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ABSTRACT 

 

This research investigates the relationship between capital structure and profitability 

within the context of manufacturing companies, focusing on three prominent entities: 

Bottlers Nepal Limited, Unilever Nepal Limited, and Himalayan Distillery Limited. The 

study employs a comprehensive analysis of financial data, aiming to discern the influence 

of capital structure decisions on the financial performance of these companies. 

The research methodology involve a quantitative and approaches. Financial statements 

and relevant data spanning a specific time frame are examined to gauge the capital 

structure of the selected manufacturing firms. Various financial ratios, such as debt-to-

equity ratio, interest coverage ratio, and return on equity, are computed to assess the 

financial leverage and profitability of the companies. 

The findings of this study are expected to contribute to the existing body of knowledge on 

the interplay between capital structure choices and profitability in the manufacturing 

sector. Insights gained from the analysis may assist practitioners, investors, and 

policymakers in making informed decisions related to capital structure management and 

optimizing financial performance. 

The three chosen companies represent diverse industries within the manufacturing sector, 

adding depth to the research by providing insights into how capital structure 

considerations impact companies with varying business models. As such, this study not 

only sheds light on the specific cases of Bottlers Nepal Limited, Unilever Nepal Limited, 

and Himalayan Distillery Limited but also offers broader implications for manufacturing 

companies in similar contexts. 

Ultimately, the research aims to enhance the understanding of the strategic importance of 

capital structure decisions in achieving and sustaining profitability for manufacturing 

companies. The findings may be valuable for corporate financial managers, investors, and 

other stakeholders seeking to optimize capital structures for improved financial 

performance and long-term sustainability. 

Keywords : Capital Structure, Profitability, Financial Leverage, Financial Performance 
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CHAPTER I  

INTRODUCTION 

 

1.1 Background of the Study 

In today‟s competitive and dynamic business world, financial decision plays a 

fundamental role in the firm‟s day to day performance and operations. Firm‟s financial 

decision affects almost all activities within the company. In the field of corporate finance, 

capital structure decision is the most debatable issue for all academicians and researcher. 

The financial performance of a firm is generally evaluated in three main aspects. The first 

one is the productivity of the firm, secondly the profitability, a stage or the level of 

earnings from its daily activities is to be greater than cost of these activities and thirdly is 

the market premium, it is the level at which firm‟s book value is lower than its market 

value (Francis, 2002). 

Investing and funding are two main decision areas in the company. The process in which 

the firm is funded by a mixture of debt and equity is called capital structure decision. 

When firm take the funding decision, the directors are interested in choosing the best 

capital structure for their company‟s i.e. optimal capital structure. Leverage decisions are 

also one of the important decisions and it is undertaken by the company administrative. 

Capitalization, leverage ratio, capital structure and financial structure all of them have the 

identical concept and are related with which kind of sources and amount of money that 

the firm has hired to construct them and buy assets (Barges, 2009). 

The capital structure is defined as the mix of debt and equity that the firm uses in its 

operation. The capital structure of a firm is a mixture of different securities. Capital 

structure is the way in which a firm finances its operations which can either, be through 

debt or equity capital or a combination of both (Brigham and Gapenski, 2004). The term 

capital denotes the proportion of debt and equity in a company‟s balance sheet. It is 

usually difficult for business firms to identify the right combination of debt and equity. A 

firm can choose among many alternative capital structures. It can choose to either issue 

a large amount of debt or very little debt. It can arrange lease financing, use warrants, 

issue convertible bonds, sign forward contracts or trade bond swaps. It can issue many 

distinct securities  in countless combinations; however, it attempts to find the particular 

combination that maximizes its overall market value (Brigham and Gapenski, 2004). 
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The capital structure plays an important role in the success of business entity. Capital 

Structure decision is crucial for any business organization as it plays important role in 

maximizing firm value and performance of a firm. Capital structure decision has also 

impact on the firm‟s ability to deal with competitive advantage. Every firm have their 

own capital structure design because they differ in financing decision and taking capital 

structure decision is tough work too as sometimes using higher level of debt is beneficial 

and sometimes higher equity is beneficial. Hence it should be design in a proper manner 

so that the cost is minimized and value of the firm is maximized. 

Optimum Capital Structure is that structure where overall cost of capital is minimum and 

value of the firm is maximum. It is the best debt to equity ratio that maximizes the firm‟s 

value. It offers a balance between the ideal debt to equity range and minimize the firms 

cost of capital. This structure seeks to lower the cost of capital so that firm is less 

dependent on creditors and more able to finance its core operation. Weighted average 

cost of capital has to be calculated to determine the level of risk that makes the 

expected return on capital greater than the cost of capital (Bhattarai, 2017). 

Firm‟s capital structure decision can be viewed from the following theories: Modigliani-

Miller theory, pecking order theory, and trade-off theory. The theory of business finance 

in a modern sense starts with the Modigliani and Miller (1958) capital structure 

irrelevance proposition. Before them, there was no generally established theory of capital 

structure. The debate about how and why firms choose their capital structure began in 

1958, when Modigliani and Miller (1958) published their famous arbitrage argument 

showing that the market value of any firm is independent of its capital structure. 

Modigliani and Miller start their theory by assuming that the firm has a particular set of 

expected cash flows. When the firm chooses a certain proportion of debt and equity to 

finance its assets, what it has to do is to divide up the cash flows among investors. 

Investors and firms are assumed to have equal access to financial markets, which allows 

for homemade leverage. As a result, the leverage of the firm has no effect on the market 

value of the firm (Barges, 2009). 

The term capital structure refers to the proportion of debt and equity capital, which has 

an important place in the theory of financial management. The financing decision of a 

firm relates to the choice of proportion of debt and equity to finance the investment 

requirement, of which a proper balance is necessary to ensure a trade-off between risk 
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and return to the shareholders. An optimal capital structure, which consists of reasonable 

proportion of dept & equity, can help to maximize the value of the firm and ultimately 

maximizing the shareholders wealth (Wippern, 1996). 

The financial performance of a firm is generally evaluated in three main aspects. The first 

one is the productivity of the firm, secondly the profitability, a stage or the level of 

earnings from its daily activities is to be greater than cost of these activities and thirdly is 

the market premium, it is the level at which firm‟s book value is lower than its market 

value (Copeland and Western, 1992). 

Firm‟s capital structure decision can be viewed from the following theories: Modigliani-

Miller theory, pecking order theory, and trade-off theory. The theory of business finance 

in a modern sense starts with the Modigliani and Miller (1958) capital structure 

irrelevance proposition. Before them, there was no generally established theory of capital 

structure. The debate about how and why firms choose their capital structure began in 

1958 (Pandey, 2001), when Modigliani and Miller (1958) published their famous 

arbitrage argument showing that the market value of any firm is independent of its 

capital structure. Modigliani and Miller start their theory by assuming that the firm has a 

particular set of expected cash flows. When the firm chooses a certain proportion of debt 

and equity to finance its assets, what it has to do is to divide up the cash flows among 

investors. Investors and firms are assumed to have equal access to financial markets, 

which allows for homemade leverage. As a result, the leverage of the firm has no effect 

on the market value of the firm. 

MM stated that the firms value is independent from their capital structure decision by 

assuming unrealistic assumption on the real world, such as no corporate taxes, no 

transaction cost and perfect capital market, however MM (1963) incorporated corporate 

taxes into their earlier assumption and they stated that optimal capital structure can be 

attained from 100% debt financing through getting tax saving advantage of using debt. 

After the work of Miller (1958 & 1963), number of theories have been developed to 

explain optimal capital structure of the firms. Agency costs, Trade off theory, Pecking 

order theory are the most popular theories of capital structure. However both debt and 

equity finance have their own merits and demerits. The merits of debt financing are tax 

shield, disciplinary tools and cheapest source of financing , while bankruptcy cost and 

default risk are its disadvantage .In the case of equity share its advantage is that there is 
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low probability of bankruptcy cost while no tax advantage costly and difficulty of 

controlling free cash flow are its disadvantages . 

Firm can get the tax advantage from the use of high volume of debt but it is a risky too 

because higher the debt ratio the higher the interest rate will be. When the firm increases 

the volume of debt, interest expenses which is a fixed obligation also increases and if the 

firm is in its hard times then this fixed obligation will create the situation of financial 

distress and if its operating income is insufficient to cover interest charge then stockholder 

will have to make up the short fall and if they can‟t the firm may be forced into 

bankruptcy. So the capital structure decision should be design in proper manner. 

Some financial analyst argue that capital structure can increase the value of firm if more 

and more leverage is added, where some believe that the value of the firm can be 

maximize by adopting an optimal capital structure. The relationship and impact of capital 

structure decision with the firm‟s performance and profitability were suggested in many 

theories, among them, MM theory (1958) and (1963), Agency cost theory (1976), and 

Trade off theory (1977) and Pecking order theory (1984) are famous. 

Manufacturing sector refers to all the business activities involved in fabricating, 

assembling the components in finished products on a fairly large scale, or the activities 

of making things by industrial process. It is a key sector of all types of economy. The 

development of the manufacturing sector is crucial to attain prosperity, generate 

employment, alleviate poverty, promote trade and spur national growth. 

In every economy, there are two types of environmental factor that are responsible for the 

success and failure of a business entity. Nepalese manufacturing sector is not different. It 

is composed of its internal and external environment. External environment constitutes 

the government policies, socio economic conditions, political system and geographical 

structure which are out of business concern. On the other hand internal environment is 

situated within the organization and under the control of management. Financial aspect of 

the manufacturing concern is important part of internal environment. 

Nepalese manufacturing company are not performing well. Many large company have 

been closed and some are about to close. Almost companies are able to earn profit but the 

margin of profit is very low. This sector has uneven growth over the years due to the 

longstanding weakness in the adoption of new technology, poor infrastructure, and 
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shortage of power, stalled political process, difficult trading condition, global competition 

and global economic downturn. 

Moreover manufacturing establishment in Nepal is primarily labor intensive and local raw 

material based. Government of Nepal has undertaken a number of policy initiatives and 

regulatory measures to strengthen the manufacturing sector for decades. 

In the context of underdeveloped country like Nepal, industrial development plays a vital 

role to raise the standard of living of Nepalese people. Nepal continue to be a 

predominantly agriculture economy with around three fourth of its work force employed 

in the agricultural sector. Yet the method of agriculture is traditional, so agriculture 

cannot be fruitful unless there is a development of industry for agricultural development. 

At Nepal stock exchange, there are twenty two companies listed under the manufacturing 

and processing company. however there are only six active listed companies on NEPSE 

as on May 30, 2023. 

All the companies are not regularly traded in market. Only the companies regularly traded 

in line with the regulation of NEPSE are listed. Brief introduction of the companies which 

are taken for the sample are as follows: 

 Bottlers Nepal Limited (Balaju) 

Bottlers Nepal Limited is a public limited company with operation spanning over 38 

years. This company was founded in 1979 and is based on Kathmandu Nepal. Bottlers 

Nepal limited operates a bottler of Coca cola range of soft drinks. Bottlers Nepal limited 

operated as a subsidiary of Coca cola Singapore Pvt. Ltd. 

This company is currently producing coke, sprite, and fanta and kinley soda. Coca cola 

Sabco group, one of the group companies, coca cola (Sabco) Asia ltd, incorporated in 

Dubai, UAE is the major shareholder of the company and holds 54.16%, Gorkha 

brewery Pvt. Ltd a corporate body registered in Nepal holds 22 % shares and the 

remaining 18.4 % shares of the company is with the Nepalese general public. The head 

office of this company is at Balaju, Kathmandu. 

 Unilever Nepal Limited 

Unilever Nepal Limited is a subsidiary company of the blue chip public limited 

manufacturing companies operating in Nepal. The Unilever Nepal limited manufactures 

personal care and hygiene products like soap, shampoo, toothpaste and detergents for 
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domestic market as well as for export. Some of their famous products are sunsilk, lux, fair 

and lovely. This company is listed in NEPSE and its stock       symbol is UNL. 

The company‟ corporate office is located at the heritage plaza II C and D block, Kamaladi 

Kathmandu and its factory is situated at Basamadi, Hetauda. 

 Himalayan Distillery Limited 

Himalayan distillery was established in 1985 A.D. as a private company registered under 

company act 2021, later on converted to public limited company in 2000. It has 

established itself as a leading alcoholic beverage manufacturing company. It offers wide 

varieties of best alcoholic products that come through its high tech process. 

It has over 11.76 million liters of production capacity annually. It has been continuously 

engaging and persuading distributors, wholesalers and retailers by offering lucrative 

offers from time to time. It is located in Jawlakhel, Lalitpur. 

1.1 Statement of the Problem  

The capital structure decision is an empirical concern as well. Thus numerous scholarly 

papers examine the financing decision of public companies theoretically and empirically. 

Most of the studies undertaken in the field of corporate finance have tried to examine 

capital structure considering various determinants under different conceptual 

framework. However the conclusion of these studies is contradictory as the sample 

characteristics, methodology and data set used in the studies are different. According to 

MM approach capital market are perfect. Under its assumption, there is a rational 

investor, homogeneous expectation, frictionless market and no corporate taxes. Thus 

this theory states that capital structure does not have any impact on the firm‟s 

profitability. 

Trade off theory of capital structure states that that a value maximizing firm will consider 

the tradeoff between the tax shelter provided by debt financing and cost of financial 

distress, meaning that firms select optimal capital structure by examining the net tax 

advantage of debt financing by comparing the advantages and disadvantages of debt 

financing (Barges, 2009). 

Capital structure concept is not taken seriously by the Nepalese Companies. Therefore, 

optimal capital structure does not exist at all. Among the listed companies in the stock 

exchange very few are using the debt capital and contrary to this some of the companies 



18  

 

 

are ruined by the excess burden of the cost of debt capital. 

Generally every company has its own policy in determining capital structure for operating 

business activities. Some of the business use only equity capital, some use only debt 

capital and some combine both equity and debt capital. Therefore determination of capital 

structure largely depends upon the company policy and cost of capital. Most of the 

companies make low cost capital structures. 

