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Chapter I 

INTRODUCTION 

1.1 Background of the Study 

Capital can be defined as the fund raised to finance different assets and projects of 

short-term as well as long-term nature. In finance, capital structure refers to the way 

a corporation finances its assets through some combination of equity, debt, or hybrid 

securities.  

 

Capital is a primary need for any business organizations to start their operation and 

function successfully in competitive environment. Capital is the lifeblood of any 

organization. It is to raise the capital that the companies and the Government Issue 

short-term securities such as treasury bills, treasury notes and long-term securities 

such as bond, preferred stock and common stock. 

 

Capital Structure is referred to as the ratio of different kinds of securities raised by a 

firm as long-term finance. The capital structure involves two decisions- 

1. Types of securities to be issued are equity shares, preference shares and long 

term borrowings (Debentures). 

2. Relative ratio of securities can be determined by process of capital gearing. On 

this basis, the companies are divided into two- 

a. Highly geared companies- Those companies whose proportion of equity 

capitalization is small . 

b. Low geared companies- Those companies whose equity capital 

dominates total capitalization. 

 

Capital market is the market for securities where companies and government can raise 

long-term funds by issuing bond and equity securities. It is the type of security market 

where only long-term securities are traded. The long-term securities are debenture, 

preferred stock or common stock. Long-term securities refer to the securities having 

the life-span of greater than one year. Capital markets which deal with securities such 

as stocks and bonds are associated with financial resource mobilization on a long term 

basis. Capital market implies a structured market for trading of stocks and bond.For 
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investors, they provide an effective vehicle for making investment choices which suit 

their own preferences of risk and returns based on available information. By raising 

capital directly from the public, they lower the cost of capital. Capital markets also 

allow for wider ownership among the public, thereby distributing risks and wealth 

amongst smaller investors.  

 

The capital markets include primary market and secondary market. The primary 

market is where new stock and bonds issues are sold (underwritten) to investors. The 

secondary markets are where existing securities are sold and bought from one investor 

or speculator to another. While stock exchanges are the easily visible examples of 

capital market, support organizations such as brokerage firms and Over-the-Counter 

(OTC) markets are also included within the working definition of capital market.  

 

Capital markets do not have a long history in Nepal. The first ever floatation of 

common stock was made by Biratnagar Jute Mills Limited and Nepal Bank Limited in 

1937 (Source, year). The introduction of the Company Act in 1964, the first issuance 

of Government Bond in the same year and the establishment of Securities Exchange 

Centre Limited in 1976 were some major developments concerned with the capital 

markets. Nepal Stock Exchange (NEPSE) has 207 listed companies at the end of FY 

2010/11. Though the listed companies are found to be 209 in number, but due to 

merger of Himchuli Development Bank and Birgunj Finance, it became 208. 

Likewise Nepal Development Bank limited is removed from the list.  

 

It is comparatively a tiny stock market which started its trading on 13th January, 

1994(Source, year). Similar to other developing countries, for various economic and 

policy reasons, financial markets are underdeveloped in Nepal. The economy has high 

inflation, leading to a savings disincentive and capital flight. Private wealth and 

investments are concentrated among several large companies and individuals. The 

choice of market instruments is also very limited. As a result, they are constrained by 

limited investment opportunities and low income and savings rates. There is 

expansion in both primary and secondary markets and the ADB assisted project of 

corporate and financial governance (CFG) which the government initiated in 2003 

with a view of strengthening and reforming capital market. However, the capital 

market in Nepal has witnessed significant changes over the last couple of years. 
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Brigham and Houston (2001) have remarked that a firm can arrange the capital from 

debt or equity. These scholars have envisaged debt having two-fold advantages. 

According to them - 

First,interest paid is tax deductible during the project loan repayment period 

which lowers debtcost.  

Second,thedebtholders get a fixed return, so that the stockholders do not have 

to share their profits out of business.  

 

However, these scholars have further warned that the debt also has certain 

disadvantages. In their words – 

First, the higher the debt ratio, the riskier the company, hence higher 

the cost of debt and equity. 

Second, if a company falls on hard times and operating income is not 

sufficient to cover interest charges, its stockholders will have to 

make up the shortfall, and if they cannot, bankruptcy will result. 

Good times may be just around the corner, but too much debt can 

keep the company from getting there and thus can wipe out the 

stockholders. Companies with volatile earnings and operating cash 

flows therefore limit the use of debt (Brigham,& Houston, 2001; p. 

601). 

 

Capital structure refers to the mix of long-term sources of fund such as debenture, 

long-term debt, preference share capital and equity share capital including reserves 

and surpluses. Capital structure is the combination or composition of the long-term 

debt, preferred stock and common stock. The capital structure which mixes debt and 

equity securities in such a way that maximizes the value of shares and minimizes the 

overall cost of capital is called the optimal capital structure. 

 

Debt is associated with higher risk than the equity as it increases shareholder’s return 

when the firm has high operating income. But, makes them worse than they otherwise 

would be when the firm has low operating income. Optimal capital structure strikes a 

balance between risk and return. In an attempt to have an optimal capital structure, a 

firm changes its capital structure by changing the ratio of debt and equity. Such 

changes in the firm’s long term debt and equity can be interpreted as a signal by 
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outsiders in the marketplace. A firm will issue stock if it believes the existing stock is 

overvalued and debt if it believes the stock is undervalued.  

 

Financial signaling due to changes in capital structure occurs when capital structure 

changes convey information to security holders. Such signaling effect assumes there 

is information asymmetry between management and stockholders. Managers or 

insiders of a firm often have better or more accurate information than the outsiders or 

investors and this situation is what is called asymmetric information. Managers may 

use capital structure changes to convey information about the profitability and risk of 

the firm. Since a manager’s pay and benefits may depend on the firm’s market value, 

it gives the manager an incentive to let investors know when the firm is undervalued. 

In such a situation, the manager can alter the firm’s capital structure by issuing more 

debt. Since increased leverage is associated with higher probability of bankruptcy 

upon which the manager would be penalized, the investors conclude that the firm’s 

stock is undervalued and things really are better than the stock price reflects. Hence, 

debt issues are regarded as “good news” and carry a positive signal whereas stock 

issues are perceived as “bad news” and carry a negative signal.  

 

Factors Determining Capital Structure 

1. Trading on Equity- The word “equity” denotes the ownership of the 

company. Trading on equity means taking advantage of equity share capital to 

borrowed funds on reasonable basis. It refers to additional profits that equity 

shareholders earn because of issuance of debentures and preference shares. It 

is based on the thought that if the rate of dividend on preference capital and 

the rate of interest on borrowed capital is lower than the general rate of 

company’s earnings, equity shareholders are at advantage which means a 

company should go for a judicious blend of preference shares, equity shares as 

well as debentures. Trading on equity becomes more important when 

expectations of shareholders are high. 

 

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

representatives of equity shareholders. These members have got maximum 

voting rights in a concern as compared to the preference shareholders and 

debenture holders. Preference shareholders have reasonably less voting rights 
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while debenture holders have no voting rights. If the company’s management  

policies are such that they want to retain their voting rights in their hands, the 

capital structure consists of debenture holders and loans rather than equity 

shares. 

 

3. Flexibility of financial plan- In an enterprise, the capital structure should be 

such that there is both contractions as well as relaxation in plans. Debentures 

and loans can be refunded back as the time requires. While equity capital 

cannot be refunded at any point which provides rigidity to plans. Therefore, in 

order to make the capital structure possible, the company should go for issue 

of debentures and other loans. 

 

4. Choice of investors- The Company’s policy generally is to have different 

categories of investors for securities. Therefore, a capital structure should give 

enough choice to all kind of investors to invest. Bold and adventurous 

investors generally go for equity shares and loans and debentures are generally 

raised keeping into mind conscious investors. 

 

5. Capital market condition- In the lifetime of the company, the market price of 

the shares has got an important influence. During the depression period, the 

company’s capital structure generally consists of debentures and loans. While 

in period of boons and inflation, the company’s capital should consist of share 

capital generally equity shares. 

 

6. Period of financing- When company wants to raise finance for short period, it 

goes for loans from banks and other institutions; while for long period it goes 

for issue of shares and debentures. 

 

7. Cost of financing- In a capital structure, the company has to look to the factor 

of cost when securities are raised. It is seen that debentures at the time of 

profit earning of company prove to be a cheaper source of finance as 

compared to equity shares where equity shareholders demand an extra share in 

profits. 
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8. Stability of sales- An established business which has a growing market and 

high sales turnover, the company is in position to meet fixed commitments. 

Interest on debentures has to be paid regardless of profit. Therefore, when 

sales are high, thereby the profits are high and company is in better position to 

meet such fixed commitments like interest on debentures and dividends on 

preference shares. If company is having unstable sales, then the company is 

not in position to meet fixed obligations. So, equity capital proves to be safe in 

such cases. 

 

9. Sizes of a company- Small size business firms capital structure generally 

consists of loans from banks and retained profits. While on the other hand, big 

companies having goodwill, stability and an established profit can easily go 

for issuance of shares and debentures as well as loans and borrowings from 

financial institutions. The bigger the size, the wider is total capitalization. 

 

1.2 Statement oftheProblem 

The concept of financial signaling states that debt issues are considered as “good 

news” and send a positive signal to the capital market. Since increased leverage is 

associated with higher probability of bankruptcy upon which the manager would be 

penalized, the investors conclude that the firm’s stock is undervalued and things really 

hare better than the stock price reflects. In addition, debt issues are associated with 

higher profitability and an increase in earnings per share in future. A company having 

a highly profitable project at hand would like to finance it through debt which 

demands a fixed payment, without requiring the company to distribute the entire 

profit among the debt holders.  

