 0.581 | 8.935 | 0.021 | 0.000 | 2545 | 0.561 | 1.037 0.726
24 | 2066/67 | 0523 | 8.883 | 0.113 | 0.000 | 2545 | 0.659 | 1.018 0.713
25 | 2067/68 | 0.227 | 7.780 | 0.240 | 0.200 | 2545 | 0.840 | 1.012 0.708
Mean 0.410 | 8477 | 0.126 | 0.083 | 0.824 | 1.344 | 1.133 0.793
Standard Deviation 0.295 | 0.510 | 0.286 | 0.124 | 1.040 | 1.176 | 0.196 0.137

Source: Annual Reports of Respective Companies
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APPENDIX-4

Summary Output of Mean and Standard Deviation of Manufacturing Sector

Descriptive Statistics

Mean Std. Deviation N
L 537 0.2578 25
LOGS 8.112 0.5417 25
G 0.016 0.2650 25
DPR 0.044 0.1538 25
EV -0.522 1.8531 25
LIQ. 0.798 0.2845 25
VITA 1.596 0.6305 25
(V-TD)/ITA 1.117 0.4413 25

Source: SPSS Data Analysis

Summary Output of Mean and Standard Deviation of Non-Manufacturing Sector

Descriptive Statistics

Mean Std. Deviation N
L 0.410 0.2949 25
LOGS 8.477 0.5096 25
G 0.126 0.2862 25
DPR 0.083 0.1237 25
EV 0.824 1.0399 25
LIQ. 1.344 1.1764 25
VITA 1.133 0.1955 25
(V-TD)/TA 0.793 0.1369 25

Source: SPSS Data Analysis
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APPENDIX-5

Summary output of Correlation variables for manufacturing sector

Correlations

LOGS G DPR EV LIQ. VITA (V-TD)/TA
L Pearson Correlation 1 -.216 231 -.586" 634" .069 -.403" -.403"
Sig. (2-tailed) .300 .267 .002 .001 744 .046 .046
N 25 25 25 25 25 25 25 25
LOGS Pearson Correlation -.216 1 -172 .290 .089 -.145 153 153
Sig. (2-tailed) .300 412 159 673 488 466 466
N 25 25 25 25 25 25 25 25
G Pearson Correlation 231 -172 1 -.290 -.240 401 -.344 -.344
Sig. (2-tailed) 267 412 159 249 047 .092 .092
N 25 25 25 25 25 25 25 25
DPR Pearson Correlation -.586" .290 -.290 1 -.436° -.094 462" 462
Sig. (2-tailed) .002 .159 .159 .029 .654 .020 .020
N 25 25 25 25 25 25 25 25
EV Pearson Correlation .634" .089 -.240 -.436 1 .104 -.104 -.104
Sig. (2-tailed) .001 .673 .249 .029 .620 .621 .622
N 25 25 25 25 25 25 25 25
LIQ. Pearson Correlation .069 -.145 4017 -.094 .104 1 -.162 -.162
Sig. (2-tailed) 744 .488 .047 .654 .620 439 439
N 25 25 25 25 25 25 25 25
VITA Pearson Correlation -.403" .153 -.344 462 -.104 -.162 1 1.000"
Sig. (2-tailed) .046 466 .092 .020 .621 439 .000
N 25 25 25 25 25 25 25 25
(V-TD)/TA Pearson Correlation -.403" .153 -.344 462" -.104 -.162 1.000™ 1
Sig. (2-tailed) .046 466 .092 .020 .622 439 .000
N 25 25 25 25 25 25 25 25

**_Correlation is significant at the 0.01 level (2-tailed).

*. Correlation is significant at the 0.05 level (2-tailed).