Unfortunately, there is no model for determining capital structure in the Nepalese 

business organization. In the initial period of any company, they want to use only equity 

capital and do not want to include debt in their capital due to high interest charges. 

The choice of the capital structure is a critical point for the firm‟s financial decision 

makers since it affects earnings before interest and tax and leads to change in market 

value of the firm and share value. The capital structure concept has been the subject of 

controversy since the publication of Modigliani and Miller classis paper in 1985. Since 

then a huge body of financial literature exists relaxing many of the assumption of 

Modigliani and Miller paper. From that several competing theories of capital 

structure were formed such as trade off theory, agency theory and pecking order theory. 

In addition agency cost theory explains that one of the problems that cause conflict 

between managers and shareholders is free cash flow. Those companies having high 

profitability and free cash flow available in the hands of manager increasing of debts can 

be used as a tool of reducing the scope for managers until the resources of a company 

may not be misuse as a result of their individual interest (Weston and Brigham, 1996). 

The trade off theory and agency cost suggests a positive relationship of profitability to 

leverage. According to the trade off theory, agency cost theory, taxes and bankruptcy 

costs push more profitable firms towards higher usage of debt. In the agency model of 

Jensen and Meckling (1976) Easter book (1984) and Jensen (1986), higher leverage helps 

to control agency problem. To avoid agency problem, profitable firms would employ 

higher leverage in order to pay out more cash (Weston and Brigham, 1996). 

Furthermore Pecking order theory states that firms have a perfect hierarchy for financing 

decision that is first choice is to use internal financing next issues debt financing if 

internal source fund is not sufficient to finance the firm and equity finance should be the 

last resort of financing the firm. 
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According to the pecking order theory there is a positive relationship between growth and 

leverage since a high growth implies a higher demand for funds and ceteris paribus, a 

greater reliance on external financing through the preferred sources of debt. (Pandey, 

2001). Thus pecking order theory suggests that the higher proportion of debt in the capital 

structure of the growing companies than that of stagnant one. Therefore, in order to 

achieve the above stated objective the research is sought to answer the following 

question; 

 What is the current status of capital structure a n d  profitability of listed 

manufacturing companies in Nepal? 

 What is the relationship between capital structure and firm‟s profitability? 

 What is the impact of capital structure on profitability of a company? 

 

1.2 Objectives of the Study 

Many studies have been carried out in this topic in developed countries where economic 

conditions are stable. But in case of developing economy like Nepal where business 

environment is not stable there is frequent change in government policy, inflation rate is 

high, currency exchange rate is high, where company has to taxes on its revenue, the 

theory of MM approach may not hold true. So this study is carried out to find out whether 

the capital structure of the company affects the performance of the company. 

The main objective of this study is to assess the impact of capital structure on the 

profitability of the manufacturing industries in Nepal. Furthermore, the study aims to 

achieve the following specific objectives: 

 To determine the current status of capital structure profitability of listed 

manufacturing companies in Nepal. 

 To identify the relationship between capital structures and the firms‟ profitability. 

 To examine the impact of  capital structure on profitability of a company. 

 

1.3 Significance of the Study 

The manufacturing sector of Nepal is expanding day by day. In the recent days the nation 

is facing with lots of hurdles, in this situation the manufacturing sector is also running 



20  

 

 

slowly. In this situation, this study will be helpful to the companies to overview their 

capital structure management and to formulate future strategies to do much better in their 

horizon. 

Not only to the sampled companies, this study will also be beneficial to the other 

companies in the population. Further, the concerned scholars, academicians, investors, 

professionals may also be benefited from this study. This study will also help to inform 

the decision makers about the importance of capital structure management for their 

further success. 

In Nepal, there are very little amount of researches and studies to go through regarding 

capital structure and its influence on firm‟s performance in case of manufacturing 

companies. It is important for the financial managers to make decisions regarding the 

investment or application or recruitment of the capital fund of or for the company as it 

determines the capital structure of the company. Capital structure is one of the important 

aspects of the company since it affects the company‟s profitability and determines the 

survival of the company in a long run. 

The findings and recommendations of this research help the investor in making proper 

investment decisions. It also helps the financial managers to make important strategic 

decision on the debt-equity mix of the company. Academically, it make a value addition 

for the researchers as it would serve as base of further research on capital structures and 

its impact on profitability of the manufacturing industries. 

The result of this study provide financial guidance to managers, business consultants and 

investors with the necessary techniques of combining debt and equity and being able to 

maximize company performance. 

1.4 Limitation of the Study 

The study is carried out using few number of manufacturing companies listed in Nepal 

stock exchange because a complete coverage of all manufacturing firms is not possible 

due to time and financial constraint. 

 There are total eight manufacturing companies listed (active) on NEPSE out of 

which only three manufacturing companies are selected. 

 The study is based on only five years data of company annual report from 2074/75 

to 2078/79. 
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 This study concentrates on the impact of only capital structure on the firm‟s 

profitability of three manufacturing companies. 

 The result obtained by this study is based on only three manufacturing companies 

thus this study may not be applicable to all manufacturing companies. 

 This study is based on secondary data. 



22  

 

 

CHAPTER II 

LITERATURE REVIEW 

 

In this chapter the review of various books, research works and articles have been 

reviewed to make clear concept about the topic as well as to recall the previous studies 

made by the various researcher in the field of capital structure. Capital structure has lots 

of arguments and counter arguments in literature among scholars and researcher. 

This chapter is divided into two sections where on section covered definition of key 

concept and clarification of theories related with the study topic called theoretical 

literature review while the other section covered the idea of other researcher presented in 

their research report, journal and books related to this study called empirical literature 

review. 

2.1 Conceptual Review 

2.1.1 Concept of Capital Structure 

The term „capital structure‟ means the financial planning according to which the assets of 

an industry are furnished. “The term „capital structure‟ means the proportion of different 

types of securities issued by a firm." The optimal capital structure is the set of 

proportion that maximized the total value of the firm (Weston, & Copeland, 1998). 

 

Capital structure of a company consists of debts and equity securities, which provide 

funds for a firm. “Capital structure is made up of debt and equity securities which 

comprise a firm‟s finance of its assets. It is the permanent financing of a firm, represented 

by long-term debt plus preferred stock plus net worth.” (Wippern, 1996). “Apart from 

short-term finance from creditors and banks, companies are usually financed either by 

long term loans (debentures) carrying a fixed rate of interest on capital or by ordinary 

shares carrying membership of the company and dividends at rates which depend upon 

profits” (Francis,  2002). 

 

The basic pattern of capital structure can be simple or complex. A simple capital structure 

consists of equity shares and preference shares. But a complex capital structure consists of 

multi securities as equity shares, preference shares, debentures, bonds etc. 
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Capital is a scarce resource and much more essential to maintain smooth operation of any 

firm. The available capital and financial resources should be utilized so efficiently that it 

could generate maximum return. Capital Structure is considered as that mix of debt and 

equity and to operate in long run prospect. A firm must concentrate in its proportion. 

A firm can raise required fund by issuing various types of financial instruments. Investors 

and creditors being the key suppliers of capital, they hold greater degree of risk and hence 

have claims over firm's assets and cash flow. Similarly debt holders are also a source of 

financing fund and they have risk considering firm's cash flow is uncertain and there is 

probability that it may default in its obligations to pay off its interest and principle. In the 

other hand, if a firm issue preference share, those shareholders even though have the 

priority in payment of dividend before common shareholders but after debt holders 

(Barges, 2009). 

Different sources of financing are used to finance current and fixed assets. The sources of 

financing may be short-term or long-term, but they are usually grouped in to debt and 

equity which represent the firms‟ financial structure. If leverage affects the cost of 

capital and value of the firm, an optimum capital structure would be obtained. The 

optimal capital structure is the combination of debt and equity that maximize the total 

value of the firm or minimize the weighted average cost of capital. 

The capital structure is defined as the mix of debt and equity that the firm uses in its 

operation. The capital structure of a firm is mixture of different securities, in general a 

firm can choose among many alternatives capital structure (Abor, 2005). 

Capital structure is the combination of long term sources of fund used in the business. It 

represents proportionate mix of various long term sources of financing. The long term 

sources of financing include long term debt, preferred stock and common stock including 

retained earnings. 

2.1.2 Company Profitability 

This is an outcome or result of company business operation and this result is the 

Company profit and performance is the direct result of managing various economic 

resources and of their efficient use within operational, investment and financing activities. 

Profitability has been always given a topmost priority in the finance and accounting 

literature because it is the major goal of financial management as every firms aims to 
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maximize their profit. In fact it is considered as the moral obligation to obtain the best 

possible return on investment for its stock holder (Jensen, 2002). 

A business that is not profitable cannot survive only that business that is highly profitable 

has the ability to reward its owner with the large return on their investment. Profitability 

is the organization‟s ability to generate income and its inability to generate income is a 

loss. He further asserts that if the income generated than the input cost that is simply 

profitable but if the incomes are less than the input cost it reflects poor performance (Hall 

& Weiss, 1967). 

Performance of firms is vital importance for investor, stakeholder and economy at large. 

For investor the return on their investment is highly valuable and well performing 

business can bring high and long term returns for their returns. Further, more financial 

profitability of a firm will boost the income of its employees, bring better quality products 

for its customer and have better environment friendly production unit. Also more profit 

will generate employment opportunities and enhance the income of people. 

2.1.3 Review of Capital Structure Theories 

The capital structure of financial leverage decision should be examined from the point of 

its impact on the value of the firm. However there are two conflicting theories to  show 

the relationship between the capital structure and value of the firm. Traditionalist 

believes that capital structure decision affects the value of the firm whereas 

Modigliani and Miller say capital structure does not affect the value of firm. In a broad 

sense, there are generally two theories relevancy theory and irrelevancy       theory. 

Relevancy theory states that the combination of debt and equity decision affects the 

value of the firm; it means that the value of firm differs as per the change in 

combination of debt and equity. However irrelevancy theory states that combination of 

debt and equity decision doesn‟t affect the value of the firm. 

Net Income Approach 

It is also called relevancy theory of capital structure because the capital structure decision 

is relevant to the valuation of the firm. This theory suggests that change in leverage ratio 

affects the overall cost of capital and market value of the firm. 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. 
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According to this theory cost of debt is greater than cost of equity and cost of debt and 

cost of equity are fixed so when the percentage of debt increases, cost of equity decreases 

and value of the firm also increases. 

The cost of debt capital and 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 cheaper than that of equity. In addition at constant cost of equity and cost of 

debt, the overall cost of capital 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 net income approach is based on following assumption 

1. Cost of debt is less than cost of equity (kd < ke) 

2. The use of debt does not change the risk perception of investors. 

3. There is no change in cost of debt and cost of equity. 

 

According to this assumption, the increases in debt ratio magnify the earning per share. In 

the given capitalization rate, the increase in EPS makes an increase in market price of 

stock 

MPS = EPS 

              Ke 

Where, 

MPS = Market price of stock EPS = Earnings per share 

Ke = Cost of equity. 

In other words, the increase in debt ratio cause decline in overall cost of capital and 

decrease on overall cost of capital enhances the market value of the firms or company i.e. 

V=     NOI        = EBIT 

             Ko   Ko 
 

Where, 

V = Market value of the firm 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 through judicious mix of debt and equity. 
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Net Operating Income Approach 

It is also called irrelevancy theory of capital structure because capital structure decision is 

irrelevant to the valuation of the firm. It implies that the total value of the firm is 

unaffected by its capital structure. Any change in leverage ratio will not lead to any 

change in overall cost of capital as well as value of the firm 

According to this approach cost of debt is greater than cost of equity and cost of debt is 

fixed but cost of equity is not fixed so the value of the firm and overall cost of capital 

remains constant. This approach suggest that a change in capital structure cannot change 

in value of the firm this is due to the fact that if the amount of debt is increases in total 

capital the shareholder would be subject to more risk and as a result the equity 

shareholder will demand more return for a higher risk undertaken by them. This will 

result in the higher cost of equity. The advantage of lower cost of debt will be counter 

balance by the higher cost of equity due to such balancing effect overall cost of capital 

would remain same and value of the firm will remain same. Net operating income has 

following assumptions (Jensen, 2002): 

1. Cost of debt is assumed constant. 

2. The change in the proportion of leverage affects the required rate of return on equity as 

financial risk changes. 

3. Cost of equity changes linearly with the change in leverage 

4. Overall cost of capital remains constant. 

 

This approach suggest that both the earning per share and equity capitalization rate 

increases on same proportion with the increasing debt ratio, so the market price of stock 

remain unchanged on any leverage. The total market value of the company also remains 

unchanged, since as previously said that the net operating as well as overall 

cost of capital does not vary with the leverage. The market value of the company is 

obtained as below: 

V = NOI 

H 

Where, 
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V = Value of the firm 

 

NOI = Net operating income Ko = Overall capitalization rate. 

At the extreme degree of financial leverage, hidden costs become very high and hence the 

firms „cost of capital and its market value is not influenced by the use of additional 

cheaper debt fund (Chakraborty, 1977). 

Thus this approach suggests that there is no optimal capital structure. 

 

Traditional Approach 

Ezra Solomon developed the traditional approach. It is also known as intermediate 

approach between Net income approach and Net operating approach. It assumes that there 

exists optimal capital structure and that a firm can increase its total value through 

the optimum use of leverage (Van Horn, 1999). 

This is the combination of net income approach and net operating income approach. This 

approach suggests that if a proportion of debt is increased the total capital certain level 

overall cost of capital tends to decrease. If the proportion of debt in increased beyond the 

stated level and up to the next level the overall cost of capital would remain constant. If 

the proportion is increased for other the overall cost of capital tends to increase because 

of very high cost of debt. 

According to this approach a firm can initially lower its cost of capital and increase its 

total value by using debt, though the investors raise the required rate of return on equity, 

the increase in the cost of capital does not offset entirely the benefit of using cheaper debt 

fund. As more leverage occurs, investors increasingly penalized the firms required equity 

return until eventually this effect more than offsets the use of cheaper debt funds (Aryal, 

2017). 

The assumptions of this approach are as follows: 

1. Equity holders adjust their required rate of return proportionately for every unit of 

debt inclusion. 