 

Profit earned after meeting the fixed charges related to debt goes to the company’s 

already existing shareholders including the managers. Firms with very favorable 

prospects try to avoid selling stock and, rather, to raise any required new capital by 

other means, including using debt beyond the normal target capital structure. Such 

positive signals associated with debt issues are supposed to cause an increase in MPS 

of the debt-issuing entity. 
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The theory of financial signaling states that equity issues are perceived as “bad news” 

and carry negative signals. A firm with unfavorable prospects would want to sell 

stock which would mean bringing in new investors to share the losses. Firms having 

projects whose return is uncertain would like to finance the project through new 

equity issue so that the losses, if occurred, could be shared among the shareholders 

who, unlike in the case of debt-financing, do not demand any fixed return.  

 

In Securities Registration and Issue Legislation-2008, SEBON has made arrangement 

to allow the listed companies to make further public issue of ordinary shares after 

IPO. Section 2(11) of the Legislation contains information on Further Public Issue, 

which requires that a company, to be eligible to make further public issue, must 

operate in net profit at least during the last two years of previous five-year period; 

decision on further public issue should be passed by the company’s AGM; provide 

justification of price determination if the subscription price is set higher than the par 

value. 

This study deals with the followingresearch questions: 

a. How has debt-financing practice evolved in the Nepalese capital market? 

b. Does debt financing (debenture issue), as suggested by the theory of financial 

signaling on capital structure issues, send positive signals to the capital market 

in the Nepalese context? 

c. How debt-financing (debenture issues) is linked with firm’s profitability 

scenario?  

 

1.3 Objectives of the Study 

This study attempts to identify the financial signals emitted to the capital market by 

debt-financing (debenture issues) in the Nepalese context. The study analyses in detail 

the debenture issue practices and their trends in the capital market. This study seeks to 

ascertain the financial signals emitted by debt-financing based on the analyses of MPS 

and EPS before and after debenture issues by different companies in Nepal.  

Specifically expressed, the main objectives of the study are as follows: 

a. To study the evolution of debt-financing practice andits progressedin Nepalese 

capital market. 
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b. To analyze whether debt financing (debenture issue), as suggested by the theory 

of financial signaling on capital structure issues, sends positive signals to the 

capital market in the Nepalese context. 

c. To study the association of debt-financing (debenture issues) with firm’s 

profitability scenario.  

 

1.4 Scope of the Study 

The present study explores on issuance of debts as an integral part of capital structure. 

The study explores the signals provide by the change in the capital market and its 

information to both management and investors. The impact created by such changes is 

also explored in this study along with analysis on the current market environment. 

 

1.5 Significance of the Study 

Surprisingly, not much can be found as far as research works by Nepalese researchers 

on financial signaling is concerned. This study fills the dearth of research work in this 

respect. Therefore, the study is believed to be useful to academicians, financial 

institutions, and regulatory authorities.  

 

In addition to reviewing the trends of debenture issue practices, the study goes on to 

analyze the impacts these issues make on the MPS of the issuing companies. This 

study also attempts to ascertain the association of debenture issue with the 

profitability of the issuing firms.  

Some points of the significance are pointed out below: 

a. This study explains in detail the development of debt-financing (debenture 

issues) by the Nepalese corporate houses. 

b. It finds out whether debt-financing, in conjunction with the theoretical concept 

of financial signaling on capital structure issues, emits positive signals to the 

capital market. 

c. It examines the impacts on the MPS and financial signals caused by debenture 

issues. 

d. It throws light on the relationship debt-financing (debenture issues) have with 

firm’s profitability scenario.  
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1.6 Limitations of the Study 

Alike other research works; this study, too, is faced with some constraints. Some of 

the limitations are of general nature as encountered by every research work. And there 

are some specific limitations faced by this particular study.  

The limitations can be pointed out as follows: 

a. Data have been obtained from secondary sources. Accuracy of the conclusions 

depends on the reliability of data provided. 

b. Among the 185 companies listed for securities transactions in NEPSE at the 

end of FY 2009/10, data of only a few companies, mainly financial 

institutions, have been taken into consideration. 

c. Non-availability of various references and sources also constitutes a 

constraint. 

d. Securities traded in NEPSE are limited in number and types. Many wide-

ranging and diversified securities traded in international stock markets are not 

traded in Nepalese stock market. 

e. Since the study is meant to fulfill an academic obligation, time limitation is 

another constraint. 

 

1.7 Organization of the Thesis  

The study is organized into five chapters, each of which is meant to be the parts of a 

systematic presentation on financial signaling due to debt-financing (debenture 

issues). 

 

Chapter I: Introduction 

The chapter contains the introductory part of the study. This chapter describes the 

general background of the study, statement of the problem, objective of the study, 

significance of the study, limitation of the study, and organization of the study.   

 

Chapter II: Review of Literature  

This chapter is assigned to the conceptual review of relevant theories and brief review 

of related and pertinent literature available. It includes a discussion on the conceptual 

framework and review of some of the major studies done in past on the related field of 

study.  
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Chapter III: Research Methodology 

This chapter describes the research methodology employed in the study. This deals 

with the nature and sources of data, population and sample, the model of analysis, 

meaning and definition of statistical tools applied therein.  

 

Chapter IV: Presentation and Analysis of Data 

This chapter deals with the presentation and analysis of both primary and secondary 

data by using mathematical & nonmathematical tools and it includes the major 

findings of the study.  

 

Chapter V: Summary, Conclusions and Recommendations 

This chapter consists of summary, conclusions, and recommendations of the study. 

The bibliography and annexes are incorporated at the end of the study.  
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Chapter II 

REVIEW OF LITERATURE 

 

2.1 Introduction 

This chapter includes review of literature of previous studies carried out on capital 

structure and financial signaling. It also explains the concept of information 

asymmetry. The chapter attempts to give a conceptual framework on capital structure 

theories and financial signaling resulted by capital structure reshuffle. It provides the 

foundation for developing a theoretical framework. It also determines the research gap 

that remains to be fulfilled in this particular field of study after analyzing some past 

research works carried out inside and outside the country. 

 

2.2 Capital Structure and Its Components 

The term capital structure is used to represent the proportionate relationship between 

debt and equity. Equity includes paid-up share capital, share premium and reserves 

and surplus (retained earnings).  The financing or capital structure decision is a 

significant managerial decision. It influences shareholder’s return and risk. 

Consequently, the market value of the share may be affected by the capital structure 

decision. The company will have to plan its capital structure initially at a time of its 

promotion.  

 

Subsequently, whenever funds have to be raised to finance investments, a capital 

structure decision is involved. A demand for raising funds generates a new capital 

since decision has to be made as to the quantity and forms of financing. This decision 

will involve an analysis of the existing capital structure and the factors which will 

govern the decision at present. The debt-equity mix has implications for the 

shareholders’ earnings and risk, which in turn, will affect the cost of capital and the 

market value of the firm (Pandey, 1999:633).  

 

2.2.1 Equity 

A firm sells shares to acquire equity funds. Shares represent ownership rights of their 

holders. Buyers of shares are called shareholders and they are the legal owners of the 
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firm whose shares they hold. Shareholders invest their money in the shares of a 

company in the expectation of a return on their invested capital. The return on the 

shareholders’ capital consists of dividend and capital gain. Shareholders make capital 

gains by selling their shares. 

 

Shareholders can be of two types: ordinary (or common) and preference. Preference 

shareholders receive dividend in a fixed rate and they have a priority over ordinary 

shareholders. The dividend rate for ordinary shareholders is not fixed, and it can vary 

from year to year depending on the decision of board of directors. The payment of 

dividends to shareholders is not a legal obligation; it depends on the discretion of the 

board of directors. Since ordinary shareholders receive dividend (or repayment of 

invested capital, only when the company is wound up) after meeting the obligations of 

others, they are called owners or residue.  

 

Equity funds can also be obtained by a company by retaining a portion of earnings 

available for shareholders. This method of acquiring funds internally is called earning 

retention. Retained earnings are undistributed profits of equity capital. The retention 

of earnings can be considered as a form of raising new capital. If a company 

distributes all earnings to shareholders, then, it can reacquire new capital from the 

same sources (existing shareholders) by issuing new shares called right issue (Pandey, 

1999:4). 

 

2.2.2 Borrowed Funds (Debt) 

Lenders are important source of securing capital. Lenders are not the owners of 

company. They make money available to the firm on a lending basis and retain title to 

the fund lent. The return on loans is called interest. Loans are furnished for a specified 

period at a fixed rate of interest. Payment of interest is a legal obligation. The amount 

of interest is allowed to be treated as expense for computing corporate income taxes. 

Thus the payment of interest on borrowing provides tax shield to a firm. The firm may 

borrow funds from a large number of sources such as banks, financial institutions, and 

public or by issuing bonds or debentures. A bond or debenture is a certificate 

acknowledging the money lent by a bondholder to the company. It states the amount, 

the rate of interest and the maturity of the bond or debenture (Pandey, 1999:4). 
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2.3 Capital Structure Theories 

Various studies on capital structure by scholars have produced several theories. 

Basically, we can group the theories into two schools of thoughts. One suggests that 

an optimal capital structure exists for a firm while the other group of theories holds 

the view that no such capital structure exists. Still the theories based on both versions 

have dominated the financial world. They are classified as follows: 

2.3.1 Behavioral Theories 

a) Net Income (NI) Approach 

b) Net Operating Income (NOI) Approach 

c) Traditional Approach 

2.3.2 Contemporary Theories 

a) M-M Theory without Taxes 

b) M-M Theory with Taxes 

 

2.3.1Behavioral Theories 

David Durand (Durand, 1952) developed behavioral theories on capital structure. He 

considered the rational reaction of investors to firm’s leverage risk. Net Income (NI) 

Approach and Traditional Approach argued capital structure as relevant matter while 

Net Operating Income (NOI) Approach and M-M Approach argued capital structure 

as irrelevant matter. Behavioral theories by Durand sound intuitively appealing. Still 

they lack scientific base. 