Source: SPSS Data Analysis

APPENDIX-6
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Summay output of Correlation variables for non- manufacturing sector

Correlations

LOGS G DPR EV LIQ. VITA (V-TD)/ITA
L Pearson Correlation 1 .207 .086 -.183 -.124 -.146 -.137 -.137
Sig. (2-tailed) 321 .684 .382 .556 486 514 513
N 25 25 25 25 25 25 25 25|
LOGS Pearson Correlation .207 1 -.134 -.153 .309 .072 -.166 -.166
Sig. (2-tailed) 321 522 466 132 731 427 428
N 25 25 25 25 25 25 25 25|
G Pearson Correlation .086 -.134 1 -.101 -.128 444 -.289 -.289
Sig. (2-tailed) 684 522 630 542 026 162 161
N 25 25 25 25 25 25 25 25|
DPR Pearson Correlation -.183 -.153 -.101 1 .057 .389 -.267 -.267
Sig. (2-tailed) .382 466 .630 787 .054 .196 197
N 25 25 25 25 25 25 25 25|
EV Pearson Correlation -124 .309 -.128 .057 1 -.027 .208 .208
Sig. (2-tailed) .556 132 .542 787 .899 319 .318
N 25 25 25 25 25 25 25 25|
LIQ. Pearson Correlation -.146 .072 444" .389 -.027 1 -.170 -.170
Sig. (2-tailed) 486 731 .026 .054 .899 417 417
N 25 25 25 25 25 25 25 25
VITA Pearson Correlation -137 -.166 -.289 -.267 .208 -.170 1 1.000"
Sig. (2-tailed) 514 427 .162 .196 319 417 .000
N 25 25 25 25 25 25 25 25
(V-TD)/ITA Pearson Correlation -.137 -.166 -.289 -.267 .208 -.170 1.000™ 1
Sig. (2-tailed) 513 428 .161 197 .318 417 .000
N 25 25 25 25 25 25 25 25

*, Correlation is significant at the 0.05 level (2-tailed).

**_Correlation is significant at the 0.01 level (2-tailed).

Source: SPSS Data Analysis

APPENDIX-7

SIMPLE REGRESSION ANALYSIS FOR MANUFACTURING SECTOR
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1. Summary output of V/TA=a+blL

Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 4032 163 126 .58937
a. Predictors: (Constant), L
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression 1.551 1 1.551 4.465 .0469
Residual 7.989 23 .347
Total 9.540 24
a. Predictors: (Constant), L
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 2.125 277 7.678 .000 1.553 2.698]
L -.986 467 -.403 -2.113 .046 -1.951 -.021

a. Dependent Variable: VITA

Source: SPSS Data Analysis

2. Summary output of V/ITA=a+b2Log S
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 1533 .023 -.019 .63648]
a. Predictors: (Constant), LOGS
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .223 1 .223 .550 4669
Residual 9.317 23 .405
Total 9.540 24
a. Predictors: (Constant), LOGS
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) .153 1.950 .079 .938 -3.880 4.187|
LOGS 178 .240 .153 741 .466 -.318 .674

a. Dependent Variable: VITA

Source: SPSS Data Analysis

3. Summary output of V/ITA=a+h3G
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .3443 118 .080 .60478]
a. Predictors: (Constant), G
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression 1.127 1 1.127 3.083 .0923
Residual 8.413 23 .366
Total 9.540 24
a. Predictors: (Constant), G
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.609 121 13.277 .000 1.358 1.860
G -.818 .466 -.344 -1.756 .092 -1.781 .146

a. Dependent Variable: VITA

Source: SPSS Data Analysis

4. Summary output of V/ITA=a+b4DPR
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 4622 214 .180 .57107|
a. Predictors: (Constant), DPR
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression 2.039 1 2.039 6.253 .0209
Residual 7.501 23 .326
Total 9.540 24
a. Predictors: (Constant), DPR
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.512 119 12.699 .000 1.266 1.758
DPR 1.895 .758 462 2.501 .020 327 3.463

a. Dependent Variable: VITA

Source: SPSS Data Analysis

5. Summary output of V/ITA=a+b5EV
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .1043 .011 -.032 .64056
a. Predictors: (Constant), EV
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .103 1 .103 .251 .6219
Residual 9.437 23 410
Total 9.540 24
a. Predictors: (Constant), EV
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.578 .133 11.834 .000 1.302 1.853]
EV -.035 .071 -.104 -.501 .621 -.181 111