2. Debt holders do not really care for the level of debt inclusion and do not demand 

any premium for the leverage risk at least in the beginning. 

3. The expected outcome of the behavior of equity holders is the benefit of cheaper 
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debt financing causes the cost of equity and debt increases. 

According to this approach, the manner in which the overall cost of capital reacts to 

change in capital structure can be divided into three stages (Friendman, 1959). 

Stages I 

The first stage of traditional approach begins with the introduction of debt in the total 

capital. Initially the cost of equity 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 remains constant or raises negligibly since the market views 

the use of debt as a reasonable policy. As a result the value of the firm will increase and 

overall cost of capitalization will fall with the increase in leverage. (Pandey, 2001) 

Stage II 

Once the firm reached certain degree leverage, further application of debt have a 

negligible effect on the value of the firm or the overall cost of capital. It is because 

increase in the cost of equity offset the advantage of low cost debt. Within the range of 

such debt level the value of firm will be maximum or the cost of capital will be minimum 

(Pandey, 2001). 

Stage III 

Beyond the acceptable limit of leverage, the value of the firm decreases with the leverage 

or the overall cost of capital increases with the leverage. This happens because the cost of 

equity increases by more than enough to offset the advantage of low cost debt (Pandey, 

2001). 

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

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

 

Modigliani and Miller Approach 

This approach is most widely accepted capital structure theory. In 1958, Franco 

Modigliani and Merton Miller established two propositions for the relation between a 

firm‟s capital structure, its market value and cost of capital. This approach is based on 

MM model without and with taxes. 
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Under MM approach without taxes 

This theory is called capital structure irrelevancy theory, which means that in capital 

market without taxes, value of firm has not any effect on its capital structure. The 

argument is that the value of the firm depends on firms‟ earning and risk of its assets and 

not its capital structure which means value of levered firm is equal to vale of unlevered 

firm. 

This approach supports the relationship between leverage and cost of capital that is 

explained by NOI approach. It advocates that the values of the firm are not affected by 

capital structure and average costs of capital are also not affected by capital structure. It 

assumes that there are no transaction cost and no corporate tax. Under this approach value 

of firm will remain same no matter how is the proportion of debt and equity. 

According to this approach value of levered firm is equal to the value of the unlevered 

firm. If the value of levered firm is higher than the value of unlevered firm or vice versa it 

will be compensate by arbitrage process i.e. it will reach in balance through the 

arbitrage process. 

The MM cost of capital hypothesis can be best expressed in terms of their proposition I 

and II. However the following assumption regarding the behavior of the investors and 

capital market, the action of the firm and tax environment are crucial for the validity of 

MM hypothesis. 

1. Securities are traded in perfect capital market. 

2. Firms can be grouped in the homogenous risk class. 

3. Dividend payout ratio is 100 percent 

4. Corporate income tax doesn‟t exist. 

5. Investors have homogenous expectation about expected future corporate earnings 

also the riskiness of their earnings. 

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

Proposition: I 

The MM proposition- 1 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 

operating income at a rate appropriate for the firms risk class. It is identical to the NOI 



30  

 

 

approach. The value of firm is obtained by 

V = NOI 

        Ko 

V = Value of the firm 

NOI = Net operating Income 

Ko = Risk Adjusted Capitalization rate Proposition: II 

The proposition II 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 either 

levered or unlevered in a given risk class the cost of equity is equal to the constant 

average cost of capital plus a premium of financial risk which is equal to debt equity ratio 

times the spread between constant average cost of capital and interest rate. It can be 

expressed as follows: 

Ke = Ko + (Ko – Kd) D/E Where, 

Ke = Cost of equity 

K0 = Average cost of capital 

Kd = Cost of debt or interest rate  

D/E = Debt Equity ratio. 

Under MM approach with taxes 

This theory stated that as company‟s debt ratio increases and pushes the cost of equity 

capital up but because of the corporate taxes subsidies of the cost of debt then the overall 

cost of capital falls. This model expand the first idea by including the risk of a firm to 

become bankruptcy after raising huge amount of fund using debt, they insisted that using 

more debt increase the threat of bankruptcy for a company. Cost of equity of a company 

goes up because of a higher risk of using debt that the company has and shareholders 

perception about the future of the company on which they have invested. It can also be 

shown in proposition I and II. 

Proposition I 

As per proposition – I, 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 deducted from net income 

for the tax calculation. Thus the value of levered firm will be more by the present value 

of the debt tax shield than that of unlevered firm. In other word value of levered firm is 
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equal to the value of the unlevered firm plus present value of debt tax shield. This can be 

shown in following equation 

VL = Vu + T*B 

Where, 

VL = Value of levered firm Vu = Value of unlevered firm T = Tax 

B = Amount of Debt Proposition II 

It states that the cost of equity of levered firm rises with leverage ratio to compensate for 

the additional leverage risk while the cost of debt remain constant because the debt is 

assumed to be risk less (Pradhan, 1992). Accordingly the cost of equity is calculated as 

follows: 

Kel = Keu + ( Keu – Kd) ( 1- T) D/ E Where, 

Kel = 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 cost of equity increase 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 a result of tax 

saving outweighs the increased cost of equity, forcing the average cost of capital to 

decline with every unit of additional debt financing. As a result the weighted average cost 

of capital of the firm does not remain unchanged when there is a change in D/E ratio. This 

can be seen in following equation. 

Kol = Kel (Es / V) + KD (1-T) D/E 

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 

Thus it can be concluded that MM Theory with taxes is identical 

To NI approach, this says that the value of the firm increases with every additional unit 

of debt financing. 
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Trade off theory 

In the trade-off theory firms weigh the costs of borrowing against the benefits of debt 

financing .The cost of borrowing includes interest payments and bankruptcy cost. The 

benefit of debt financing includes the tax deductibility of interest payments and the firm is 

equal to the value of unlevered firm plus the value of side effects, which include the tax 

shield and the expected costs due to financial distress (Brigham & Ehrhardt, 2005). 

When a firm has zero or low levels of debt financing, the possibility of bankruptcy is low 

and immaterial. It is argued that the extensive use of debt increases the chances of 

bankruptcy of which creditors demand extra risk premium. He suggested that firms 

should not use debt beyond the point where the cost of debt becomes larger than tax 

advantage. As debt financing increases, the expected bankruptcy related costs increases 

and reduces the tax benefits of the debt. 

This theory states that there is an advantage for corporation to be finance with debt 

because of the balance between the tax benefit gained by corporation and cost of 

bankruptcy due to the risk of taking on more debt. The tax benefit occurs due to the 

interested deducted from before interest and tax earnings, which brings about tax 

advantage because taxable income become less and hence corporate tax payment for the 

company. The major benefit of debt financing is that it provides a tax shelter; 

nevertheless the main disadvantage related with debt financing is the risk of bankruptcy 

(Brigham & Ehrhardt, 2005). 

According to the trade -off theory the optimal capital structure is the point where the 

marginal tax shelter is equal to marginal bankruptcy related costs. Therefore firm would 

prefer debt over equity up to the point where the probability of financial distress and 

bankruptcy costs starts to be important. 

It was suggested that this theory could be applicable for larger firms which are more 

likely able to generate high profits but for the small firms they are less likely to have 

choose debt financing for the tax shield advantage (Van Horne, 2000). 

On the other hand, firm with a stable revenue stream and sound asset base facing a lower 

risk of bankruptcy. This company can apply a moderately higher level of leverage in their 

capital structure. 
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Pecking Order Theory 

Pecking order theory states that companies priories their source of financing, first 

preferring internal financing then debt lastly equity as a last resort. It states that the firms 

have a prefer hierarchy for financing decision. The highest preference is to use internal 

financing before resorting to any form of external fund. Internal firm incur no floatation 

cost and require no additional disclosure of proprietary financial information that could 

lead to more severe market. 

If the firm  has to use external fund the preference is  to use following order of 

financing sources 

7. Debt 

8. Convertible securities 

9. Preferred stock 

10. Common stock 

 

Internal financing is mostly suggested by this theory because it is less costly as compared 

with external financing of debt and equity. Debt finance increases cost to the firms in 

terms of interest expenses while equity finance give out firm‟s authority. 

Siro (2013) argued that firms would prefer internal source of finance as compared to 

expensive or costly external finance and therefore profitable firms that generate earnings 

are expected to use less debt than those that do not generate earnings. 

 

The pecking order theory suggested a substitute interpretation of why companies select 

particular capital structure, famed as the pecking order theory. The pecking order theory 

is a priority order theory, which explains how companies select to get new funding for 

their future activities and growth. Asymmetric information between managers of a 

company and external investors is the key intrinsic supposition of the pecking order 

model. This means that management, which is supposed to act in the benefit of current 

shareholders, has knowledge of the true value of the existent assets and growth chances, 

while external investors are capable only to estimate these values and this called the 

asymmetric information. Hence, administration‟s actions related to funding are perceived 

as an indicative about the true value of the company. 
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When the internal financing are not enough to finance the proposed investment then 

company resort to debt financing. The next way of financing in the hierarchy is the 

issuance of preferred capital. The least preferred mode of financing is issue of equity. 

This is only reliable as a last option. Pecking order theory is a behavioral approach to 

capital structure. 

Agency Cost Theory 

Agency theory focuses on the behavioral relationship between the owners (principals) and 

those others (agents) who are engaged by the owners to perform tasks on behalf of the 

principal. Managers may resist high level of leverage if they feel that it places their jobs 

and income at risk .On the other hand shareholders, who can diversify away any company 

specific risks, prefer riskier projects.Neilson, (2004) suggests that management might 

pass up positive net present value projects when these benefits accrue primarily to 

bondholders. Other agency conflicts between bondholders and shareholders include asset 

substitution and claim dilution (Smith &Warner, 2009). 

Agency cost theory states that leverage companies are better for their shareholders 

because debt level can be used as a monitoring tool for managers hence maximizes 

company performance by lowering agency cost. A significant amount of research during 

the last two decades has been dedicated to models in which capital structure is determined 

by agency cost. Agency cost is arising due to the conflict of interest. 

Firstly conflict of interest between shareholders and manager begins because manager is 

not allowed to 100% of residual claims. Consequently the managers do not capture the 

entire gain from the profit enhancement activities but they do accept the entire cost of 

these activities. The manager may hence put in less effort in value enhancement activities 

and may also undertake to maximize their private perquisites. (Jensen, 1986) 

Secondly conflict also comes up between the interest of debt holders and equity holders. 

If an investment financed with debt yield high return equity holder are allowed to the 

gains. On the other hand if the investment fails, the debt holder experiences the 

losses due to limited liability of equity holder. As a consequence, equity holder may gain 

from investing in very risky project even if they are value decreasing value. 

A firm can reduce the agency costs by increasing its reliance on debt financing. This 

reduces the need for equity financing, and therefore, avoids the associated agency costs. 

However, a corporation's ability to increasingly rely on debt financing is limited due to 
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higher agency costs of debt resulting from the chance of the firm falling into financial 

distress. In addition to financial distress costs, claims of new debt holders are likely to 

dilute the claim of existing shareholders, and therefore require higher rates of return 

that are reflected in the firm's higher cost of capital. 

Bankruptcy cost and capital structure 

Various theories of capital structure are not attended to the existence of bankruptcy cost. 

In a perfect capital market, it is assumed that all company assets can be sold on their 

economic value without acquiring cost of liquidation. Nevertheless in actual situation 

such a liquidation cost, legal fees and administration are significant (Copeland and 

Western, 1992). Moreover assets may be sold at distress price below their economic 

value. Thus its net realizable value is less than economic value which is a dead weight 

loss to the system. 

A company with leverage has a larger profitability of bankruptcy than firms with no 

leverage. Hence the cost of bankruptcy for firms with high leverage is higher is higher. 

However the cost of bankruptcy is not a linear function of leverage. When a company 

employs a low level of leverage in capital structure, bankruptcy risk is not considerable 

thus there is no influence of bankruptcy cost on corporate valuation until the threshold is 

reached. Conversely after a threshold level of leverage, bankruptcy becomes an existent 

threat (Copeland and Western, 1992). 

Asymmetric Information 

This is based on the principle that the managers have personal information about the 

characteristic of the flow back in a company or an investment opportunity. Thus capital 

structure is intended to reduce the inefficiencies caused by asymmetric information 

Asymmetric information refers to the notion that firm insiders, typically the managers 

have better information than do market participants on the value of their firm‟s assets and 

investment opportunities. They further suggest that this asymmetric information has a 

great influence on the choice of capital structure. The greater the asymmetry in 

information between insiders and outsider the greater the likely stock price reaction to a 

financing announcement. 

If the company is funding new project by issuing equity, under pricing may be so strict 

that new investors capture more than the net present value of the new project, which 

result in a net loss to existing shareholder. In this case the project is rejected even though 
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the net present value is positive (Chakraborty, 1977). 

Signaling through Capital Structure 

Some theories suggest that changes in capital structure have information content 

about the valuation of the firm. This theory gives explanation that capital structure 

changes are explicit signal about the firms valuation sent purposely by the management 

(Chakraborty, 1977). 

An increase in the debt composition of the capital structure is commonly indicated as a 

signal of undervaluation of the firm. As the increased level of leverage is accompanied by 

a higher risk of bankruptcy increase level of debt implies the confidence of the 

management the future prospects of the firm. 

On the other hand, n issue of equity is an indication that the firm is overvalued. The 

market interprets that the management has decides to issue equity because it is valued by 

the market. The market responds favorably to moderate increases in leverage and 

negatively to the new issue of equity (Chakraborty, 1977). 

2.2 Review of Related Studies 

Several empirical studies around the world have been conducted to measure the   

relationship between capital structure and company profitability. In most cases researcher 

come up with mixed results, some revealed a positive  relationship between the variable 

other revealed the negative relationship while some other shows the contradictory results 

between study variables. These type of result shows that the topic is still debatable hence 

it‟s high time to measure such relationship in Nepalese Manufacturing Company listed in 

Nepal stock exchange. 