 

a)   Net Income (NI) Approach 

NI Approach is a relevant theory of capital structure. According to this approach, the 

capital structure decision is relevant to the valuation of firm and the overall cost of 

capital. According to this approach, there is no change in the attitude of the both 

stockholders and debt holders regarding their required rate of return in response to a 

change in debt-equity ratio of a firm. In other words, the cost of debt capital and the 

cost of equity capital remain unchanged when leverage ratio varies. Due to the limited 

degree of risk, the debt holder’s required rate of return is relatively lower than that of 

equity holders. So, the debt financing is relatively cheaper than equity financing.  

 

In addition, at constant cost of equity (Ke) and cost of debt (Kd), the overall cost of 

capital (Ko) declines with the increased proportion of debt in the capital structure. In 
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other words, increment of debt results into lower overall cost of capital and higher 

value of the firm. The NI approach is based on the following assumptions (Khan and 

Jain, 1999: 477): 

i. The corporate taxes do not exist. 

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

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

equity (Ke). 

As per the above assumptions, the increase in debt ratio magnifies the earning per 

share. On the given equity capitalization rate, the increase in EPS makes an increase 

in market price of stock. 

𝑀𝑃𝑆 =
EPS

Ke
 

Where, 

      MPS = Market price of stock 

       EPS = Earning per share 

Ke = Cost of equity 

In other words, the increase in debt ratio causes decline in overall cost of capital (Ko) 

and decrease in Ko leads to increase in value of the firm. 

𝑉 =
NOI

Ko
=

EBIT

Ko
 

Where, 

            V = Market value of the company 

            NOI = Net operating income 

Ko = Overall cost of capital 

Hence, a firm can maximize its market price of stock or value by achieving the 

optimal capital structure by making judicious mix of debt and equity as shown in the 

figures below: 

                         Fig: 2.1                                                                      Fig: 2.2 

 Net Income Approach                                                   Net Income Approach
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          D/E ratio         D/E ratio 

 

Where, 

            D/E = Debt Equity ratio 

            V    = Value of firm 

From the above figures, it is clear that cost of debt (Kd) and cost of equity (Ke) are 

constant but overall cost of capital (Ko) is declining at increasing level of debt 

whereas the value of the firm is maximum with higher level of debt. Therefore the 

optimum capital structure would occur at the point where the value of firm is 

maximum and overall cost of capital is minimum.  

 

 b) Net Operating Income (NOI) Approach 

The NOI approach is also known as irrelevancy theory of capital structure because 

this theory holds that capital structure is irrelevant to the value of firm and overall 

cost of capital. It implies that the total value of the firm is unaffected by its capital 

structure. According to this approach, the equity holders feel higher degree of risk and 

demand higher rate of return for higher use of leverage. In addition, the cost of equity 

increases with increase in debt level and higher cost of equity offsets the benefit of 

cheaper debt financing. There is no effect at all on overall capitalization rate of the 

firm. The overall cost of capital (Ko) and cost of debt (Kd) remain constant regardless 

of the degree of leverage.  

Therefore, this approach argues that the capital structure decision of the firm is 

irrelevant. Any change in leverage will not lead to any changes in the total value of 

the firm. The NOI approach is based on the following assumptions (Pandey, 1999: 

680): 

i) Corporate taxes do not exist. 

ii) Cost of debt remains constant. 

iii) Cost of equity increases with increase in use of debt. 

iv) Overall cost of capital remains constant. 

v) The market capitalizes the value of the company as a whole. Thus the split 

between debt and equity is not important.  

 

According to this approach, both the earning per share (EPS) and equity capitalization 

rate (Ke) increases on same proportion with the increasing debt ratio. So, market price 

of stock (S) remains unchanged on any leverage level. The total market value of the 
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company also remains unchanged, since as previously said that the net operating 

earnings as well as overall cost of capital do not vary with the leverage.  

The market value of the company is obtained as below: 

𝑉 =
NOI

Ko
 

Where, 

            V = Value of the firm 

       NOI = Net operating income 

Ko = Overall capitalization rate 

The NOI approach is shown in the figures below: 

                Fig: 2.3                                                                   Fig: 2.4 

Net Operating Income Approach                          Net Operating Income Approach 

 

 

 

 

 

 

 

 

The above figures show that the cost of debt (Kd) and overall capitalization rate (Ko) 

remain constant and the cost of equity (Ke) is increasing with higher level of debt 

use. Apart from this, the value of firm (V) is also constant with varying level of 

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

and hence the firm’s cost of capital and its market value is not influenced by the use 

of additional cheaper debt fund. Thus, this approach suggests that there is no optimal 

capital structure. 

 

c) Traditional Approach 

Developed by Ezra Solomon, the traditional approach is also known as intermediate 

approach between net income (NI) approach and net operating income (NOI) 

approach. It assumes that there exists an optimal capital structure and that a firm can 

increase its total value through the judicious use of leverage (Van Horne, 2000: 261). 

In other words, the value of the firm can be maximized or overall cost of capital can 
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be minimized through proper mix of debt and equity capital. Due to the fact that debt 

increases the fixed obligation to the company and so increases the financial risk, the 

investors raise the required rate of return on equity (Ke). The increase in cost of 

equity (Ke) does not offset entirely the benefits of using cheaper debt funds. Thus, 

overall cost of capital (Ko) decreases up to certain level of debt use and then after, it 

begins to increase. In other words the cost of equity (Ke) increases at lower rate and 

cost of debt (Kd) remains constant up to certain level of debt use. At that time, the 

overall cost of capital (Ko) is also minimized and the value of firm (V) is maximized. 

After that level of leverage, cost of equity (Ke), cost of debt (Kd) and overall cost of 

capital (Ko) increase rapidly leading the value of firm (V) to decrease.  

 

So, traditional approach implies that the cost of capital is not independent of the 

capital structure and that there is an optimal capital structure. The optimal capital 

structure exists at that point where overall cost of capital (Ko) is minimum and the 

value of firm (V) is maximum. 

 The assumptions of this approach are as follows: 

i) Equity holders adjust their required rate of return proportionately for every 

unit of debt inclusion. 

ii) Debt holders do not really care for the level of debt inclusion and do not 

demand any premium for the leverage risk as least in the beginning. 

iii) The expected outcome of the behavior of equity holders in the benefit of 

cheaper debt financing causes the cost of equity and debt to increase. 

 

The manner in which the overall cost of capital reacts to change in capital structure 

can be divided into three stages (Solomon, 1969: 94): 

    Fig: 2.5                                                       Fig: 2.6 

Traditional Approach                                                 Traditional Approach 
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First Stage: Increasing Value 

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

capital. Initially, the cost of equity (Ke) remains constant or rises slightly with the use 

of debt fund and it does not increase fast enough to offset the advantage of low cost 

debt. During this stage, the cost of debt (Kd) remains constant or rises negligibly 

since the market views the use of debt as a reasonable policy. As a result, the value of 

firm (V) will increase or the overall capitalization rate (Ko) falls with increase in 

leverage. This implies that, within acceptable limit of debt, the average cost of capital 

will decline with leverage (Pandey, 1999: 683) 

 

Second Stage: Optimal Value 

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

has a negligible effect on the value of the firm or overall cost of capital. This is 

because the increase in cost of equity offsets the advantage of low cost debt. Within 

the range or at a specific point, the value of the firm will be maximum or the cost of 

capital will be minimum (Pandey, 1999: 684). 

 

Third Stage: Declining Value 

In this stage, the cost of debt and equity will tend to rise as a result of increasing 

degree of financial risk. The value of the firm decreases or the overall cost of capital 

increases beyond the acceptable limit of leverage. This happens because the cost of 

equity increases by more than enough to offset the advantages of low cost debt 

(Pandey, 1999: 684). 

 

The overall effect of these three stages is to suggest that the cost of capital is the 

function of leverage. It declines with increasing level of debt and after reaching a 

certain point starts rising.  

 

2.3.2 Contemporary Theories 

Franco Modigliani and Merton Miller propounded the theory of capital structure. 

Their original insights (1958) and continued developments (1963, 1965) laid the 

foundations of modern corporate finance. In a survey of Financial Management 

Association members in 1979, Cooley and Heck (1981) found that researchers judged 
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the Modigliani and Miller article as having the greatest impact on the field of finance 

of any work published. The major aspects of their theory are discussed below: 

 

a) Modigliani and Miller Theory (In the World Without Taxes) 

Modigliani and Miller (M-M) showed that, under certain assumptions, a firm’s 

overall cost of capital, and therefore, its value is independent of the capital 

structure. In their original position, M-M advocate the relationship between 

leverage and cost of capital which is explained by NOI approach. “They make the 

formidable attack on the traditional position by offering behavioral justification 

for having the cost of capital (Ko) remain constant throughout all degree of 

leverage” (Solomon, 1969:92). M-M contained that the cost of capital is equal to 

the capitalization rate of pure equity stream of income and the market value is 

ascertained by capitalizing its expected income at the appropriate discount rate 

for its risk class.  

 

The following assumptions regarding the behavior of the investors and capital 

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

of the M-M hypothesis: 

i) Securities are traded in perfect capital market situations. 

ii) No transaction cost is incurred while buying and selling Securities. 

iii) Firms can be grouped in the homogenous risk class. 

iv) Dividend payout ratio is 100 per cent. 

v) Corporate and personal taxes do not exist. 

vi) Investors have homogenous expectations about expected future corporate 

earnings and the risk of the earnings. 

vii) EBIT and bonds are perpetual. 

 

Proposition I 

The M-M proposition-I 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 (NOI or EBIT) at a rate appropriate for the firm’s risk class. 