a. Dependent Variable: VITA

Source: SPSS Data Analysis

6. Summary output of V/TA=a+b6L.iq.
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 1623 .026 -.016 .63554
a. Predictors: (Constant), LIQ.
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .250 1 .250 .619 4399
Residual 9.290 23 404
Total 9.540 24
a. Predictors: (Constant), LIQ.
b. Dependent Variable: VITA
Coefficients®
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.882 .385 4.886 .000 1.085 2.679
LIQ. -.359 .456 -.162 -.787 439 -1.302 .584

a. Dependent Variable: VITA

Source: SPSS Data Analysis

APPENDIX-8

SIMPLE REGRESSION ANALYSIS FOR NON-MANUFACTURING SECTOR
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1. Summary output of V/TA=a+blL

Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 1372 .019 -.024 .19784
a. Predictors: (Constant), L
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .017 1 .017 439 .5149
Residual .900 23 .039
Total 917 24
a. Predictors: (Constant), L
b. Dependent Variable: VITA
Coefficients®
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.171 .069 17.030 .000 1.028 1.313
L -.091 137 -.137 -.663 .514 -.374 .193

a. Dependent Variable: VITA

Source: SPSS Data Analysis

2. Summary output of V/ITA=a+b2LogS
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .166? .028 -.015 .19695
a. Predictors: (Constant), LOGS
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .025 1 .025 .653 4279
Residual .892 23 .039
Total 917 24
a. Predictors: (Constant), LOGS
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.674 .670 2.499 .020 .288 3.060
LOGS -.064 .079 -.166 -.808 427 -.227 .099]

a. Dependent Variable: VITA

Source: SPSS Data Analysis

3. Summary output of V/ITA=a+h3G

[99]



Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .2892 .083 .044 .19122
a. Predictors: (Constant), G
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .076 1 .076 2.092 .1623
Residual .841 23 .037
Total 917 24
a. Predictors: (Constant), G
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.158 .042 27.641 .000 1.071 1.245
G -.197 .136 -.289 -1.446 162 -.479 .085

a. Dependent Variable: VITA

Source: SPSS Data Analysis

4. Summary output of V/ITA=a+b4DPR
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .2672 071 .031 .19245
a. Predictors: (Constant), DPR
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .066 1 .066 1.771 .1969
Residual .852 23 .037
Total 917 24
a. Predictors: (Constant), DPR
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.168 .047 25.070 .000 1.072 1.265
DPR -.423 .318 -.267 -1.331 .196 -1.079 .234

a. Dependent Variable: VITA

Source: SPSS Data Analysis

5. Summary output of V/ITA=a+b5EV
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .208? .043 .002 .19536
a. Predictors: (Constant), EV
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .040 1 .040 1.039 3199
Residual .878 23 .038
Total 917 24
a. Predictors: (Constant), EV
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.101 .050 21.912 .000 .997 1.205
EV .039 .038 .208 1.019 319 -.040 .118]

a. Dependent Variable: VITA

Source: SPSS Data Analysis

6. Summary output of V/TA=a+b6L.iq.
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 1702 .029 -.013 .19682
a. Predictors: (Constant), LIQ.
ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .026 1 .026 .683 4179
Residual .891 23 .039
Total 917 24
a. Predictors: (Constant), LIQ.
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.171 .060 19.372 .000 1.046 1.296
LIQ. -.028 .034 -.170 -.826 A17 -.099 .042

a. Dependent Variable: VITA

Source: SPSS Data Analysis

APPENDIX-9

SUMMARY OUTPUT OF MULTIPLE REGRESSION ANALY SIS FOR MANUFACTURING SECTORS
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VITA= a+biL+b2Log S+bsG+bsDPR+bsEV+bsLiq.

Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .563? .318 .090 .60142

a. Predictors: (Constant), LIQ., L, LOGS, G, DPR, EV

ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression 3.029 6 .505 1.396 .2708
Residual 6.511 18 .362
Total 9.540 24
a. Predictors: (Constant), LIQ., L, LOGS, G, DPR, EV
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 3.262 2.466 1.323 .203 -1.919 8.442
L -.962 .810 -.393 -1.188 .250 -2.663 .739]
LOGS -.113 .261 -.097 -.432 671 -.662 436
G -.057 .695 -.024 -.082 .935 -1.518 1.404
DPR 1.573 1.093 .384 1.439 167 -723 3.869]
EV 112 JA21 .330 .929 .365 -.142 .366
LIQ. -.305 .524 -.138 -.581 .568 -1.406 797

a. Dependent Variable: VITA

Source: SPSS Data Analysis

APENDIX-10

SUMMARY OUTPUT OF MULTIPLE REGRESSION FOR NON-MANUFACTURING SECTORS

[104]



VITA= a+biL+b2Log S+bsG+bsDPR+bsEV+bsLig.

Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .6042 .364 152 .18001

a. Predictors: (Constant), LIQ., EV, L, DPR, LOGS, G

ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .334 6 .056 1.719 1749
Residual .583 18 .032
Total 917 24
a. Predictors: (Constant), LIQ., EV, L, DPR, LOGS, G
b. Dependent Variable: VITA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 2.500 .692 3.615 .002 1.047 3.953
L -.016 .135 -.024 -.118 .908 -.300 .268
LOGS -.161 .085 -.419 -1.898 .074 -.338 .017
G -.326 161 -477 -2.023 .058 -.664 .013
DPR -.804 .359 -.509 -2.240 .038 -1.558 -.050
EV .058 .038 .310 1.516 147 -.022 .139
LIQ. .046 .043 .275 1.073 .298 -.044 .135

a. Dependent Variable: VITA

Source: SPSS Data Analysis
APPENDIX-11

SUMMARY OUTPUT OF MULTIPLE REGRESSION FOR MANUFACTURING SECTORS

(V-tD)/TA= a+b:L+bsLog S+bsG+bsDPR+bsEV+DbsLiq.
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .563? 317 .090 .42103]

a. Predictors: (Constant), LIQ., L, LOGS, G, DPR, EV

ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression 1.483 6 247 1.394 2709
Residual 3.191 18 A77
Total 4.674 24
a. Predictors: (Constant), LIQ., L, LOGS, G, DPR, EV
b. Dependent Variable: (V-TD)/TA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 2.283 1.726 1.322 .203 -1.344 5.910
L -.673 .567 -.393 -1.187 251 -1.864 .518]
LOGS -.079 .183 -.097 -.432 671 -.463 .305
G -.040 .487 -.024 -.083 .935 -1.063 .982
DPR 1.101 .765 .384 1.439 167 -.507 2.708]
EV .079 .085 .330 .928 .366 -.099 .256
LIQ. -.214 .367 -.138 -.582 .568 -.985 .558]

a. Dependent Variable: (V-TD)/TA

Source: SPSS Data Analysis

APPENDIX-12

SUMMARY OUTPUT OF MULTIPLE REGRESSION FOR NON- MANUFACTURING

(V-tD)/TA= a+b:L+bsLog S+bsG+bsDPR+bsEV+DbsLiq.
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Model Summary

Adjusted R Std. Error of the
Model R R Square Square Estimate
1 .6042 .364 152 .12602

a. Predictors: (Constant), LIQ., EV, L, DPR, LOGS, G

ANOVAP
Model Sum of Squares df Mean Square F Sig.
1 Regression .164 6 .027 1.719 1749
Residual .286 18 .016
Total .450 24
a. Predictors: (Constant), LIQ., EV, L, DPR, LOGS, G
b. Dependent Variable: (V-TD)/TA
Coefficients?
Unstandardized Standardized 95% Confidence Interval for
Coefficients Coefficients B
Model B Std. Error Beta t Sig. Lower Bound | Upper Bound
1 (Constant) 1.749 484 3.612 .002 732 2.766
L -.011 .095 -.024 -.120 .906 -.210 .187
LOGS -112 .059 -.418 -1.896 .074 -.237 .012
G -.228 113 -477 -2.023 .058 -.465 .009]
DPR -.562 251 -.508 -2.238 .038 -1.090 -.034
EV .041 .027 .310 1.517 147 -.016 .097
LIQ. .032 .030 .275 1.071 .298 -.031 .095

a. Dependent Variable: (V-TD)/TA

Source: SPSS Data Analysis
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