Ebaid (2009) studied the relationship between the different debt-equity combinations with 

company's performance. Multiple regression technique was used to find out the impact of 

debt policy on company's performance. Findings of the study reveal that both short-term 

debt and total debt are negatively related by return on assets. Capital structure including 

total debt (TTD) in not significantly related with Return on Equity (ROE) and Gross 

profit margin. Findings of the study reveal that ROA and firm performance are negatively 

related. 

Gill (2011) studied regarding the effect of capital structure on profitability by examining 

the effect of capital structure on profitability of the American service and manufacturing 
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firms. A sample of 272 American firms listed on New York Stock Exchange for a period 

of 3 years from 2005 – 2007 was selected. The findings of this paper show also a positive 

relationship between short-term debt to total assets and profitability, long-term debt to 

total assets and profitability, and between total debt to total assets and profitability in the 

manufacturing industry. 

Kaumbuthu (2011) carried out a study to determine the relationship between capital 

structure and return on equity for industrial and allied sectors in the Nairobi Securities 

Exchange during the period 2004 to 2008. Capital structure was proxy by debt equity 

ratio while performance focused on return on equity. The study applied regression 

analysis and found a negative relationship between debt equity ratio and ROE. 

Odita (2012) used regression and Pearson correlation to analyze the impact of capital 

structure on firm performance in Nigeria. He used performance measure of return on 

assets and return on equity while capital structure measures were debt ratios and 

controlling variables of assets turnover, firm, size, age, asset tangibility and firm growth 

opportunity. The study results indicated a negative relationship and significant 

relationship between performance measure of return on assets and equity against debt 

ratio. 

Shubita (2012) measured the relationship between capital structure and profitability of 

Jordan companies. The researcher used correlation and multiple regressions between 

variables to reach the intended results. The researcher used ROE as performance variable 

against capital structure variable of short term debt to assets as independent variable. The 

study results showed a negative relationship between debt finance and profitability. Their 

findings implied that an increase in debt position is associated with a decrease in 

profitability of companies thus the higher the debt the lower the profitability of the firm. 

The researcher used only one performance measure of ROE to come up with conclusion. 

Abbasali (2012) in Tehran used person correlation and multiple regression models to test 

the relationship between independent variable of debt ratio against dependent variable of 

return on assets and return on equity. Researcher also used controlling variables of assets 

turnover, firm size and assets tangibility and growth opportunity as other independent 

variable of the study. The result of this study indicated a negative relationship between 

debt ratio and financial performance. Also result indicated a significant positive 

relationship between assets turnover, firm size and asset tangibility and growth 
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opportunity with financial performance measure. 

Tan (2012) investigated the relationship between financial distress and company 

performance on 277 companies from eight East Asian economies for the period of 1997-

1998 during the Asian financial crisis. The findings from this study affirm that high-

leverage companies are anticipated to perform less comparative to low-leverage 

companies which imply a higher level of leverage leads to a higher probability of 

financial distress and deteriorate performance. Additionally, the crisis increases the 

negative link between financial distress and company performance. 

Salim & Yadav (2012) examined the influence of capital structure on company financial 

performance for the two hundred and thirty seven Malaysian listed companies over the 

period of 1995-2011 using panel data analysis. The researchers used four performance 

metrics namely, earning per share, return on equity, Tobin's Q and return on asset as 

dependent variables and three measures for capital structure as independent variables 

namely, short term debt divided by total assets, long term debt divided by total assets and 

total debt ratios, while Size and growth used as control variables. The findings indicate 

that company performance ROA, ROE and EPS, adversely influence on long term debt 

ratio (LTD), short term debt ratio (STD) and total debt ratio (TD), while growth 

positively affects on financial performance for all the sectors. In addition, Tobin's Q has 

a positive and significant impact on short term debt (STD) and long term debt (LTD). 

Miheal (2012) in listed firm in Romania, his result indicated that there was a 

contradictory as they delivered both in favor of positive correlation and in favor of 

negative correlation between capital structure and firms performance. Due to this 

conclusion, it was not clear whether capital structure influenced performance or not, for 

that case the further study on this relationship has to be conducted. 

Zuraidah (2012) in Malaysia measured the relationship between the capital structure 

indicators of short term debt, long term debt and total debt against performance indicators 

of return on assets and return on equity. Researcher used panel data of fifty eight firms 

from 2005 to 2010. The results of the study indicated that only short term debt and total 

debt had a significant relationship with return on assets and other capital structure 

variables had a significant relationship with return on equity. 

Bundala (2012) on his study on investigating whether Tanzania listed companies practice 
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Pecking order theory, Agency cost theory or Trade off theory. His results of the study 

revealed that there is a little support for pecking order theory that predicts significant 

positive slopes for growth rate, liquidity, dividend payout and assets tangibility variables 

and negative significant slope for profitability variables. 

Leon (2013) was about the impact of capital structure on financial performance of the 

listed manufacturing firms in Srilanka. He used a panel data of thirty listed manufacturing 

companies from 2008 up to 2012 to measure the relationship between the variables. The 

data were analyzed and hypotheses were tested using correlation and regression analysis. 

The finding of his study revealed that there is a significant negative relationship between 

leverage and return on equity at the same time the relationship between leverage and 

return on assets showed no relationship. 

Nasreem (2013) also tested the relationship between firm‟s capital structure and financial 

performance in Pakistan using a sample of eighty three companies listed in Karachi Stock 

Exchange. Researcher used debt to equity ratio as a measure of capital structure while 

other ratio like EPS, Price earnings ratio, operating profit margin, ROA and ROE 

were used as process for firm performance. After analyzing data using regression model, 

researcher found that financial performance of a company was significantly affected 

by their capital structure and their relationship was negative in nature. Also capital 

structure showed a negative relationship with company market value. 

Toraman (2013) examined manufacturing companies in Turkey and discovered the 

negative relationship between short term debt to total assets, long term debt to total assets 

and return on assets. He also discovered no significant relationship between total debt to 

equity ratio and return on assets. Researcher used regression model to measure the 

relationship between capital structure and company profitability using a sample of twenty 

eight manufacturing industries. 

Alowwad (2013) in Saudi Arabia used regression technique to measure the relationship 

between the variable of capital structure against variable of firm performance and found 

that all levels of debt ratios had inverse relationship with firm performance indicators of 

return of assets, return on equity and profit margin. 

Alom (2013) analyzed the effect of debt and equity funding (capital structure) on the 

financial performance in Malaysia by employing multiple regression analysis. The 
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researchers used a sample of one hundred and thirty over the period 2001-2010. The 

findings show an adverse and statistical significant relationship between capital structure 

and companies performance. 

Jaffna (2013) analyzed the impact of capital structure on financial performance of the 

listed trading companies in Srilanka. He used companies data listed in Srilanka stock 

exchange during 2006 to 2010 and came up with following results. He used correlation 

analysis and revealed that debt assets ratio and debt equity ratio and correlated with gross 

profit margin, net profit margin, return on assets and return on equity at significance level 

of 0:05 and 0.1. Finally their results concluded a positive relationship between capital 

structure and financial performance. 

Lavorskyi (2013) in Ukraine conducted a study on the impact of firm performance in 

Ukraine. Researcher used regression to measure the relationship between capital-structure 

variable of leverage ratio against performance variable of return on assets, total factor 

productivity and EBIT margin. After analyzing the relationship researcher found that firm 

leverage was negatively affecting firm performance. 

Tailab (2014) in a America used a sample of thirty energy American firms for a period of 

nine years from 2005 to 2013 to test the effect of capital structure on profitability of 

energy. American firms found the negative relationship between debt ratios and 

performance variable on return on equity and return on assets. Researcher used multiple 

regression method to analyze his study data where 10% of ROE and 34% were predicted 

by independent variables of short term debt, long term debt, and total debt to equity ratio 

Kayode (2014) in Nigeria conducted a study in the effect of capital structure on firm 

performance in Nigeria using the panel data of ten companies from 2003 to 2012. 

Researcher used descriptive and regression technique to test the relationship between 

performance variable of return on assets and return on equity against capital structure 

variables of total debt to total assets, total debt to equity. In his study results he revealed 

that capital structure has negatively related to firm performance. 

Adesina et.al (2015), studied found that capital structure has been found to have impact 

on firm‟s performance. Bank consolidation in Nigeria has increased bank equity capital 

against debt. This study aims to determine the impact of post consolidation capital 

structure on the financial performance of Nigerian quoted banks. The study used profit 
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before tax as a dependent variable and two capital structure variable i.e. equity and debt 

as independent variables. The sample for the study consists of ten Nigerian banks quoted 

on the Nigerian stock exchange. The required data and information for the study were 

gathered from the published annual reports. Ordinary least square regression analysis of 

secondary data shows that capital structure has a significant positive relationship with 

the financial performance of Nigerian banks. The researcher suggests that the 

management of quoted banks in Nigeria consistently use debt and equity capital in 

financing to improve earnings. 

Shah (2016) studied the impact of capital structure on firm performance using 25 cement 

companies listed on Karachi stock exchange during 2009 to 2013. Descriptive statistics 

results show a poor performance by cement companies, because about 64.51 percent of 

total assets of cement companies are financed by debt. Based on the correlation results this 

study finds a negative relation between debt to assets and firm performance variables 

(GPM, NPM, ROA & ROE). It also indicates a positive relation between debt to equity 

and firm performance variables (GPM & NPM), whereas negative relationship between 

debt to equity and firm performance variable. (ROA & ROE). Besides, regression results 

reveal that there is a significant impact of capital structure on firms performance. based 

on empirical literatures and findings the study concludes that there is a significant impact 

of capital structure on firms performance. Although business companies generally depend 

on the debt capital therefore financial analyst and managers should be cautious while 

using debt as a source of finance, since there exist almost negative relationship between 

capital structure and firms performance. 

Bhattarai (2017) the main purpose of the study is to examine the effect of capital structure 

on the performance of manufacturing company listed at the Nepal stock exchange. 

Secondary data of eight manufacturing companies were obtained from the published 

annual report and financial statement of the respective companies covering the 10 years. 

The result of the multiple regression analysis shows that capital structure has a significant 

negative relationship with the performance of the Nepalese manufacturing companies. In 

addition to capital structure, the firm performance is significantly positively associated to 

the firm size but negatively associated to the tangibility. 

Singh and Bagha (2019) examine the effect of capital structure on the profitability of 

firms. study has been undertaken to evaluate the effect of capital structure on the 
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profitability of Nifty 50 companies listed on National Stock Exchange of India from 2008 

– 2017. The data has been analyzed by using descriptive statistics, correlation and 

multiple panel data regression models. Four different regression models have been used 

to study the relationship between capital structure and profitability. In these models, they 

study the individual effect of total debt and total equity ratios on profitability, that is, 

ROA and ROE. All four models have been tested with pooled OLS, fixed effects, and 

random effects. They concludes that there is significant positive impact of capital 

structure on firm‟s profitability. 

Jaisi (2020), attempts to examine the relationship between capital structure and the 

financial performance of Nepalese insurance companies. This paper uses descriptive as 

well as causal- comparative research design to examine the general structure of capital 

structure and financial performance and their relationship. The data were collected from 

annual reports of listed insurance companies in Nepal. The study is based on 84 

observations from 14 insurance companies of Nepal from 2013/14 to 2018/19. The 

regression models are estimated to test the effect on financial performance variables i.e. 

return on assets and earnings per share. The result shows that insurance companies having 

a high debt ratio have better financial performance. An increase in debt ratio and 

tangibility increase return on assets and an increase in equity, size and liquidity decrease 

return on assets in the industry. The impact of the debt ratio and tangibility on earning per 

share is positive and there is the negative impact of equity, size and liquid ratio on 

earning per share. The major conclusion of this study is that total debt ratio, equity to total 

assets ratio, leverage, size, liquidity and tangibility are the significant factors in 

determining the financial performance of Nepalese insurance companies. The insurance 

companies of Nepal interested to increase financial performance can increase their total 

debt ratio and tangible assets and decrease equity, firm size, and liquidity ratio. 

Hieu Thanh Nguyen, Anh Huu Nguyen (2020) explores the impact of capital structure on 

firm performance in the context of Vietnam. The paper investigates the different effect of 

capital structure on firm performance in state-owned and non-state enterprises listed on 

the Vietnam stock market. The panel data of research sample includes 488 non-financial 

listed companies on the Vietnam stock market for a period of six years, from 2013 to 

2018. The Generalized Least Square (GLS) is employed to address econometric issues 

and to improve the accuracy of the regression coefficients. In this research, firm 

performance is measured by return on equity (ROE), return on assets (ROA), and 
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earnings per share (EPS). The ratios of short-term liabilities, long-term liabilities, and 

total liabilities to total assets are proxy for capital structure. Firm sizes, growth rate, 

liquidity, and ratio of fixed assets to total assets are control variables in the study. The 

empirical results show that capital structure has a statistically significant negative effect 

on the firm performance. The result also shows this effect is stronger in state-owned 

enterprises than non-state enterprises in Vietnam. These evidences provide a new insight 

to managers of both state-owned and non-state enterprises on how to improve the firm‟s 

performance with capital structure. 

Ali, Kumar, Sovaniski (2020) study the Capital Structure Impact on Financial 

Performance of Kurdistan Manufacturing Firms. The research objective was to establish 

effects of capital structure on the performance in financial perspective of Kurdistan 

manufacturing firms. Multiple linear regression which included return on equity as 

independent variable, capital structure, liquidity, size and growth as the independent 

variables. These variables were used to establish whether capital structure decisions affect 

profitability of manufacturing firms in Kurdistan. The results obtained from the 

regression equations established a negative relation between total debt, size and financial 

performance which indicates using more of debt or assets are linked to a decrease in 

performance in financial perspective. The study further found out that financial 

performance increased with increase in liquidity and sales growth. From the findings 

outlined above, the study recommends that companies should consider borrowing less 

funds and use internal funds economically. 

Chalise and Adhikari (2022), examine the impact of capital structure and firm size on 

financial performance of Nepalese commercial banks. The study used a sample of 14 

commercial banks covering government owned, joint venture and private banks over the 

period 2013/2014– 2018/2019 with secondary sources of data. Regression analysis was 

used in the estimation of functions relating the Return on Assets (ROA) and Earnings per 

Share (EPS) with measures of capital structure and firm size (total assets). The results 

revealed a negative relation of ROA and EPS with capital structure (Debt/Equity). 