Accordingly, the value of the firm is obtained by: 

𝑉 =
NOI

Ko
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Where, 

           V   = Value of the firm 

        NOI = Net operating income 

Ko = Risk-adjusted capitalization rate 

The M-M proposition-I also implies that the weighted average cost of capital (Ko) to 

any firm (i.e. levered or unlevered) is completely independent of its capital structure 

and equal to the cost of equity (Ke) to an unlevered firm in the same risk class. Thus, 

there is no relationship between the value of a firm and the way its capital structure is 

made up, nor there is any relationship between the average cost of capital and the 

capital structure. It is identical to the NOI approach. 

 

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 (i.e. 

levered or unlevered) in a given risk class the cost of equity (Ke) is equal to the 

constant average cost of capital (Ko) plus a premium of financial risk which is equal 

to debt equity ratio times the spread between constant average cost of capital (Ko) and 

interest rate (Kd). It can be expressed as follows: 

Ke   = Ko + (Ko – Kd) D/E 

Where, 

Ke = Cost of equity 

Ko = Average cost of capital 

Kd   = Cost of debt or interest rate 

            D/E = Debt equity ratio 

 

The validity of proposition-II depends upon the assumption that Kd will not increase 

for any degree of leverage but in practice Kd increases with leverage beyond a certain 

level. However, M-M mention that even if Kd is the function of leverage, Ko will 

remain constant as Ke will increase at a decreasing rate (Pandey, 1981: 40).  

 

Taking both the propositions together, the M-M theory in the absence of taxes 

contends that the overall cost of capital as well as the value of the firm is independent 

of capital structure. The theory in a tax free world is identical to the NOI approach. In 
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other words, the value of levered firm (VL) is equal to the value of an unlevered firm 

(VU) in the same risk class i.e. VL = VU (Pradhan, 1992: 363). 

 

b) M-M Theory (In the World With Taxes) 

The first M-M assumption on non-existence of corporate and personal taxes was not 

valid. In reality, there exist corporate taxes and interest on debt which is deductible 

for the purpose of tax calculation. It means after-tax net income increases by the 

amount of tax benefit due to prior deduction of interest (debt tax shield) which results 

in an increase in the value of the firm by the same amount. 

Proposition-I 

In accordance with 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 prior to tax calculation. Thus, the value of the levered firm will be more by 

the present value of debt tax shield than that of unlevered firm. In other words, the 

value of levered firm is equal to the value of unlevered firm plus present value of 

debt tax shield as shown below: 

            VL = VU + BT 

Where,   VL = value of levered firm 

  VU = value of unlevered firm 

   B = value of debt  

  T = corporate tax rate  

BT = debt tax shield               

Fig 2.7 

M-M Theory with Taxes 
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Proposition-II 

This proposition states that the cost of equity of levered firm (KeL) rises with 

leverage ratio to compensate for the additional leverage risk while the cost of debt 

(Kd) remains constant because debt is assumed to be riskless (Pradhan, 1992:369). 

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 

 

The cost of equity increases with D/E ratio. On the other hand, the tax deductibility 

of interest on debt lowers the cost of debt but still remains constant irrespective of 

debt-equity ratio. This reduction in the cost of debt as a result of tax saving 

outweighs the increased cost of equity, forcing the average cost of capital (Ko) to 

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

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

ratio. Following equation shows the same: 

KoL = KeL (E/V) + Kd (1-t) D/E 

Where, 

KoL = Overall cost of capital of levered firm 

KeL = Cost of equity of unlevered firm 

           E     = Equity amount 

           V    = Total value 

           T     = Tax rate 

           D/E = Debt equity ratio 

The above equation makes it clear that the cost of equity increases with D/E ratio 

while the average cost of capital decreases continuously until it reaches the level of 

cost of debt at fully levered level (i.e. 100% debt financing). 

Hence, it can be concluded that the M-M theory with taxes is identical to Net Income 

(NI) approach which says that the value of firm increases with every additional unit 

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

maximum debt financing. 
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2.3.3 Does Capital Structure Affect the Value of the Firm? 

Whether or not, the capital structure of any firm affects its value. This is the matter of 

controversy which began in the late 1950’s and there is as yet no perfect answer. 

Different scholars have expressed different views on this as presented below. 

According to Weston and Brigham, capital structure is the permanent financing of the 

firm, representing primarily by long term debt, preferred stock and common stock, 

but excluding all short term credit (Weston and Brigham, 1981:555). Thus, a firm’s 

capital structure is only a part of its financial structure. The capital structure of the 

firm, defined as the mix of financial instruments used to finance the firm, is 

simplified to include only long term interest bearing debt and common stock, 

excluding short-term liabilities. As the proportion of debt in the capital structure 

increases, both the cost of equity and the cost of debt begin to rise, reflecting the 

increased financial risk but the two do not necessarily rise in the same proportion. 

Thus with the increasing use of debt, the overall cost of capital begins to fall because 

the after-tax cost of debt is typically cheaper than the cost of equity. After a point, the 

use of debt, while the financial markets consider to the signs of excessive use of debt 

and too much financial risk, completely offsets the advantage of using the lower cost 

of debt. So, they agree with the statement that the judicious mix of long term debt 

and equity can lower the total cost of capital for the company, resulting in higher 

profits and stock price 

 

In the words of Pandey, “The value of the firm depends upon its expected earning 

streams and the rate used to discount this stream (Pandey, 1993: 560). The rate used 

to discount the earning stream is the required rate of return or cost of capital. Thus, 

the capital structure decision can affect the value of the firm either by changing the 

expected earnings or the cost of capital or both.” 

 

According to Ezra Solomon, the cost of debt is less than that of equity but it increases 

the probability of financial distress (Solomon, 1969:94). Thus, an effect of leverage 

depends very much on the relationship between the firm’s ability to earn its rate of 

return on assets and interest cost of debt. They conclude that the judicious use of debt 

enhances expected return and the value of the firm. 
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2.3.4 Optimal Capital Structure 

The optimal capital structure may be defined as the relationship between debt and 

equity securities, which maximizes the value of the firm’s equity stock. The firm 

attains optimum capital structure at the level where it can maximize its ownership 

share market value. The value will be maximized when the marginal real cost of each 

source of funds is the same. In practice the determination of the optimal capital 

structure is formidable task and one has to go beyond they theory. Since a number of 

factors influence the capital structure decision of a company which is highly 

psychological, complex and qualitative, and the judgment of the person taking the 

person taking the capital structure decision plays a crucial part. Optimal capital 

structure may exist under three situations (Pandey, 1995): 

 

i) The total value of the firm is maximized when its equity stock is at maximum 

value. It should be remembered that debt and preferred stock are not affected by 

fluctuations in market values because they offer a fixed return and their values, 

therefore, fluctuate with the level of interest rate and preferred stock yield. The 

value of equity stock however fluctuates with profits of the firm. Thus, in the 

optimal capital structure, the total value of the firm as well as value of the equity 

should be maximized. 

ii) The equity stock value should be maximized on a per share basis to ensure 

optimum capital structure. The issue of additional shares may increase the total 

value of equity stock but this action may result in a decline in per share value of 

equity stock, and the firm may move away from its optimum capital structure. It is 

necessary therefore, to have a maximum value of the equity share on optimal 

capital structure. 

iii) The optimal capital structure occurs when the firm’s overall cost of capital is at its 

lowest point. There is, thus, a link between the cost of capital and the optimum 

capital structure. 

 

Whenever the returns on assets fairly exceed the cost of debt, leverage is favorable. 

And the probable return on equity is raised using it. However, leverage is a two-

edged sword, if the returns on assets are less than the cost of debt, then leverage 

reduces the returns on equity. The more leverage the firm employs, the greater this 
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reduction becomes. Consequently, leverage may be used to boost stockholder returns 

but it is used at the risk of increasing losses (Weston and Brigham, 1981). 

After analyzing various factors, a firm establishes a target capital structure that may 

change over time as conditions vary. If the actual debt ratio is below target level, 

issuing debt will be an option. Using more debt raises the riskiness of the firm’s 

earning stream, but it also raises the expected rate of the return on equity (ROE). 

Higher risk tends to lower the stock’s price, but a higher expected rate of return raises 

it (Weston and Brigham, 1982:591). 

 

2.3.5 Primary Factors Affecting Capital Structure Decisions 

Among the various factors that can influence capital structure decisions of a firm, 

four primary factors include business risk, the firm’s tax position, financial 

flexibility, and managerial conservatism or aggressiveness (Brigham & Houston, 

2001:602). 

i) Business risk: It results from the riskiness inherent in the firm’s operations if it 

used debt. The greater the firm’s business risk, the lower its optimal debt ratio. 

 

ii) The firm’s tax position: A major reason for using debt is that interest is deductible 

which lowers the effective cost of debt. However, if most of a firm’s income is 

already sheltered from depreciation tax shields, by interest on currently 

outstanding debt, or by tax loss carry forwards, its tax rate will be low. So 

additional debt will not be as advantageous as it would be to a firm with a higher 

effective tax rate. 

 

iii) Financial flexibility: It refers to the ability to raise capital on reasonable terms 

under adverse conditions. Corporate treasurers know that a steady supply of 

capital is necessary for operations, which is vital for long-run success. They also 

know that when money is tight on the economy or when a firm is experiencing 

operating difficulties, suppliers of capital prefer to provide funds to companies 

with strong balance sheets. Therefore, both the potential future need for funds and 

the consequences of a funds shortage influence target capital structure – the 

greater the probable future need for capital, and the worse the consequences of a 

capital shortage, the stronger the balance sheet should be. 
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iv) Managerial conservatism or aggressiveness: Some managers are more aggressive 

than others, hence some firms are more inclined to use debt in an effort to boost 

profits. This factor does not affect the true optimal or value-maximizing capital 

structure, but it does influence the manager-determined target capital structure. 

 

2.3.6 Financial Signaling 

Financial signaling occurs when capital structure changes convey information to 

security holders. Managers may use capital structure changes to convey information 

about the profitability and risk of the firm. Since a manager’s pay and benefits may 

depend on the firm’s market value, it gives the manager an incentive to let investors 

know when the firm is undervalued. In such a situation, the manager can alter the 

firm’s capital structure by issuing more debt. Since increased leverage is associated 

with higher probability of bankruptcy upon which the manager would be penalized, 

the investors conclude that the firm’s stock is undervalued and things really are better 

than the stock price reflects. Hence, debt issues are regarded as “good news” and 

carry a positive signal whereas stock issues are perceived as “bad news” and carry a 

negative signal (Van Horne, 2002:278).  

 

“M-M assumed that investors have the same information about a firm’s prospects as 

its managers – this is called symmetric information (Brigham & Houston, 2001:627). 

However, in fact managers often have better information than outside investors. This 

is called asymmetric information, and it has an important effect on the optimal capital 

structure. To see why, consider two situations, one in which the company’s managers 

know that is prospects are extremely favorable and one in which the managers know 

that the future looks unfavorable. 

 

Firms with extremely bright prospects prefer not to finance through new stock 

offerings, whereas firms with poor prospects do like to finance with outside equity. 

How should you, as an investor, react to this conclusion? You ought to say, ‘If I see 

that a company plans to issue new stock, this should worry me because I know that 

management would not want to issue stock if future prospects looked good. However, 

management would want to issue stock if things looked bad. Therefore, I should 

lower my estimate of the firm’s value, other things held constant, if it plans to issue 

new stock.’ The announcement of a stock offering is generally taken as a signal that 
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the firm’s prospects as seen by its management are not bright. This, in turn, suggests 

that when a firm announces a new stock offering, more often than not, the price of its 

stock will decline. Empirical studies have shown that this situation does indeed exist.” 

 

“Signaling effects and their impact on investors’ perceptions, differ substantially 

across firms. To illustrate, asymmetry is typically much greater in the drug and 

semiconductor industries than in the retailing and trucking industries, because success 

in the drug and semiconductor industries depends on secretive proprietary research 

and development. Thus, managers in these industries have significantly more 

information about their firms’ prospects than do outside investors. Also, emerging 

firms with limited capital but god growth opportunities are recognized as having to 

use external financing, so the announcement of new stock offerings by a new 

company is not viewed with as much concern by investors as are offerings by mature 

firms with limited growth opportunities. Thus, although signaling affects all firms, its 

impact varies from firm to firm (Brigham, Gapenski, Ehrhardt, 2001: 645).” 

 

Information Asymmetry 

Asymmetric information is the situation in which managers have different (better) 

information about firm’s prospects than do investors (Brigham & Houston, 2001:627). 

Managers often have better information about their firms than do outside investors. 

This is called asymmetric information, and it has an important effect on the optimal 

capital structure. When financing an investment project, management will want to 

issue the overvalued security if it is acting in the interests of current stockholders. As 

Myers and Majluf suggest, it will issue stock if it believes the stock is undervalued. 

However, investors are not unmindful of this phenomenon, so debt issues are regarded 

as “good news” and stock issues as “bad news.” 

 

The greater the information asymmetry between insiders (management) and outsiders 

(security holders), the greater the likely stock price reaction to a financing 

announcement. In general, empirical evidence is consistent with the asymmetry of 

information idea. Around the time of the announcement, leverage increasing 

transactions tend to result in positive excess returns to stockholders, whereas 

leverage-decreasing transactions result in the opposite. The evidence overall is 
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consistent with a financial signaling effect accompanying the choice of security 

employed in the capital structure.  

 

In financial markets, informational asymmetries are particularly pronounced.  

Borrowers typically know their collateral, industriousness,  and  moral rectitude better 

than  do  lenders;  entrepreneurs possess  "inside" information  about their own  

projects for  which  they  seek  financing. Lenders would benefit from knowing the 

true characteristics of borrowers. But moral hazard hampers the direct transfer of 

information between market participants. Borrowers cannot be expected to be entirely 

straightforward about their characteristics, nor entrepreneurs about their projects, 

since there may be substantial   rewards for exaggerating positive qualities.  And 

verification of true characteristics by outside parties may be costly or impossible 

(Leland and Pyle, 1977).  

 

2.4 Review of Empirical Studies 

This section includes some pertinent reviews of past studies on financial signaling and 

capital structure. The section is further divided on to review of empirical studies and 

review past thesis works. 

2.4.1 Review of Journals 

Modigliani and Miller (1958) show that capital structure is irrelevant when the capital 

market is perfect. However, information asymmetry between managers and investors 

may make the “irrelevant” story change. It is a logical thinking that the extent of 

information asymmetry depends on the shareholdings of investors. Ross (1977) 

provides a theoretical framework for the possibility of using financial structure to 

signal. Leland and Pyle (1977) derive a signaling model wherein insiders’ willingness 

to invest their own money rather than financing by borrowing serves as a signal to the 

market of the true quality of the project. Heinkel (1982) proposes a signaling model 

that firms, who try to convince the market of its true type, will gain from 

overvaluation of one security and lose from undervaluation of the other. To imitate 

the action of a high value firm to send out false signals, a lower value firm must issue 

more underpriced debt and reduce the amount of overpriced equity and vice versa. 

Franke (1987) derives a similar signaling model by looking at the “outsider-rationality 
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condition” and “no-arbitrage condition” on the outsiders’ behaviour required by the 

signaling equilibrium. In his signaling model, supply of the security is perceived as 

the signal of firm’s quality. John (1987) suggests a positive correlation between the 

leverage and firm value based on risk-shifting incentive arguments. 

However, there are some other researches that do not quite agree with the theoretical 

principles of financial signaling caused by capital structure changes. Some empirical 

test results are inconclusive regarding the relationship between the managerial 

shareholdings and debt levels. For example, Kim and Sorensen, Agrawal and 

Mendelker (1987) find evidence that debt level is positively related to managerial 

shareholdings. However, Friend and Hasbrouck (1987) suggest a negative relationship 

between debt level and managerial shareholdings (Tse& Ying Jia, 2001). 

After M-M revolutionized the thoughts on capital structure, numerous scholars have 

studied the topic from different aspects. Some of the important studies on financial 

signaling related with capital structure decisions which were published on various 

journals of finance and economics are reviewed in this section. 

 

2.4.1.1 Ross’s Study (1977)  

In his study titled “The Determination of Financial Structure: the Incentive Signaling 

Approach”, Ross developed an incentive-signaling approach, providing a theoretical 

framework for the possibility of using financial structure to signal. He describes how 

signaling and manager compensation arrangements can be used to deal with 

information asymmetry. In his signaling model, insiders are able to observe firm’s 

future earnings perfectly owing to their private information; they use capital structure 

to signal in order to maximize their own interest. He postulates that manager-insiders 

have information about their own firms not possessed by outsiders. He further 

demonstrates that the capital structure decision is not irrelevant. In some cases a 

unique interior optimal capital structure exists if 

i) the nature of the firm’s investment is signaled to the market through its capital 

structure decision, and 

ii) the manager’s compensation is tied to the truth or falsity of the capital structure 

signal 
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In his model, Ross states that a manager may not trade in the financial instruments of 

his own firm, thereby avoiding the moral hazard problem as well as the financial 

instruments of his own firm. To show that investors use the face amount of debt or 

dividends the managers decides to issue as a signal of the firm’s probable 

performance, he analyses two types of firms. 

1. Type A, a firm that will be successful 

2. Type B, a firm that will be unsuccessful 

He refers D* to be a critical level of debt. Then,  

 The market perceives the firm to be Type A if it issues debt greater than D* 

 The market perceives the firm to be Type B if it issues debt less than D* 

In order for the management of a Type B firm to have the incentive to signal that the 

firm will be unsuccessful, the payoff from telling the truth must be greater than that 

produced by telling lies. A large penalty should be fixed against the manager if his 

firm experiences bankruptcy. 

Ross shows that a signaling equilibrium is achieved if Type A managers choose debt 

financing levels above the critical debt amount, D*, and Type B managers choose 

debt levels below that amount. Type A managers will have no incentive to change 

because the compensation system maximizes his return under the true signal. Type B 

manager will not have an incentive to signal falsely because the penalty built into the 

incentive structure would reduce his compensation. 

 

2.4.1.2 Leland and Pyle’s Study (1977) 

In their article named “INFORMATIONAL ASYMMETRIES, FINANCIAL 

STRUCTURE, AND FINANCIAL INTERMEDIATION”, Leland and Pyle contend that 

the proportion of equity held by owner-manager acts as a signal to the quality of the 

firm. They show positive correlation of debt financing with the firm’s value. 

According to them, a firm’s value will be related positively to the fraction of its equity 

held by its organizers. They find informational asymmetries to be a primary 

explanation for the existence of intermediaries and rely on signaling as a significant 

aspect of the operations of financial intermediaries.  
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They developed a simple   model   of   capital   structure and financial equilibrium in  

which  entrepreneurs seek  financing  of  projects whose  true qualities are  known  

only  to  them.   

𝑉(ά) =
1

(1+r)
[µ(ά) – λ] 

 Where, 

          V = total market value of the project 

          ά = the fraction of equity retained by the entrepreneur 

           r = riskless interest rate 

µ(ά) = the market valuation schedule, expressing the market’s perception of the true        

expected return as a function of ά,  

           λ = the market’s adjustment for the risk of the project with returns x about the 

mean 

They demonstrate that the entrepreneur’s willingness to invest  in  his  own  project  

can  serve  as  a  signal  of  project  quality.  The resulting equilibrium differs 

importantly from models which ignore informational asymmetries. The value of the 

firm increases with the share of the firm held by the entrepreneur. In contrast with 

Modigliani and Miller [1958], the financial structure of the firm typically will be 

related to project or firm value even when there are no taxes. And  firms with  riskier 

returns will  have  lower  debt  levels  even  when  there are no  bankruptcy  costs.  