However, it showed a positive relationship of ROA and EPS with size (total assets). The 

findings provided the evidence in support of high-level equity capital employed in the 

capital structure of Nepalese commercial banks. 
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2.3 Research Gap 

The relationship between capital structure and profitability cannot be ignored because the 

improvement in the profitability is necessary for the long-term survivability of the firm. 

Because interest payment on debt is tax deductible, the addition of debt in the capital 

structure will improve the profitability of the firm. Therefore, it is important to test the 

relationship between capital structure and the profitability of the firm to make sound 

capital structure decisions. 

Many researchers who tested the impact of capital structure on firms‟ profitability came 

up with contradictory results. Some discovered positive impact while some discovered 

negative impact and some revealed there is no any impact of capital structure on firm‟s 

performance. Because of this controversial result, researcher gets the chance to do further 

studies on this topic by testing the relationship between capital structure and firms 

profitability. 

The lack of a consensus about what would qualify as optimal capital structure in the 

service and manufacturing industries has motivated researcher to conduct this research. 

Also in Nepal, there are few research held on this topic so it has high time to analyze and 

compare the results with the capital structure theories and see whether there is any 

relation between capital structure decision and firms profitability using listed 

manufacturing companies in Nepal Stock Exchange. 
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CHAPTER-III 

RESEARCH METHODOLOGY 

 

This chapter explains the capital structure management of Nepalese listed manufacturing 

companies. Thus the overall approach to the research is presented in this chapter. This 

chapter consists of research design, population and sample, nature and sources of data, 

data collection procedure and data analysis tools and technique. 

3.1 Research Design 

This study attempts critical analyses of manufacturing companies listed in NEPSE. It also 

analyzes the debt and equity positions in capital investments of related companies. In 

order to achieve the predetermined objectives of the study, secondary data have been 

used. This study tries to make comparison and establish relationship between two or more 

variables. The research design undertaken in the study will consists of quantitative 

descriptive and causal comparative research design. Descriptive research design is 

adopted for descriptive statistics contains mean, standard deviation, and explain the 

characteristics of sample banks. Causal comparative research design is followed for 

regression analysis and correlation analysis and to measure the direction and magnitude 

of relationship between dependent and independent variables. 

3.2 Population and Sample 

There are eighteen real sector companies listed under the manufacturing and processing 

company. So the population for the study consists of all the manufacturing company 

listed in NEPSE. Out of them three manufacturing companies are selected as samples 

using convenience sampling method. They are: 

1. Bottlers Nepal Limited ( Balaju) – BNL 

2. Himalayan Distillery Limited – HDL 

3. Unilever Nepal Limited – UNL 

All the companies are not regularly traded in the market. Only the companies regularly 

traded in line with the regulation of NEPSE is selected as a sample for the study. 

3.3 Nature and Sources of Data 

This study is related to the capital structure and its impact on the firm‟s profitability so 

this study rely on accounting and financial report, hence this study is based on the 

secondary data. The raw secondary data are modified to some extent for the study 
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purpose. The major sources of secondary data are: Brochure of concerned companies, 

Nepal Stock Exchange (NEPSE), Security Board of Nepal and website of the company. 

All the collected data and information are properly synthesized, arranged, tabulated and 

calculated to reach at the realistic analytical synthesized. 

3.4 Instruments of Data Collection 

Annual reports are collected by visiting the respective company located within the valley. 

The official websites are also used to gather information about the firm. In addition 

researcher make telephone calls to the respective respondent to further explain the 

purpose of the study and request for the financial statement. The various related journal, 

magazines, newspaper, articles and theses were reviewed. 

3.5 Methods of Analysis 

The main purpose of analyzing the data is to clarify the unprocessed data in order to draw 

the conclusion form them. The method of analysis employed in this study consists of two 

method i.e. financial tools and statistical tools. The analysis is done according to the 

pattern and usefulness of the data. 

Financial tools 

To evaluate the performance of any organization financial tools are very important. The 

financial tools employed in this study are leverage ratio, profitability ratio. 

Leverage ratio evaluates a company‟s debt level. Leverage ratio looks at how much 

capital comes in the form of debt or assesses the ability of a company to meet financial 

obligation. The most common leverage ratios are the debt to assets ratio and debt to 

equity ratio. In this study following leverage ratio is calculated. 

Debt to total assets ratio 

The debt to total assets ratio in an indicator of financial leverage. It shows the percentage 

of total assets that were financed by creditors, liabilities, debt. It is calculated as 

Debt to total assets = Total debt 

                                 Total assets 

 

Debt to equity ratio 

The debt to equity ratio is used to measure a company‟s financial leverage. It indicates 

how much debt a company is using to finance its assets relative to the amount of value 

represented in shareholders‟ equity. It is calculated as 
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Debt to equity ratio = Total debt 

                     Share holders equity 

Profitability ratios are class of financial metrics that are used to assess a business ability 

to generate earnings compares to its expenses and other relevant cost incurred during a 

specific period of time. It gives final answers about how effectively the firm is being 

managed. In this study following profitability ratio are calculated. 

Current Ratio 

The current ratio is also referred to as the working capital ratio. This ratio compares a 

company‟s current assets to its current liabilities, testing whether it sustainably balances 

assets, financing, and liabilities. Typically, the current ratio is used as a general metric of 

financial health since it shows a company‟s ability to pay off short-term debts.   

Within the current ratio, the assets and liabilities considered often have a timeframe. For 

example, liabilities in this ratio are usually due within one year. On the other hand, 

current assets in this formula are resources the company will use up or liquefy (converted 

to cash) within one year.  

The formula to calculate current ratio is; 

Current ratio = Current Assets 

          Current Liabilities 

 

Net Sales Revenue 

Net sales is the total number of sales that a business makes minus the discounts, sales 

returns, and allowances. Net sales are different from gross sales because the latter does 

not take sales returns, allowances, and discounts into account. Net sales are part of the 

income statement and they ensure that an accurate figure is provided when analyzing the 

financial statement. . 

Net sales is important because it is more accurate in comparison to gross sales. It provides 

an insight into your business and how much you are earning. This gives you a glimpse of 

your business health as it highlights the costs that are incurred when making sales. This 

allows you to know if you are meeting your target sales and if you are actually making 

money rather than spending more on returns and discounts. It helps drive business 

decisions because you can make better decisions when you have computed net sales. Let 

us say your net sales value is lesser than expected, it shows that you need to change your 

marketing or make changes to the prices to make more sales to meet your target. 

it is calculated as : 

https://www.theforage.com/blog/skills/asset
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Net Sales = Gross sales- Discounts - Returns - Allowances 

 

Interest Coverage Ratio  

The Interest Coverage Ratio (ICR) is a financial ratio that is used to determine how well a 

company can pay the interest on its outstanding debts. The ICR is commonly used 

by lenders, creditors, and investors to determine the riskiness of lending capital to a 

company. The interest coverage ratio is also called the “times interest earned” ratio. The 

interest coverage ratio formula is calculated as follows:  

Interest Coverage Ratio =      EBIT                                  

                            Interest Expenses 

       

Return on total assets (ROA) 

This ratio indicates how profitable a company is relative to its total assets. Return on 

assets illustrates how well management is employing the company‟s total assets to make a 

profit. The ROA is calculated by comparing net income to assets and it is expressed in 

percentage. 

ROA = Net income 

Total assets 
 

Return on equity (ROE) 

This ratio indicates how profitable a company is by comparing its net income to its 

average shareholder equity. ROE measures how much the shareholder earned for their 

investment in the company. The higher the ratio the more efficient management is in 

utilizing its equity base and better returns to its investors. It is calculated as 

ROE =  Net income 

            Shareholder‟s equity 

 

Statistical tools 

This study used mixed statistical tools i.e. both descriptive and inferential statistics for the 

purpose of analysis of the data. 

Descriptive statistics – various descriptive statistics such as average, standard deviation, 

coefficient of variation has been used. 

Inferential statistics - Inferential statistics such as regression and correlation analysis  is 

used to analyze the relationship between the dependent and independent variable and also 

for the identification of effects of independent variable on dependent variable. Multiple 

https://corporatefinanceinstitute.com/resources/commercial-lending/senior-and-subordinated-debt/
https://corporatefinanceinstitute.com/topic/career/
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regression models is used to examine the impact of capital structure on firms profitability 

of listed manufacturing companies 

Model Specification: 

 For ROA  

Y = a+ 1 TDA+ β2TDE, + β3CR + β4SR+ β5ICR 

For ROE 

Y = a+ 1 TDA+ β2TDE, + β3CR + β4SR+ β5ICR 

Where, 

C = Constant Coefficient (intercept) 

Β = Slope Coefficient of Independent variables                

TDA = Total Debt to Assets 

TDE = Total Debt to Equity 

CR = Current Ratio 

SR = Sales Revenue 

ICR = Interest Coverage Ratio 

Software used – The secondary data collected is analyzed with the help of SPSS software 

and MS excel. 

 3.6 Conceptual Framework 

Independent Variables               Dependent Variable 

 

 

Figure 1: Conceptual Framework 

The term capital structure means the proportion of different types of securities issued by a 

firm. The optimum capital structure is the set of proportion that maximize the total value 
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of the firm. Capital structure refers to a company‟s sources of financing and its economic 

attributes. Capital structure is the equity and debt financing of company. Capital structure, 

sometimes known as financial plan, refers to the composition of long-term sources of 

funds, such as debenture, long-term debt, preference share capital and equity share capital 

including reserve and surplus (i.e. retained earnings). 

The variables are discussed briefly as below: 

 

I. Total debt to assets ratio:  

The debt-to-total-assets ratio shows how much of a business is owned by creditors 

(people it has borrowed money from) compared with how much of the company‟s assets 

are owned by shareholders. It is one of three calculations used to measure debt capacity, 

along with the debt servicing ratio and the debt-to-equity ratio. 

Debt capacity reflects both a company‟s ability to service its current debt and its ability to 

raise cash from new debt, if necessary. Taking on debt might help the company through a 

market downturn or take advantage of opportunities as they arise. 

The debt-to-total assets ratio is primarily used to measure a company‟s ability to raise 

cash from new debt. That evaluation is made by comparing the ratio to other companies 

in the same industry. 

The higher a company‟s debt-to-total assets ratio, the more it is said to be leveraged. 

Highly leveraged companies carry more risk of missing debt payments should their 

revenues decline, and it is harder to raise new debt to get through a downturn. 

 

II. Total debt to equity ratio 

The debt-to-equity ratio is the relationship between a company‟s total debt and its 

total equity. The debt-to-equity ratio is a key measure for investors looking to a 

company‟s financial health. The debt-to-equity ratio is a function of a company‟s 

liabilities, or what it owes on unpaid debts, and equity, or the value of its assets minus its 

liabilities. The ratio can be expressed with the formula: Total Liabilities / Total 

Shareholder Equity. 

The higher the ratio, the more a company relies on debt to finance operations. That tells 

investors different things about a company‟s health, as some companies rely more on debt 

when they make more extensive investments. Investors may actually prefer a higher debt-

to-equity ratio when the company is using leverage to grow its assets. Still, a lower ratio 

indicates more cash flow for a company. More conservative investors might seek that out 

https://www.bdc.ca/en/articles-tools/entrepreneur-toolkit/templates-business-guides/glossary/debt-service-coverage-ratio
https://www.bdc.ca/en/articles-tools/entrepreneur-toolkit/templates-business-guides/glossary/debt-to-equity-ratio
https://www.bankrate.com/glossary/e/equity/
https://www.bankrate.com/glossary/l/leverage/
https://www.bankrate.com/glossary/c/cash-flow/
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instead, especially if the company pays dividends. Investors of either persuasion use the 

debt-to-equity ratio to compare potential investments over a specified period of time. 

III.  Current Ratio or Working Capital Ratio 

The current ratio is a measure of a company‟s ability to pay off the obligations within the 

next twelve months. This ratio is used by creditors to evaluate whether a company can be 

offered short term debts. It also provides information about the company‟s operating 

cycle. It is also popularly known as Working capital ratio. It is obtained by dividing the 

current assets with current liabilities. 

Current ratio is calculated as follows: 

Current ratio = Current Assets / Current Liabilities 

A higher current ratio around two(2) is suggested to be ideal for most of the industries 

while a lower value (less than 1) is indicative of a firm having difficulty in meeting its 

current liabilities.  

IV.  Sales Revenue 

Business size refers to the magnitude and scale of a company's operations, encompassing 

various metrics that quantify its financial and operational scope. The determination of 

business size involves evaluating factors such as revenue, market capitalization, total 

assets, workforce and market share. These metrics provide insights into the company‟s 

overall economic impact, industry standing, and ability to generate value, Understanding 

business size is essential to investors, analysts, and stakeholders as it aids in assessing a 

company's growth potential, competitive positioning, and overall stability within the 

marketplace. 

The size of a business can vary significantly, ranging from small, locally operated 

enterprises to large corporations. The nature of a business, product is a key factor that 

affects the size of a business. There are many variables that can indicate the size of a 

business. Business revenue is a fundamental indicator of a company's size and is often 

used to categorize businesses into different size brackets. Revenue refers to the total 

income generated by a business from its primary operations, usually measured over a 

specific period, such as a fiscal year. 

V. Interest Coverage Ratio 

The Interest Coverage Ratio (ICR) is a financial ratio that is used to determine how well a 

company can pay the interest on its outstanding debts. The ICR is commonly used 

by lenders, creditors, and investors to determine the riskiness of lending capital to a 

https://www.bankrate.com/glossary/d/dividend/
https://corporatefinanceinstitute.com/resources/commercial-lending/senior-and-subordinated-debt/
https://corporatefinanceinstitute.com/topic/career/
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company. The interest coverage ratio is also called the “times interest earned” ratio. 

Businesses need to have a sufficient level of earnings to cover their interest payments. 

Also, the interest coverage ratio can give you crucial information about a company‟s 

short-term financial health. While it‟s always difficult to make predictions about your 

business‟s long-term outlook, the interest coverage ratio formula can help you understand 

whether the debt is becoming a burden for your company, rather than a liability that 

you‟re using to fund growth. 

A “good” interest coverage ratio is likely to vary from industry to industry. For example, 

the average debt obligations for businesses in the manufacturing and technology 

industries are dramatically different. Overall, an interest coverage ratio of at least two is 

the minimum acceptable amount. In most cases, investors and analysts will look for 

interest coverage ratios of at least three, which indicate that the business‟s revenues are 

reliable and consistent. 

On the other hand, a “bad” interest coverage ratio is any number less than one, because 

this means that your business‟s earnings aren‟t sufficiently high enough to service your 

outstanding debt. Although it may be possible for companies that have difficulties 

servicing their debt to stay in business, a low or negative interest coverage ratio is usually 

a major red flag for investors. In many cases, it indicates that the firm is at risk of 

bankruptcy in the future. 

 

VI.  Return on equity 

Return on equity (ROE) is a measure of a company‟s financial performance that shows 

the relationship between a company‟s profit and the investor‟s return. ROE illustrates 

how much profit a company generates with the money shareholders have invested and 

how successful the firm‟s management team is at turning the cash put into the business 

into greater gains and growth for the company and investors. The higher the ROE, the 

more efficient the company's operations are at making use of those funds. 

ROE affects how quickly a firm can grow internally by reinvesting earnings. When a 

company makes money, it can reinvest the funds in the firm or pay out the earnings as 

dividends to investors, or some combination of the two. In addition, ROE is useful for 

comparing a company‟s profitability with that of its competitors. Averaging ROE over 

time, for example 5 or 10 years, can provide insight into a company‟s growth history. 

Comparing five-year average ROEs within a specific sector helps pinpoint companies 

with competitive advantage and the ability to provide shareholder value. 
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Companies cannot increase their earnings faster than they can boost their ROE without 

raising additional cash by taking on new debt or selling more shares. However, increasing 

debt erodes net income and selling more shares squeezes earnings per share by boosting 

the number of shares outstanding. ROE puts a “speed limit” on a firm's growth rate – 

which is why money managers rely on it to help determine growth potential. When 

evaluating companies‟ earnings potential, professional investors typically look for ROE 

of 15 percent or higher. 

 

VII. Return on Assets 

The Return on Assets (ROA) ratio assesses how well a company can manage its assets to 

generate profits over time. Since the main objective of a company‟s assets is to generate 

revenue and profits, this accounting ratio assists management and investors. It assists in 

determining how well the company can convert its asset investments into earnings. A 

higher return on investment (ROI) implies that a company is more effective and 

productive in managing its balance sheet to generate profits. 

A higher ratio is more appealing to investors since it demonstrates that the company is 

better at managing its assets to generate more net income. A rising profit trend is usually 

indicated by a positive ROA ratio. Various businesses use assets differently. ROA is most 

relevant when comparing companies in the same industry.  

A falling ROA could suggest that a company has made poor capital investment decisions. 

Moreover, it isn‟t making enough revenue to cover the cost of those assets. A falling 

ROA could suggest that the company‟s earnings are dropping as a result of lower sales or 

revenue. 

  

https://scripbox.com/pf/accounting-ratios/
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CHAPTER - IV  

RESULTS AND DISCUSSION 

 

In this chapter the effort has been made to analyze capital structure and its impact on the 

profitability of the selected manufacturing company. For this major variables affecting 

capital structure are considered for analysis. The analysis of data consists of organizing, 

tabulating and assessing financial and statistical result. 

4.1 Data Presentation and Analysis 

4.1.1 Analysis of Total Debt and Total Assets Ratio 

This ratio is computed by dividing total debt of the firm by its total assets. The total debt 

of the firm comprises long term debt plus short term debt while total assets consist of 

current assets and fixed assets. It shows the percentage of total assets that were financed 

by creditors, liabilities, debt. 

If total debt to assets equals 1 it means that the company has the same amount of 

liabilities as it has asset. A company with a total debt to assets of greater than 1 means that 

the company has more liabilities than assets. It is more risky. A company with a total 

debt to assets less than one shows that it has more assets than liabilities and could pay off 

its obligation by selling its assets if need arises. This is least risky 

The total debt to total assets ratio of three manufacturing companies during the study has 

been shown in table 1. 

Table 1 : Total Debt to Total Assets 

Source: Five Year Financial Report of FY 2078/79 

The table 1 shows that the debt to total assets ratio of BNL ranges from the 0.10- 

Company Name 

Years 

BNL UNL HDL 

2074/75 0.10 0.37 0.09 

2075/76 0.05 0.40 0.08 

2076/77 0.19 0.39 0.07 

2077/78 0.45 0.47 0.05 

2078/79 0.25 0.45 0 

Mean 0.21 0.42 0.06 

C.V 74.97% 10.14% 61.44% 
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0.45 with average mean and coefficient of variation of 0.21 and 74.97% respectively. 

Likewise the debt to total assets ratio of UNL ranges from the 0.37-0.47 with the average 

mean of 0.42 and coefficient of variation of 10.14%. Similarly the debt to total assets 

ratio of HDL ranges from the 0-0.09 with average mean of 0.06 and coefficient of 

variation of 61.44%. 

Among these three companies, HDL has the lowest mean whereas UNL has highest 

mean. UNL has lowest CV while BNL has the highest CV. So, the company with lowest 

coefficient of variation is less risky and company with higher coefficient of variation is 

more risky. Hence, in terms of riskiness UNL is less risky and BNL is more risky among 

three companies. 

4.1.2 Analysis of Total Debt and Shareholder’s Equity 

This ratio measures the relative claims of outsiders and owner over the firm assets. The 

total debt to equity ratio indicates the relative contribution of debt capital and equity 

capital fund to the total investment. A high ratio shows the larger share of financing by 

the creditors, as compare to that of owners, creditors prefers low debt- equity ratio 

Himalayan distillery has employed short term debt, long term debt and equity capital. 

Similarly bottlers Nepal hold equity capital and short term debt in huge portion and a very 

small portion of long term debt. Likewise Unilever employ equity capital and both short 

term and long term debt in small portion. 

The D/E ratio is an important tool for the financial analysis to appraise the financial 

structure of the firm. This ratio reflects the relative claim of creditors and shareholders 

against the assets of the firm. 

Total debt to total shareholder‟s equity ratios of three manufacturing companies during 

the study has shown in the table 2. 
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Table 2: Total debt to Shareholder’s Equity ratio 

Source: Five Year Financial Report of FY 2078/79 

The table 2 shows that a high debt equity ratio has equally serious implications from the 

firm‟s point of view also a high proportion of debt in the capital structure would link to 

inflexibility in the operation of the firm as creditors would exercise pressure and interfere 

in management. Secondly such firm would be able to borrow only under very restrictive 

term and conditions. Further it would have to face a heavy burden of interest payments 

particularly in adverse circumstances when profit decline. 

A debt to equity ratio of 1 would mean that investor and creditor have an equal stock in 

the business assets. A lower debt to equity ratio usually implies a more financially stable 

business and is considered less risky. 

The debt to equity ratio of BNL ranges from the 0.10-0.90 with the average mean of 

0.5 And coefficient of variation is 63.25%%. Similarly the debt to equity ratio of UNL 

ranges from the 0.6-0.87with the average mean of 0.75 and coefficient of variation 

15.69%. Likewise the debt to equity ratio of HDL ranges from the 0.00-0.27 with the 

average mean of 0.14 and coefficient of variation 70.31%. 

Here the lowest mean is that of HDL with the highest coefficient of variation and UNL 

has the highest mean and lowest CV. Since lower debt to equity is preferable HDL is 

more financially stable business among BNL and UNL. 

4.1.3 Current Ratio:  

The current ratio is also referred to as the working capital ratio. This ratio compares a 

company‟s current assets to its current liabilities, testing whether it sustainably balances 

assets, financing, and liabilities.  

Company Name 

Years 

BNL UNL HDL 

2074/75 0.30 0.6 0.27 

2075/76 0.10 0.68 0.19 

2076/77 0.50 0.66 0.14 

2077/78 0.90 0.87 0.11 

2078/79 0.70 0.82 0.00 

Mean 0.5 0.75 0.14 

C.V 63.25% 15.69% 70.31% 

https://www.theforage.com/blog/skills/asset
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Table 3: Current Ratio 

Source: Five Year Financial Report of FY 2078/79 

The table 3 shows the current ratio of all the sampled company over the five years period. 

The lowest current ratio is 0.6 of company BHM in 2075/76 period. The BNL has the 

least average current ratio of 0.74 over the period. The HDL has the highest average 

current ratio of 2.71 over the period. The highest current ratio is 6.32 of company HDL in 

FY 2.77/78. 

 

4.1.4 Net Sales Revenue : 

Net Sales Revenue of all the variables are undertaken for study to interpret the business 

size of sample company.  

Source: Five Year Financial Report of FY 2078/79 

The table 4 shows that the company HDL has the highest average sales over the period 

with sales revenue of Rs. fifty billion six hundred twenty one million nine hundred 

Company Name 

Years 

BNL UNL HDL 

2074/75 0.7 1.88 1.79 

2075/76 0.9 2 1.51 

2076/77 0.6 1.89 1.98 

2077/78 0.7 1.44 1.95 

2078/79 0.8 1.88 6.32 

Mean 
0.74 

1.82 2.71 

C.V 77.50% 35.08% 44.46% 

Table: 4: Net Sales Revenue 

     Company Name 

Years 

BNL UNL HDL 

2074/75 7698782805 4442000000 1373294000 

2075/76 9083454385 4868000000 242452453000 

2076/77 9508740405 5754000000 3179541000 

2077/78 6865166384 5547000000 2404628000 

2078/79 8409232601 5731000000 3699668000 

Mean 
8,313,075,316 

5,268,400,000 50,621,916,800 

C.V 
12.77% 

11.11% 211.85% 
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sixteen thousands and eight hundred only. The company UNL has the least average sales 

revenue of five billion two hundred sixty eight million and four hundred thousands. 

The table 5 clearly indicates the HDL as the biggest company as it has the highest sales 

over the period . 

 

4.1.5 Interest Coverage Ratio (ICR) 

The interest coverage ratio is also called the “times interest earned” ratio. Businesses need 

to have a sufficient level of earnings to cover their interest payments. 

Table 5 : Interest Coverage Ratio 

 

Source: Five Year Financial Report of FY 2078/79 

The UNL Company does not have any long term debt and does not bear any interest 

obligation which results having null interest coverage ratio. Apart from that, the BNL 

Company has the lowest interest coverage ratio of 0.74 in FY 2076/77 which is regarded 

as the worst financial situation. The highest interest coverage ratio is 82.70 of HDL 

Company in FY 2077/78. The table clearly indicates the UNL company is better in 

financial solvency than HDL followed by BNL. 

4.1.6 Return on Equity (ROE) 

Return on equity measures the profit of shareholders from their investment. ROE can be 

given in table 6. 

 

 

 

 

 
     Company Name 

Years 

BNL UNL HDL 

2074/75 14.23 - 5.67 

2075/76 23.92 - 25.15 

2076/77 13.17 - 38.35 

2077/78 0.74 - 21.70 

2078/79 3.22 - 82.74 

Mean 
11.056 

- 
34.722 

C.V 
84.35% 

- 
84.26% 
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Table 7 : Return on Equity 

 

Source: Five Year Financial Report of FY 2078/79 

The table 6 shows that condition of HDL for the study period, where net profit is 

increasing trend so ROE also in increasing trend. In the F.Y. 2073/74, ROE is 15%, 

which increased by 43% and reached to 58% in the F.Y. 2074/75. Similarly, ROE for the 

F.Y. 2075/76, 2076/77 and 2077/78 is 77%, 52% and 71% respectively. The average 

ROE is 55% for this company. It has highest Mean as compared to BNL and UNL and the 

ROE is in increasing trend over the years. 

In the FY 2073/74, the ROE for UNL is 46.53%. The ratios for the FY 2074/75, 2075/76, 

2076/77 and 2077/78 are 52.5, 45.83, 18.14 and 33% respectively. ROE is positive all the 

year in the study period which means there is positive return on equity. The average ratio 

is 39% for the entire study period. 

In the FY 2073/74, the ROE for BNL is 29%. The ratios for the FY 2074/75, 2075/76, 

2076/77 and 2077/78 are 13, 18, (2) and 11% respectively. ROE is negative in the FY 

2076/77 in the study period which means there is no return on equity. Other fiscal year it 

has positive ROE that is good for shareholders.  The average ratio is 17% for the entire 

study period. 

4.1.7 Return on Assets (ROA) 

ROA measures the profitability as well as production power of assets in terms of 

generating sales revenue. The relationship between net profit and total assets give the 

return on assets. 

  

Company Name 

Years 

BNL UNL HDL 

2074/75 29% 46.53% 15% 

2075/76 30% 52.5% 58% 

2076/77 18% 45.83% 77% 

2077/78 (2%) 18.14% 52% 

2078/79 11% 33% 71% 

Mean 17% 39% 55% 

C.V 77.50% 35.08% 44.46% 
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Table 7 : Return on Assets 

Source: Five Year Financial Report of FY 2078/79 

The table 7 shows that the return on assets for HDL shows that the net profit and the ROA 

are in increasing trend in spite of the fact that the assets are fluctuating but net profit 

increasing. The ROA is 5% in the F.Y. 2073/74, which increased to 24% in the F.Y. 

2074/75. The ratio increased to 38% in the F.Y2075/76, in the F.Y. 2076/77 ROA is 23% 

and later increased up to 45% in the FY 2077/78 only. The average ratio is 27% for the 

entire study period. 

The calculation of ROA for BNL shows that the net profit and the assets are in fluctuating 

trend in spite of the fact that the assets are increasing and decreasing. This clearly tells us 

that the productivity of the assets is not satisfactory for the company. The ROA is 10% in 

the F.Y. 2073/74, which increased to 15% in the F.Y. 2074/75. The ratio decreased to 7% 

in the F.Y2075/76, in the F.Y. 2076/77 ROA is (1%) and later increased up to 4% in the 

FY 2077/78 only. The average ratio is 7% for the entire study period. 