Signaling incurs welfare costs by inducing entrepreneurs to take larger equity  

positions  in  their  own  firms  than  they  would  if  information could be  directly 

transferred; however, that the set  of  investment projects which   are  undertaken  will  

coincide   with   the  set  which  would   be   undertaken  if direct information  transfer 

were  possible.  Finally, they suggest that financial intermediation,   which is difficult 

to explain in traditional models of financial equilibrium; can be viewed as a natural 

response to asymmetric information.  
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2.4.1.3 Talmor’s Study (1981) 

In the article called “ASYMMETRIC INFORMATION, SIGNALING, AND OPTIMAL 

CORPORATE FINANCIAL DECISIONS”, Talmor’s investigates the financial 

decisions of the firm when information is asymmetric. The emphasis is on the ability 

of financial instruments to serve as signaling devices through which the true value of 

the firm can be revealed to the market without moral hazard or disclosure of 

confidential information. Although the signaling process is typically considered to be 

costly it is advocated that firms may be better off if they apply this mechanism rather 

than reveal reliable, but confidential information, or not disclose at all. However, he 

shows that once a signaling apparatus is invoked by the market, the decision whether 

or not to signal is not a matter of choice for the individual firm.  He considers a 

setting in which the market views corporate insiders as possessing more information 

about the profitability of the firm by assuming the only objective of the firm is to 

maximize the wealth of current investors. 

Talmor develops a general signaling theory in corporate finance that is consistent with 

the classical framework of wealth maximization. The model allows for several 

financing decisions to be determined simultaneously by considering each decision – 

both its impact on the value of the firm and its signaling property. 

          V = R-1 [Vs(B) +Y(P,B)] 

Where, 

          V = value of the firm 

          R-1=
1

(1+r)
= 𝑡𝑖𝑚𝑒value of money 

         VS= value of the firm at given point of time 

          Y = certainty equivalent term denoting the riskness of future cash flows 

              P = anticipated future profitability of the firm (p1, p2, ….pn) 

          B = vector of financial activities undertaken by the manager (b1, b2, ….bn) 
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Two main conclusions can be drawn from the general model. 

i) Whenever informational asymmetry prevails, all non-trivial financial decisions 

should be considered simultaneously in a signaling setting. 

ii) Even if there are more instruments than parameters, despite the redundant costs 

involved, signaling must take place through all the activities for which the first-

best behaviour is non-trivial. 

Besides, Talmor also presents a specific structure that deals with the joint 

determination of capital structure and dividend policy in a signaling setting.  

2.4.1.4 Heinkel’s Study (1982) 

Building his study in contrast with the M-M’s capital structure irrelevance theory, 

Heinkel, in an article “A Theory of Capital Structure Relevance Under Imperfect 

Information”, introduced asymmetric information in their world of perfect capital 

market. He developed  a signaling  equilibrium  in which  investor  expectations   

about  individual  firms do depend  upon  the  capital  structures  of  the  firms. He 

describes a costless signaling equilibrium in which sellers incur no losses and are as 

well off as they would be in case of symmetric information. Unlike Leland and Pyle, 

he assumes that all debt is risky so that the present value of a given debt repayment 

promise does depend on the characteristics of the issuing firm. Insiders know both the 

true value of their firm, and the value of any given debt repayment promise made by 

the firm, while capital suppliers know neither. As a result, insiders can potentially 

profit by selling overpriced securities. He, however, asserts that capital suppliers, by 

offering only a restricted menu of acceptable debt-equity combinations, are able to 

eliminate the incentive of firm insiders to misrepresent the characteristics of their 

firm, and indeed are able to identify the characteristics of a firm from the particular 

debt-equity financing combinations chosen.  

His critical assumption is that firm value is positively related to credit risk. Insiders 

face opposing incentives in debt and equity markets: if a firm can sell overvalued 

debt, its equity will be undervalued. The resulting equilibrium with capital structure 

relevance exists without reliance on other market imperfections such as taxes, 

bankruptcy costs, or monitoring costs. 
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2.4.1.5 Myers and Majluf’s Study (1984) 

In their study titled “Corporate Financing and Investment Decisions When Firms 

Have Information That Investors Do Not Have”, Myers and Majluf present a 

signaling model that combines investment and financing decisions and is rich in 

empirical implications. They establish a pecking order of financing where managers 

will prefer to use retained earnings first, then debt, followed by preferred stock and 

convertible bonds, and external equity as a last resort.  

The study has shown that the announcement of a stock issue is associated with a drop 

in the corresponding share price. The authors have explained clearly why one would 

expect this result under asymmetric information. If management is acting in the 

interests of the current shareholders, it will be reluctant to issue new stock when it 

knows the value of the firm’s existing assets is high. A stock issue, therefore, signals 

to the market that the firm’s current assets are overvalued and drives down the share 

price. 

As before, managers, better than anyone else, are assumed to know the “true” future 

value of the firm and of any projects that it might undertake. Furthermore, they are 

assumed to act in the interest of “old” shareholders, i.e., those who hold shares in the 

firm at the time a decision is made. Finally, “old” shareholders are assumed to be 

passive in the sense that they do not actively change their personal portfolios to undo 

the decisions of management. If shareholders systematically undertake personal 

portfolio changes to reverse management decisions, then managerial financial 

decisions become irrelevant. In many cases, however, managers are “old” 

shareholders.. 

Myers and Majluf point out that if the firm uses its available liquid assets to finance 

positive NPV projects, then all positive NPV projects would be undertaken because 

no new equity is issued and the information asymmetry problem is thereby resolved. 

They suggest that this maybe a good reason for carrying excess liquid assets. They 

also suggest that debt financing, which has payoffs less correlated with future states of 

nature than equity, will be preferred to new equity as a means of financing.  

 

 



 
 

35 
  

2.4.1.6 Krasker’s Study (1986) 

In the study called “Stock Price Movements in Response to Stock Issues Under 

Imperfect Information”, Krasker examined the function relating the number of new 

shares issued by a firm to the resulting change in firm’s stock price, when insiders are 

asymmetrically informed. Several empirical studies had already developed some 

models in which stock issue causes a decline in the corresponding stock price of a 

firm. He, therefore, shifted his focus of study on the relationship between stock price 

and issue size.  

The model Krasker developed limits the study on stock-financing and particularly the 

size of stock issue. The model ignores the possibility of debt-financing as 

simultaneous issue of debt and stock would, according to him, complicate the theory.  

His model postulates that at the moment new equity is issued, investors know how to 

price that stock. If the information asymmetry is restricted to the value of the firm’s 

assets in place, then the greater is investors’ uncertainty about the value of those 

assets, the smaller will be the unexpected underinvestment, and the higher will be the 

stock price prior to the issue announcement. In doing so, investors would certainly 

take into account all the firm’s possible future actions, and also the fact that the 

manager is optimal to issue equity rather than raise funds by some other means, or not 

at all.  

The principal results of his study include the following. 

 The stock price following the announcement of a stock issue should be inversely 

related to the issue size. 

 The rate of decrease in the stock price as the issue size increases can be so rapid 

that the product of the two – the total proceeds of the issue – is bounded. 

 There will be underinvestment in asymmetric-information equilibrium, relative 

to the case of complete information.  

 

2.4.1.7 Poitevin’s Study (1989) 

In his study called “Financial Signaling and the “Deep-pocket” argument”, M. 

Poitevin provides a formal representation of Telser’s (1966) “deep-pocket” argument 

by considering a model in which he considers the financial structure of young firm 
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(entrant) and established firm (incumbent). The entrant and incumbent have to finance 

the same fixed cost before starting production. There is, however, an information 

asymmetry between the entrant and the incumbent in financial markets. Financiers 

can assess the value of the incumbent but are uncertain of the entrant’s quality. An 

efficient entrant, according to Poitevin, has an incentive to signal his value to 

financiers, and financial structure acts as a signal of quality. The efficient entrant 

finances with debt to reveal his value to financial markets. But debt financing renders 

the entrant vulnerable to predation through the possibility of bankruptcy as the 

situation can be exploited by the incumbent predator that finances with equity. It may 

still be a rational strategy for the efficient entrant to finance with debt, as this allows 

him to reveal his value to financiers.  

Hence, the informational structure influences the firms’ financial structures, and it 

affects market structure and the extent of competition in the industry through the 

predatory incentives it induces. In his model, signaling has, therefore, some 

consequences for efficiency. Signaling effects include not only a transfer of rents 

between informed and uninformed players but also an impact on market structure and 

the extent of competition in the output market.   

 

2.4.1.8 Tse& Ying Jia’s Study (2007) 

Their study is titled “The impacts of corporate ownership structure on the incentive of 

using capital structure”. In what seems to be producing quite a contradictory-to-

theory conclusion, Tse and Ying Jia show  that  capital  structure  is  not  

homogeneously  used  as  a signaling tool, and firms with insider ownerships less or 

equal to 1.14 per cent are more likely the signallers. They looked  at  the matter  at  a  

more  micro  level  by  percentiles  regression  based  on  the  firms’ D/E  ratios range. 

They found that market capitalization, dividend yield and debt level have strong 

positive relationship in all range of D/E levels.  However, the explanatory power of 

insider ownerships and major shareholdings on debt level are varied and depends on 

the D/E ranges.  

They examined the relationship between insider ownership and debt by using one of 

the regression techniques. A negative relationship between these two variables was 
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found in the range of insider ownerships ≤1.14 per cent.  When  falling  between  1.14  

and  1.28  per  cent,  insider  ownership  is  positively related with D/E ratios. When 

insider ownerships are beyond 1.28 per cent, there is no significant relationship with 

D/E ratios.  