The statistics relating to UNL are also positive, net profit of the company is in positive 

sign. The ROA is 29%, 31.20%, 27.60%, 9.60% and 18% in the F.Y., 2073/074, 2074/75, 

2075/76, 2079//77 and 2077//78 respectively resulting an average ROA of 23.08%. This 

indicates the efficient productivity of the assets, because the company is in profit during 

almost all the years. 

4.1.8 Correlation Analysis 

The correlation is one of the most common and most useful statistical tools. It shows the 

degree of relationship between two variables. The value of correlation lies between -1 to 

+1.   If calculation value of variables has positive then these variables are positively 

Company Name 

Years 

BNL UNL HDL 

2074/75 10% 29% 5% 

2075/76 15% 31.20% 24% 

2076/77 7% 27.60% 38% 

2077/78 (1%) 9.60% 23% 

2078/79 4% 18% 45% 

Mean 7% 23.08% 27% 

C.V 86.31 39.29 57.20 
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correlated with each other. It means one variable and other variable also increases in same 

direction. If calculation values have negative sign it means these variables are not 

correlated with each other. It means if one variable increases then other variable decreases 

with same proportion. 

 

Table 8: Correlation Analysis of Sampled Company 

 

The table 8 summarizes the results of correlation analyses among the variables of 

 
 

DA DE CR NSR ICR ROE ROA 

DA Pearson 

Correlation 

1 .957
*
 -.927

*
 .339 -.906

*
 -.536 -.750 

Sig. (2-tailed)  .011 .023 .577 .034 .352 .145 

N 5 5 5 5 5 5 5 

DE Pearson 

Correlation 

.957
*
 1 -.818 .262 -.906

*
 -.742 -.877 

Sig. (2-tailed) .011  .091 .671 .034 .151 .051 

N 5 5 5 5 5 5 5 

CR Pearson 

Correlation 

-.927
*
 -.818 1 -.326 .923

*
 .392 .670 

Sig. (2-tailed) .023 .091  .593 .026 .514 .216 

N 5 5 5 5 5 5 5 

NSR Pearson 

Correlation 

.339 .262 -.326 1 -.176 .086 -.100 

Sig. (2-tailed) .577 .671 .593  .778 .891 .872 

N 5 5 5 5 5 5 5 

ICR Pearson 

Correlation 

-.906
*
 -.906

*
 .923

*
 -.176 1 .711 .899

*
 

Sig. (2-tailed) .034 .034 .026 .778  .178 .038 

N 5 5 5 5 5 5 5 

ROE Pearson 

Correlation 

-.536 -.742 .392 .086 .711 1 .942
*
 

Sig. (2-tailed) .352 .151 .514 .891 .178  .017 

N 5 5 5 5 5 5 5 

ROA Pearson 

Correlation 

-.750 -.877 .670 -.100 .899
*
 .942

*
 1 

Sig. (2-tailed) .145 .051 .216 .872 .038 .017  

N 5 5 5 5 5 5 5 

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

**. Correlation is significant at the 0.01 level (2-tailed). 
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sampled company. The table 4.8 shows that DA has strong negative correlation with ROE 

of correlation value -0.536, which represents the moderate degree of negative correlation 

between them with significant relation of 0.352. Similarly DA has strong positive relation 

with DE with correlation of 0.957.The debt to assets ratio has moderate negative relation 

with ROE of -0.750 and ROS has strong negative correlation with ROS of -0.922. 

ROE has positive relation with the ROA and ROS that is 0.962 and 0.522 respectively, 

which shows the strong degree      of positive correlation of ROE with ROA and ROS. It 

represents that if ROE increases then ROA and ROS also increases. ROE has negative 

correlation with DE of 0.893. All the dependent variables has positive correlation with 

CR, NSR and ICR. 

DE has strong negative correlation with ROA and ROS with correlation of -0.995 and -

0.522. The calculation shows that the ROA and ROS increases when DE decreases.  

4.1.7 Regression Analysis 

4.1.7.1 Regression Analysis of ROE on DA, DE, CR, NSR and ICR of BNL 

Company 

It includes many techniques for modeling and analyzing several variables, when the focus 

is on the relationship between dependent variables (ROA and ROE) and independent 

variables (Total Debt to Assets Ratio, Total Debt to Equity Ratio, Current Ratio, Sales 

Revenue and Interest Coverage Ratio). The Regression analysis of  ROE on DA, DE, CR, 

NSR, ICR of BNL Company has been presented as on table 7. 

Table 9 :Regression analysis between of ROE on DA, DE, CR, NSR and ICR of BNL 

Company: 

 

Variables Entered/Removed 

Model 

Variables 

Entered 

Variables 

Removed Method 

1 ICR, CR, 

NSR, DA
b
 

. Enter 

a. Dependent Variable: ROE 

b. Tolerance = .000 limit reached. 
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Model Summary 

Model R 

R 

Square 

Adjusted 

R 

Square 

Std. 

Error of 

the 

Estimate 

Change Statistics 

R Square 

Change 

F 

Change df1 df2 

Sig. F 

Change 

1 1.000
a
 1.000 . . 1.000 . 4 0 . 

a. Predictors: (Constant), ICR, CR, NSR, DA 

 

ANOVA
a
 

Model 

Sum of 

Squares df Mean Square F Sig. 

1 Regression .071 4 .018 . .
b
 

Residual .000 0 .   

Total .071 4    

a. Dependent Variable: ROE 

b. Predictors: (Constant), ICR, CR, NSR, DA 

 

Coefficients
a
 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) .599 .000  . . 

DA -.856 .000 -1.001 . . 

CR -.111 .000 -.095 . . 

NSR -2.304E-11 .000 -.183 . . 

ICR .002 .000 .153 . . 

a. Dependent Variable: ROE 

As Table 9 shows that "R" column represents the value of R can be considered to be one 

measure of the quality of the prediction of the dependent variable. A value of 1 indicates 

A perfect level of prediction, The R
2
 column represents the value which is a proportion of 

variance in the dependent variable that can be explain by the independent variables.. Here 

the value of 1 indicates that the dependent variable ROE is explained by the independent 

variable DE, DE, CR, NSR, and ICR perfectly. Based on above regression analysis, we 

get the following equations: 

 Y=0.599-0.856 DA-0.111 CR-2.30NSR+0.002ICR 
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4.1.7.2 Regression Analysis of ROA on DA, DE, CR, NSR and ICR of BNL 

Company 

Table 10  Regression analysis between of ROA on DA, DE, CR, NSR and ICR of 

BNL Company: 

 

Variables Entered/Removed
a
 

Model 

Variables 

Entered 

Variables 

Removed Method 

1 ICR, CR, 

NSR, DA
b
 

. Enter 

a. Dependent Variable: ROE 

b. Tolerance = .000 limit reached. 

 

 

Model Summary 

Model R R Square 

Adjusted R 

Square 

Std. Error of 

the Estimate 

1 1.000
a
 1.000 . . 

a. Predictors: (Constant), ICR, CR, NSR, DA 

 

 

ANOVA
a
 

Model 

Sum of 

Squares df Mean Square F Sig. 

1 Regression .071 4 .018 . .
b
 

Residual .000 0 .   

Total .071 4    

a. Dependent Variable: ROE 

b. Predictors: (Constant), ICR, CR, NSR, DA 

 

Coefficients
a
 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) .599 .000  . . 

DA -.856 .000 -1.001 . . 

CR -.111 .000 -.095 . . 

NSR -2.304E-11 .000 -.183 . . 

ICR .002 .000 .153 . . 

a. Dependent Variable: ROE 
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Excluded Variables
a
 

Model Beta In t Sig. 

Partial 

Correlation 

Collinearity 

Statistics 

Tolerance 

1 DE .
b
 . . . .000 

a. Dependent Variable: ROE 

b. Predictors in the Model: (Constant), ICR, CR, NSR, DA 

  

The table 10 shows that "R" column represents the value of R can be considered to be one 

measure of the quality of the prediction of the dependent variable. A value of 1 indicates 

A perfect level of prediction, The R
2
 column represents the value which is a proportion of 

variance in the dependent variable that can be explain by the independent variables. Here 

the value of 1 indicates that the dependent variable ROA is explained by the independent 

variable DE, CR, NSR, ICR by 100 percent and indicates that the regression perfectly fits 

the data. Based on above regression analysis, we get the following equations: 

 Y=0.599-0.856 DA-0.111CR-2.304NSR+0.002ICR 

4.1.7.3 Regression Analysis of ROE on DA, DE, CR, NSR and ICR of UNL 

Company 

Table 11: Regression analysis between of ROE on DA, DE, CR, NSR and ICR of 

UNL Company: 

 

Variables Entered/Removed
a
 

Model 

Variables 

Entered 

Variables 

Removed Method 

1 ICR, CR, 

NSR, DA
b
 

. Enter 

a. Dependent Variable: ROE 

b. Tolerance = .000 limit reached. 

 

Model Summary 

Model R R Square 

Adjusted R 

Square 

Std. Error of 

the Estimate 

1 1.000
a
 1.000 . . 

a. Predictors: (Constant), ICR, CR, NSR, DA 
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ANOVA
a
 

Model 

Sum of 

Squares df Mean Square F Sig. 

1 Regression .071 4 .018 . .
b
 

Residual .000 0 .   

Total .071 4    

a. Dependent Variable: ROE 

b. Predictors: (Constant), ICR, CR, NSR, DA 

 

Coefficients
a
 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) .599 .000  . . 

DA -.856 .000 -1.001 . . 

CR -.111 .000 -.095 . . 

NSR -2.304E-11 .000 -.183 . . 

ICR .002 .000 .153 . . 

a. Dependent Variable: ROE 

 

Excluded Variables
a
 

Model Beta In t Sig. 

Partial 

Correlation 

Collinearity 

Statistics 

Tolerance 

1 DE .
b
 . . . .000 

a. Dependent Variable: ROE 

b. Predictors in the Model: (Constant), ICR, CR, NSR, DA 

 

The table 11 shows that "R" column represents the value of R can be considered to be ne 

measure of the quality of the prediction of the dependent variable. A value of 1 indicates 

A perfect level of prediction, The R
2
 column represents the value which is a proportion of 

variance in the dependent variable that can be explain by the independent variables. Here 

the value of 1 indicates that the dependent variable ROE is explained by the independent 

variable DE, CR, NSR, ICR by 100 percent and indicates that the regression perfectly fits 

the data. Based on above regression analysis, we get the following equations: 

 Y=0.599-0.856DA+0.111CR+2.304NSR-0.002ICR 
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4.1.7.4 Regression Analysis of ROA on DA, DE, CR, NSR and ICR of UNL 

Company 

Table 12 :  Regression analysis between of ROA on DA, DE, CR, NSR and ICR of 

UNL Company 

Variables Entered/Removed
a
 

Model 

Variables 

Entered 

Variables 

Removed Method 

1 ICR, CR, 

NSR, DA
b
 

. Enter 

a. Dependent Variable: ROA 

b. Tolerance = .000 limit reached. 

 

 

Model Summary 

Model R R Square 

Adjusted R 

Square 

Std. Error of 

the Estimate 

1 1.000
a
 1.000 . . 

a. Predictors: (Constant), ICR, CR, NSR, DA 

 

 

ANOVA
a
 

Model 

Sum of 

Squares df Mean Square F Sig. 

1 Regression .015 4 .004 . .
b
 

Residual .000 0 .   

Total .015 4    

a. Dependent Variable: ROA 

b. Predictors: (Constant), ICR, CR, NSR, DA 

 

Coefficients
a
 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) .047 .000  . . 

DA -.195 .000 -.503 . . 

CR .058 .000 .110 . . 

NSR -1.787E-12 .000 -.031 . . 

ICR .003 .000 .495 . . 

a. Dependent Variable: ROA 
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Excluded Variables
a
 

Model Beta In t Sig. 

Partial 

Correlation 

Collinearity 

Statistics 

Tolerance 

1 DE .
b
 . . . .000 

a. Dependent Variable: ROA 

b. Predictors in the Model: (Constant), ICR, CR, NSR, DA 

 

The table 12 shows that "R" column represents the value of R can be considered to be one 

measure of the quality of the prediction of the dependent variable. A value of 1 indicates 

A perfect level of prediction, The R
2
 column represents the value which is a proportion of 

variance in the dependent variable that can be explain by the independent variables. Here 

the value of 1 indicates that the dependent variable ROA is explained by the independent 

variable DE, CR, NSR, ICR by 100 percent and indicates that the regression perfectly fits 

the data. Based on above regression analysis, we get the following equations: 

 Y=0.47-0.195DA+0.58CR-1.78NSR+0.003ICR 

4.1.7.5 Regression Analysis of ROE on DA, DE, CR, NSR and ICR of BNL 

Company 

Table 13 Regression analysis between of ROE on DA, DE, CR, NSR and ICR of 

BNL Company: 

 

Variables Entered/Removed
a
 

Model 

Variables 

Entered 

Variables 

Removed Method 

1 ICR, NSR, 

DE, CR
b
 

. Enter 

a. Dependent Variable: ROE 

b. Tolerance = .000 limit reached. 

 

 

Model Summary 

Model R R Square 

Adjusted R 

Square 

Std. Error of 

the Estimate 

1 1.000
a
 1.000 . . 

a. Predictors: (Constant), ICR, NSR, DE, CR 
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ANOVA
a
 

Model 

Sum of 

Squares df Mean Square F Sig. 

1 Regression .236 4 .059 . .
b
 

Residual .000 0 .   

Total .236 4    

a. Dependent Variable: ROE 

b. Predictors: (Constant), ICR, NSR, DE, CR 

 

 

Coefficients
a
 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) .662 .000  . . 

DE -.833 .000 -.343 . . 

CR -.214 .000 -1.783 . . 

NSR -1.069E-13 .000 -.047 . . 

ICR .017 .000 2.038 . . 

a. Dependent Variable: ROE 

 

 

Excluded Variables
a
 

Model Beta In t Sig. 