Then,  they divided  their sample  into  two  groups:  one  group  with  insider  

ownership ≤1.14 per cent, the other with insider ownerships >1.14 per cent. 

Regression analysis on the group with ≤1.14 per cent insider ownerships provides 

evidence to support the capital structure signaling hypothesis; while the regression 

results on the other ranges do not provide such supports.  These findings in general 

can be explained by agency cost   and   information   asymmetry   frameworks.   The   

higher   the   level   of   insider ownership, the lower the agency costs problem and the 

lesser the extent of information asymmetry;  and  in  turn  the  lower  the  incentive  of  

using  capital  structure  to  signal. Their results also show   that   in  addition  to  

insider ownership, market capitalisation,  dividend  yield,  listing  years,  investment  

risk  and  firms  growth rates also play important roles to affect managers decision to 

use capital structure to signal or  not.   

 

2.4.1.9 Shrestha’s Study (1985) 

M.K. Shrestha carried out a study on capital structure of selected public enterprises 

(PEs). His study included a sample of ten public enterprises of Nepal. He basically 

analysed three aspects of capital structure which included the determinants of capital 

structure, capital structure so far devised in the selected enterprises, and possible 

measures to overcome capital structure-related problems. He used ratio analysis as 

main analytical tool.  

 His study found that the PEs lacked objective-based financial plans and policies to 

guide financial decisions, and, therefore, had had confusing capital structures. In 

many instances, adhocism became the basis of capital structure and the PEs wanted to 

eliminate debt to the maximum extent possible. Neither the PEs nor the regulatory 

bodies had developed any criteria in determining capital structure of a firm. Debt-

equity ratio continued to remain a ticklish problem. He, therefore, suggested that the 

debt-equity ratio be maintained in a planned way since highly levered company 
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creates more financial obligations that lie beyond the firm’s capacity to meet, whereas 

a low-levered company infuses operational lethargy so as to bypass responsibilities 

resulting to poor performance. 

2.4.2 Review of Past Theses 

This section includes review of past studies carried out by scholars and students on 

capital structure related matters. 

2.4.2.1 Adhikari’s Study (1991) 

Adhikari conducted an empirical study on “The Effect of Capital Structure on the 

Cost of Capital”. In his study, he applied the Modigliani-Miller propositions in the 

Nepalese context. He selected five listed financial institutions to examine their capital 

structures and cost of capital resulted out of them.  

He used simple as well as multiple regression equation to test the relationship 

between cost of capital and capital structure along with other exploratory variables. 

The multiple regression equation used in his study is: 

Ko = a + b1L1 + b2logS + b3G + b4D/P + b5E/V + b6liq 

Where, 

Ko = Average cost of capital 

         L1 = Leverage 1 

           S = Size of the company 

          G = Growth 

       D/P = Dividend payout ratio 

       E/V = Earning Variability 

Liq = Liquidity 

The result of his study shows that the cost of capital is the function of leverage. As 

concluded by the Traditional Approach of capital structure theories, he demonstrates 
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that the value of the firm can be maximized or overall cost of capital can be 

minimized through proper mix of debt and equity capital. 

 

2.4.2.2 Khatri’s Study (1998) 

Khatri conducted a research on capital and the cost of capital. The main objective of 

his study was to test the relationship between cost of capital & capital structure, and 

between cost of equity & capital structure.  

He chose four banks & finance companies, and eight manufacturing & trading 

companies. His study was based on five-year data and used simple as well as multiple 

regression and t-test to analyse above-mentioned relationships. 

He found that regression coefficient of leverage against cost of capital was negative 

on manufacturing & trading sector, whereas the same was found positive in case of 

banking & finance sector. In addition, t-value showed the beta coefficients were not 

significant in both sectors. He also concluded that capital structure composition of the 

companies were confusing and did not result out of planned and objective decisions. 

 

2.4.2.3 Sherpa’s Dissertation (2001) 

In his dissertation titled “Corporate Information Disclosure and Its Effect on Share 

Price”, Sherpa’s primary objective was to obtain an insight on corporate information 

disclosure with special reference to Nepalese stock market and its listed companies. 

The following specific objectives were set to obtain the mentioned objective. 

a) To highlight the corporate disclosure practice in Nepal 

b) To identify the extent of disclosure of each of the item of information and to 

develop the information disclosure index 

c) To check the quality of corporate information disclosure of Nepalese listed 

companies measured using criteria such as asset size, number of shares 

outstanding, and earning margin 

d) To examine the relationship between corporate information disclosure and stock 

prices  
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Sherpa constructed an Information Disclosure Index for which he specified 59 

informational items and classified them according to their importance and calculated 

the mean value after the collection of primary data. He, thereafter, selected 33 listed 

companies, used their annual reports and calculated disclosure scores. He used 

various statistical tools like regression analysis, correlations etc. to attain the 

mentioned objective. 

From the detailed analysis, he found that most of the companies did not disclose 

adequate and qualitative information in their annual reports. Most of the selected 

companies only disclosed financial information that is statutorily required. 

Furthermore, he found positive relationship between disclosure indices and variables 

like earning margin, asset size etc. The important finding of his research is that there 

is positive relationship between market price of share and disclosure score as the 

companies having greater disclosure score had the higher prices of stock. 

2.4.2.4 Lamsal’s Dissertation (2002) 

Lamsal completed his Master Degree dissertation on “The Impact of Information on 

Share Price”. His analysis sought to gain knowledge on how well share prices absorb 

information in the Nepalese capital market and how the investors react to the 

information disseminated to the capital market. Further, he attempted to determine the 

relationship between return on earnings (ROE), dividend per share (DPS) and share 

price. In his study, he assessed the impact of dividend declaration on share price; the 

effect of EPS on share price; the impact of ROE on share price; the impact of NRB’s 

directives on share price.  

Having chosen some Nepalese commercial banks as sample and used analytical tools 

such as mean, regression analysis, correlation and paired t-test, he found significant 

difference in the mean share price immediately after dividend declaration. However, 

no specific pattern or trend of the change in share price could be established. Macro-

economic variables, for example, NRB’s directives, led to changes in share price. His 

study found no significant effect of EPS, DPS & ROE on market price of shares of 

sampled companies.  
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2.4.2.5 Chaulagai’s Dissertation (2009) 

Chaulagai carried out his Master Degree dissertation on “Financial Signaling due to 

Changes in Capital Structure”. His study analyses the nature of signals or impact 

caused by debenture issues and rights issues on the MPS and EPS of the issuing 

companies. The two criteria to measure the type of signals, as he chose, were MPS 

and EPS before and after debenture issues and rights issues. The main objective of the 

study, as explained by him, was to ascertain the financial signals emitted by debt-

financing (debenture issues) and equity-financing (rights issues) based on the analyses 

of MPS and EPS before and after debenture and rights issues by the sampled 

companies. His study, based on secondary as well as primary data, concludes that 

debt-financing sends positive signals to the capital market whereas equity issues 

(rights issues) do send negative signals in case of EPS being the signaling criterion. 

In his study, 10 out of 12 companies’ MPS increased significantly after debenture 

issues as proved by t-statistics (Hypothesis Testing: tcalculated= 2.24047>ttabulated-

=1.796). The fact that MPS after debenture issues being significantly greater than the 

MPS before debenture issue suggests that debenture issues (debt-financing) send 

positive signals to the capital market. In EPS analysis, in 6 out of 7 sample cases, the 

companies which issued debenture saw substantial growths in their respective EPS. 

This bolsters the theoretical viewpoint of financial signaling on capital structure 

issues, which associates debt financing of a firm with its greater profitability stating 

that companies with favourable prospects or high future profitability choose debt-

financing. In cases of equity issues, he found out that only 2 out of 10 companies’ 

MPS was lower than their respective theoretical prices, which does not conform to the 

theory of Financial Signaling. However, the difference between Theoretical Values 

and actual MPS is not significant as proved by Hypothesis Testing (tcalculated = 1.4946 

<ttabulated= 2.262) which can not be categorically associated with any types of signals. 

In EPS analyses, The considerable plunges in the EPS of 3 out of the 5 sample cases 

of rights issue indicated that firms tended to make rights issues in the wake of 

declining profitability. It also emphasized the theoretical concept of financial 

signaling on capital structure issues, which states firms with unfavorable earning 

prospects choose equity financing thereby bringing in new shareholders/investors to 

share the losses.  



 
 

42 
  

2.5 Research Gap 

Most of the studies mentioned earlier dealt about the capital structure and about 

issuing of debenture. The theory suggests that financial signaling occurs when capital 

structure changes convey information to security holders. Managers may use capital 

structure changes to convey information about the profitability and risk of the 

firm.The judicious mix of long term debt and equity can lower the total cost of capital 

for the company, resulting in higher profits and stock price. The capital structure 

decision can affect the value of the firm either by changing the expected earnings or 

the cost of capital or both. The decision is made on two basis; one, in which the 

company’s managers know that is prospects are extremely favorable and one in which 

the managers know that the future looks unfavorable. 
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Chapter III 

RESEARCH METHODOLOGY 

 

3.1 Introduction 

This chapter includes the description and presentation of methods used to analyse and 

interpret the collected data to achieve the objective of the research work. It explains 

the research design, population and sample, rationale of sampling, sources of data, 

data analysis tools and techniques. 

The mainly consists of descriptive approach and statistical tools which help to analyse 

the qualitative phenomena and to analyze numerical facts and figures respectively.   

 

3.2 Research Design 

The primary objective of this research work is to analyse the financial signals emitted 

by debt-financing in Nepalese capital market. The financials signals are ascertained 

through the analysis of share price movement (MPS analysis) and profitability 

scenario (EPS analysis) before and after debt issues by companies. Increase in share 

price and earning after the use of a particular source of financing is tantamount to 

positive financial signals while decrease in share price and earning refers to negative 

financial signals. This study uses analytical as well as descriptive approaches to meet 

research objectives. With the help of analytical approach, secondary data have been 

analyzed to find out the financial signals caused by debt-financing. On the other hand, 

descriptive approach is adopted to analyse primary data obtained through 

questionnaire and interview.  