Partial 

Correlation 

Collinearity 

Statistics 

Tolerance 

1 DA .
b
 . . . .000 

a. Dependent Variable: ROE 

b. Predictors in the Model: (Constant), ICR, NSR, DE, CR 

 

The table 13 shows that "R" column represents the value of R can be considered to be one 

measure of the quality of the prediction of the dependent variable. A value of 1 indicates 

A perfect level of prediction, The R
2
 column represents the value which is a proportion of 

variance in the dependent variable that can be explain by the independent variables. Here 

the value of 1 indicates that the dependent variable ROE is explained by the independent 

variable DE, CR, NSR, ICR by 100 percent and indicates that the regression perfectly fits 

the data. Based on above regression analysis, we get the following equations: 

 Y=0.662-0.833DE-0.214CR-1.169 NSR+0.017CR. 
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4.1.7.6 Regression Analysis of ROA on DA, DE, CR, NSR and ICR of HDL 

Company 

Table 14 Regression analysis between of ROA on DA, DE, CR, NSR and ICR of 

HDL Company: 

 

Variables Entered/Removed
a
 

Model 

Variables 

Entered 

Variables 

Removed Method 

1 ICR, NSR, 

DE, CR
b
 

. Enter 

a. Dependent Variable: ROA 

b. Tolerance = .000 limit reached. 

 

Model Summary 

Model R R Square 

Adjusted R 

Square 

Std. Error of 

the Estimate 

1 1.000
a
 1.000 . . 

a. Predictors: (Constant), ICR, NSR, DE, CR 

 

ANOVA
a
 

Model 

Sum of 

Squares df Mean Square F Sig. 

1 Regression .095 4 .024 . .
b
 

Residual .000 0 .   

Total .095 4    

a. Dependent Variable: ROA 

b. Predictors: (Constant), ICR, NSR, DE, CR 

 

Coefficients
a
 

Model 

Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. B Std. Error Beta 

1 (Constant) .226 .000  . . 

DE -.251 .000 -.163 . . 

CR -.090 .000 -1.188 . . 

NSR -1.789E-13 .000 -.124 . . 

ICR .010 .000 1.825 . . 

a. Dependent Variable: ROA 
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Excluded Variables
a
 

Model Beta In t Sig. 

Partial 

Correlation 

Collinearity 

Statistics 

Tolerance 

1 DA .
b
 . . . .000 

a. Dependent Variable: ROA 

b. Predictors in the Model: (Constant), ICR, NSR, DE, CR 

 

The table 14 shows that "R" column represents the value of R can be considered to be one 

measure of the quality of the prediction of the dependent variable. A value of 1 indicates 

A perfect level of prediction, The R
2
 column represents the value which is a proportion of 

variance in the dependent variable that can be explain by the independent variables. Here 

the value of 1 indicates that the dependent variable ROA is explained by the independent 

variable DE, CR, NSR, ICR by 100 percent and indicates that the regression perfectly fits 

the data. Based on above regression analysis, we get the following equations: 

 Y=0.226-0.251DE-0.090CR-1.789NSR+0.010ICR. 

4.2 Discussions 

The analysis is based on financial statements of three manufacturing companies listed on 

NEPSE from 2074/75 to 2078/79. Various financial ratios and statistical tools have been 

used to achieve the objectives set. Three different manufacturing companies were selected 

for the study; they are Bottlers Nepal Limited (BNL), Himalayan Distillery Limited 

(HDL), and Unilever Nepal Limited (UNL). The secondary data have been collected for 

the period of five years i.e from 2074/75 to 2078/79. Correlation and regression analysis 

have been used to find the relationship between the variables of the financial data. This 

research has taken five different independent variables namely Debt to Total Assets 

Ratio, Debt Equity Ratio, Current Ratio, Net Sales Revenue, and Interest Coverage Ratio, 

alongside two dependent variables namely Return on Assets and Return on Equity.  

Among three different manufacturing companies Unilever Nepal Limited is able to 

maintain the highest Debt assets ratio ranging from minimum of 0.37 to maximum of 

0.47. Unilever Nepal Limited also had the highest Total debt and Shareholder‟s equity 

ranging from minimum 0.6 to maximum 0.87. Notably, UNL exhibited a distinctive 

financial profile characterized by a lack of long term debt and a high debt equity ratio 

over the study period. UNL's absence of long-term debt also indicates better financial 

solvency compared to HDL and BNL. Among three manufacturing companies Himalayan 

Distillery Limited had the lowest average debt assets and debt equity ratio whereas 
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Bottlers Nepal was in between with average debt asset ratio of 0.21 and debt equity ratio 

of 0.5 over the study period. The study reveals fluctuations in profitability metrics 

concerning debt levels. For instance, HDL exhibited the highest interest coverage ratio at 

82.70 in FY 2077/78, while BNL had the lowest at 0.74 in FY 2076/77. Also, Himalayan 

Distillery Limited had the highest Interest coverage ratio averaging 34.722 while Bottlers 

Nepal had lowest coverage ratio averaging 11.056 over the study period. 

The Net profit of Himalayan Distillery Limited showed an increasing trend with an 

average ROE of 55%, whereas Unilever Nepal Limited averaged a positive ROE of 39%. 

In contrast, Bottlers Nepal limited had faced negative returns on equity in FY 2077/78, 

with an average ROE of 17%. HDL also achieved the highest average profitability from 

its assets at 27%, compared to BNL (7%) and UNL (23.08%). While BNL experienced 

negative returns on assets in FY 2077/78, both HDL and UNL maintained positive ROA 

throughout the study period. The results are similar to the findings from previous study 

carried out by Mohammad Shubita (2012), “The Relationship Between Capital Structure 

and Profitability”,  which suggested a negative relationship between debt and 

profitability, indicating that higher debt levels may lead to decreased performance. 

The strong positive correlation between Debt to Assets Ratio (DA) and Debt to Equity 

Ratio (DE) were found indicating that companies with higher debt levels tend to have 

higher debt-to- equity ratios. Both DA and DE showed negative correlations with the 

Current Ratio (CR), suggesting that higher levels of debt are associated with lower 

liquidity, as indicated by the current ratio. The Interest Coverage Ratio (ICR) 

demonstrated a strong positive correlation with both ROE and ROA, indicating that 

companies with higher interest coverage ratios tend to have higher profitability. This 

suggested that companies with sufficient earnings to cover their interest expenses are 

more likely to generate higher returns for their shareholders and assets. The correlation of 

Debt to Assets to ROE, ROA were found to be negatively correlated. Also, the ROA and 

ROE were negatively correlated to Debt to Equity. The results agree with findings from 

the previous study carried out by Toraman et al. (2013), Chalise and Adhikari (2022) 

impact of capital structure and firm size on financial performance of Nepalese 

commercial banks which found negative relationship between the ratios of short and long 

term liabilities to total assets and ROE.  
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CHAPTER V 

SUMMARY AND CONCLUSION 

 

5.1 Summary 

The capital structure is defined as the mix of debt and equity that the firm uses in its 

operation. The capital structure of a firm is a mixture of different securities. Capital 

structure is the way in which a firm finances its operations which can either, be through 

debt or equity capital or a combination of both. The term „capital structure‟ means the 

financial planning according to which the assets of an industry are furnished. “The term 

„capital structure‟ means the proportion of different types of securities issued by a firm." 

The optimal capital structure is the set of proportion that maximized the total value of the 

firm. 

Manufacturing sector refers to all the business activities involved in fabricating, 

assembling the components in finished products on a fairly large scale, or the activities of 

making things by industrial process. It is a key sector of all types of economy. The 

development of the manufacturing sector is crucial to attain prosperity, generate 

employment, alleviate poverty, promote trade and spur national growth.  

The main objective of this study is to assess the impact of capital structure on the 

profitability of the manufacturing industries in Nepal. Furthermore the study aims to 

achieve the following specific objectives:  

 To determine the current status of capital structure profitability of listed 

manufacturing companies in Nepal. 

 To identify the relationship between capital structures and the firms‟ profitability. 

 To examine the impact of capital structure on profitability of a company. 

Many researchers who tested the impact of capital structure on firms‟ profitability came 

up with contradictory results. Some discovered positive impact while some discovered 

negative impact and some revealed there is no any impact of capital structure on firm‟s 

performance. Because of this controversial result, researcher gets the chance to do further 

studies on this topic by testing the relationship between capital structure and firms 

profitability.  

The lack of a consensus about what would qualify as optimal capital structure in the 

service and manufacturing industries has motivated researcher to conduct this research. 

Also in Nepal, there are few research held on this topic so it has high time to analyze and 
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compare the results with the capital structure theories and see whether there is any 

relation between capital structure decision and firms profitability using listed 

manufacturing companies in Nepal Stock Exchange. 

The research design of this study is descriptive. This study is related to the capital 

structure and its impact on the firm‟s profitability so this study rely on accounting and 

financial report, hence this study is based on the secondary data.  

There are eighteen real sector companies listed under the manufacturing and processing 

company. So the population for the study consists of all the manufacturing company 

listed in NEPSE. Out of them three manufacturing companies are selected as samples 

using convenience sampling method. They are: Bottlers Nepal Limited (Balaju), 

Himalayan Distillery Limited and Unilever Nepal Limited.  

This study is based on the impact of the capital structure decision on the firm‟s 

profitability. This study covered three listed manufacturing companies. They are Bottlers 

Nepal Limited, Unilever Nepal Limited and Himalayan Distillery Limited and data were 

collected for the five year period i.e. from 2074/75 to 2078/79.This study impact of 

capital structure on firms profitability has been prepared to fulfill the requirements of 

master of business studies. 

Capital structure is the composition of debt and equity capital that comprises firms 

financing its assets and can be rewritten as the sum of net worth plus preferred stock plus 

long term debt. The capital structure plays an important role in the success of business 

entity. Capital Structure decision is crucial for any business organization as it plays 

important role in maximizing firm value and performance of a firm. Taking capital 

structure decision is tough work too as sometimes using higher level of debt is beneficial 

and sometimes higher equity is beneficial. Hence it should be design in a proper manner 

so that the cost is minimized and value of the firm is maximized. Some financial analyst 

argue that capital structure can increase the value of firm if more and more leverage is 

added, where some believe that the value of the firm can be maximize by adopting an 

optimal capital structure. The relationship and impact of 58 capital structure decision with 

the firm‟s performance and profitability were suggested in many theories. 

As per the objectives of these studies, it tries to determine the current status of 

manufacturing companies, identify the relationship between capital structure and firms 

profitability and examine the impact of total debt on firm‟s profitability. This study is 

based on both casual comparative research design and descriptive research design. The 

population for this study consists of all the manufacturing company listed in NEPSE and 
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out of them three manufacturing companies has been selected as a sample. And this study 

use convenience sampling method. This study is completely based on secondary method 

of data collection and data has been obtained from firm‟s annual report as well as from 

the SEBON and for the data analysis it has use financial ratio, Pearson‟s correlation 

coefficient and multiple regression analysis 

 

5.2 Conclusion  

This paper examined capital structure and its impact on the firm‟s profitability of three 

listed manufacturing companies for the period of five years i.e. from 2074/75 to 2078/79. 

Researcher analyzes the relationship between capital structure variable against 

profitability variables. From this study it is concluded that UNL is performing well in 

comparison to BNL & HDL. Its total debt to assets ratio and total debt to equity ratio is 

low. The profit margin of the UNL is higher among all companies which indicate good 

earning capacity of the companies. Investors are getting more returns from their 

investment. UNL has borrowed a very little amount of debt. Whereas HDL has borrow 

huge amount of short term as well as long term debt. BNL has use only short term debt. 

Though higher volume of debt gives the tax advantage but excessive use of debt leads to 

higher interest expenses and in the times of financial distress company will go bankrupt. 

After testing the relationship, It reveals a mixed relationship between capital structure 

variables against profitability variables. ROA has positive relation with total debt to 

assets and significant negative relationship with total debt to equity. ROE has negative 

significant relation with total debt to equity and negative relation with total debt to assets. 

This study results reveal significantly negative relation between total debt and 

profitability. These findings imply that an increase in debt position is associated with a 

decrease in profitability; thus, the higher the debt, the lower the profitability of the firm. 

Although the financial leverage provides tax benefits to the corporations, it increases 

default risk. When the firm increases the volume of debt, interest expenses which is a 

fixed obligation also increases and if the firm is in its hard times then this fixed obligation 

will create the situation of financial distress and if its operating income is insufficient to 

cover interest charge then stockholder will have to make up the short fall and if they can‟t 

the firm may be forced into bankruptcy. 

 

5.3 Implications 

Managing manufacturing companies can be a very difficult venture in Nepal in the face of 
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deteriorating economic condition. Increased liberalized market, transportation difficulties, 

unstable government, power cut, high inflation rates are some of the problem which has 

to be overcome. Manufacturing company generally plays a crucial role in the economic 

development of every nation. One critical decision manufacturing company face is the 

debt/equity choice. Among others this choice is necessary for the profit determination of 

firms. Manufacturing companies should make their financing decision prudently in order 

to achieve competitive advantage in the industries and make superior profits.  

An increase in the level of debt also increase the riskiness of companies so manufacturing 

companies should depend a lot on internal source of financing in order to increase their 

profitability. This kind of financing is less risky and more profit enhancing. The choice of 

debt financing should be a last resort. Investors of listed manufacturing companies in 

Nepal should review the capital structure of companies before investing in them because 

the strength of a company capital mix determines the level of return. An appropriate mix 

of capital structure should be adapted in order to increase the profitability of 

manufacturing companies. Finding reveals that debt has a negative relationship with 

profitability. In the case of higher debt profitability tends to decline it is due to the high 

interest charge. 

More companies in Nepal should put their financial information through NEPSE/ SEBON 

in order to allow investor to review their capital structure and attracts more investors in 

their companies. The capital structure of the manufacturing companies are not consistent 

so the management should make more consistent and careful attention should be given to 

make optimal capital structure since it is important to maximize the value of the firm and 

minimize overall cost of capital. The total debt amount of HDL & BNL are little huge so 

there is a need to reduce the debt capital to relief the company from the burden of exes 

fixed obligation. UNL has properly and productively utilized its fund and assets. It is 

suggested to get more profit for BNL and HDL and have to focus on proper utilization of 

its assets and fund. 
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