 

3.3 Population and Sample 

Population or universe refers to the entire group of people, events, or things of interest 

that the researcher wishes to investigate whereas a sample is the collection of items 

from population or universe and comprises some observations selected from the 

population. In most of the cases, we cannot collect data of whole population. 

Sampling method is therefore used as the scientific procedure of selection of those 

representative units which would provide the required elements inherent in the 

population with associated margin of uncertainty arising from examining only a part 

and not the whole.  
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In case of debt-financing, there have been 18 debenture issues by the end of the FY 

2009/10. Out of the 18 cases of debenture issue, 14 debenture issues by 10 companies 

(commercial banks) have been taken as sample.  

 

Table 3.1 

Names of Sample Companies 

S.N Sample companies for debt-financing (debenture issues): 

1 Himalayan Bank Limited (HBL) 

2 Nepal Investment Bank Limited (NIBL) 

3 Everest Bank Limited (EBL) 

4 Bank of Kathmandu (BOK) Limited 

5 Nepal Industrial & Commercial Bank (NIC Bank) Limited 

6 Nepal SBI Bank Limited (Nepal SBI) 

7 Kumari Bank Limited (KBL) 

8 Nabil Bank Limited (Nabil) 

9 Siddhartha Bank Limited (SBL) 

10              Laxmi Bank Limited (LBL) 

 

Rationale of Sampling  

In case of secondary data collection, 10 companies which issued debenture and whose 

share prices could be accessible were chosen as sample. In case of primary data 

collection, companies, investors, and regulatory authorities available in Kathmandu 

valley were taken into consideration as sample. 

 

3.4 Sources of Data 

Data are considered as an integral part or ingredient of any research work. Required 

data for this study is collected from both primary as well as secondary sources. The 

study, however, is mainly based on secondary source of data collection as secondary 

data heavily feature in it. Secondary data are collected from sources such as SEBON, 

Annual Reports of respective companies, NEPSE reports etc. Besides, the data have 

been collected from sources like newspapers, magazines, published and unpublished 

reports, and journals etc. The share prices are retraced from NEPSE’s website 
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(nepalstock.com.np). Information, at times, was received directly from concerned 

companies. The following methods have been used to collect primary data. 

 

a. Questionnaire Method 

Questionnaire method helps in receiving first hand and reliable information about 

debenture issue and right issue. The questionnaire was designed to get three kinds of 

responses. 

i. Yes/No Answer 

ii. Multiple Choice Answers 

iii. Descriptive Answer 

In an attempt to elicit the answers to the questions confronted during the due course of 

research, a total of 75 set of questionnaires were dispatched to managers and officers 

of various debenture-issuing companies representing different sectors. Out of the 75 

questionnaire sets, 72 responses have been obtained. The table below shows the 

sample and response of the primary source of data.  

 

Table 3.2 

Collection of Responses for Primary Data 

 

S. 

No. 

Respondents Sample Response 

1. Officers of debenture issuing companies: 

a. Commercial Banks 

 

27 

 

26 

2. Officers of Issue-managing companies: 

a. NMB 

b. Ace Development Bank 

c. CIT 

 

4 

4 

4 

 

4 

4 

4 

3. Officers of regulatory bodies: 

a. SEBON 

b. Nepse 

c. NRB 

 

3 

3 

4 

 

3 

3 

3 

4. Investors and experts: 

a. Investors 

b. Experts 

 

20 

6 

 

20 

5 

 Total (72/75 = 96%) 75 72 
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b. Interview Method 

Interviews with financial managers of debt-issuing companies, experts, and investors 

were taken. The interviews basically focused on pros and cons of debt issues, their 

signals in the capital market, etc.  

 

3.5 Coverage of Data 

Basically, this study covers those companies whose shares are traded in NEPSE 

which started trading in January 1994. The study covers the data from FY 1997/98 to 

FY 2009/10 in case of debt-financing. The research throws light on debenture issue 

practices, financial signals emitted by debenture issues, share price movement after 

debenture issues, and whether the variations in price is significant or not, etc.  

 

3.6 Data Analysis Tools and Techniques 

Raw data alone convey little information and meaning and must, therefore, be 

compiled, analyzed, and interpreted using different data analysis tools. The study has 

used the mix of statistical tools from simple percentage analysis to the hypothesis 

testing tools as per the requirements and their suitability. The purpose of these 

statistical tools is to find out realistic and logical results in accordance with the 

objectives of the study. 

In this study, analytical tools such as simple percentage analysis and hypothesis test 

(paired t-statistic) are used to ascertain and evaluate the financial signals caused by 

debt-financing (debenture issues).  

 

3.6.1Percentage Change in Share Price 

Percentage change in share price provides the deviations in share prices due to 

debenture issue. The positive percentage change in price indicates that the price of the 

stock after debenture issue is greater than the price of the stock before debenture 

issue. In other words, the positive change reflects an increase in the MPS of the debt-

issuing firm after the debt issue. In the contrary, the negative percentage change in 

price indicates that the price of the stock after debenture issue is less than the price of 

the stock before debenture issue. In other words, the negative change reflects a 

decrease in the MPS of the debt-issuing firm after the debt issue. 

Change in price (%) = 
MPS after debenture issue-  MPS before debenture issue

MPS before debenture issue
× 100 



 
 

47 
  

3.6.2 Percentage Change in 3-year Average EPS 

Percentage change EPS presents the deviations in earnings of the firm before and after 

debenture issue. The positive percentage change 3-year average EPS indicates that 

earning per share in the three years after debenture issue is greater than the earning 

per share in the three years before debenture issue. In other words, the positive change 

reflects an increase in the EPS of the debt-issuing firm after the debt issue. In the 

contrary, the negative percentage change in the 3-year average EPS indicates that the 

earning per share in the three years after debenture issue is less than the earning per 

share in the three years prior to debenture issue. In other words, the negative change 

reflects a decrease in the EPS of the debt-issuing firm after the debt issue. 

 

𝐶ℎ𝑎𝑛𝑔𝑒𝑖𝑛𝐴𝑣. 𝐸𝑃𝑆(%)

=
Av. EPS after debt issue − Av. EPS before debt issue

Average EPS before debt issue
× 100 

 

3.6.3 Testing of Hypothesis (paired t-statistic) on Difference of MPS before and 

after Debenture Issue 

Through the use of t-statistics, it is attempted to ascertain with the use of hypothesis 

testing hereby whether the MPS of sampled debt-issuing firms have increased 

significantly or not.  

Null Hypothesis (H0): µx = µy, i.e. there is no significant difference between the MPS 

before debenture issue and the MPS after debenture issue. In other words, there is no 

increase in MPS after debenture issue. 

Alternative Hypothesis (H1): µx < µy (left-tailed test), i.e. there is significant difference 

between the MPS before debenture issue and the MPS after debenture issue. In other 

words, the MPS after debenture is significantly greater than the MPS before debenture 

issue. 

 

Test Statistic 

𝑡 =
d̅

Sd/√n
~ tn-1 

Where, 

𝑑̅ = Mean of the difference 
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=
∑ d

n
 

Sd = Sample standard deviation of difference 

= √
1

n − 1
× ∑(d − d̅)² 

 d = x-y, difference between MPS before debenture issue (x) and MPS after debenture 

issue (y) 

  n = Number of observation (sample companies) 

 

3.7 Chapter Summary 

This chapter deals with research methodology section. In depth this chapter analyzes 

how research was made. The necessary steps that need to discuss like research design, 

definition of population and sample, sources and methods of data collection, data 

analysis tools and techniques were covered by this section. It gives the framework for 

the upcoming chapter data presentation and analysis. With the definition of the tools 

that made in this section makes easier and comfortable for depth analyze of next 

chapter. 
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Chapter IV 

DATA PRESENTATION AND ANALYSIS 

 

This chapter includes the presentation, analysis and interpretation of data collected 

from primary and secondary sources. The analysis and interpretation of presented data 

aim to fulfill the objective of the study by elucidating how capital structure decisions 

on debt financing emit signals to the capital market in Nepalese context.   

 

The study relies on data obtained from secondary sources which include publications 

of SEBON, NEPSE, and annual reports of sampled companies. Data thus availed have 

been analyzed and interpreted using the tools and techniques according to the research 

methodology as mentioned in the third chapter. Primary sources include personal 

interview and questionnaire responses. 

In order to examine the issue of financial signaling resulted by debt-financing, data 

has been presented, analyzed, and interpreted. 

 

4.1 Debt-financing and its Signals to the Capital Market 

The theoretical concept of financial signaling suggests that debt issues are regarded as 

“good news” and send a positive signal to the capital market. Since increased leverage 

is associated with higher probability of bankruptcy upon which the manager would be 

penalized, the investors conclude that the firm’s stock is undervalued and things really 

are better than the stock price reflects.  

 

In addition, debt issues are associated with higher profitability and an increase in EPS 

in future. A company having a highly profitable project at hand would like to finance 

it through debt which demands a fixed payment, without requiring the company to 

distribute the entire profit among the debt holders. Profit earned after meeting the 

fixed charges related to debt goes to the company’s already existing shareholders 

including the managers. Firms with very favorable prospects try to avoid selling stock 

and, rather, to raise any required new capital by other means, including using debt 

beyond the normal target capital structure. Such positive signals associated with debt 

issues are supposed to cause an increase in MPS of the debt-issuing entity. 
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4.1.1 Corporate Debenture Issue practice in Nepalese Capital Market 

In Nepalese context, only a few corporate bodies have issued debentures to meet their 

long-term fund requirements. By the end of the year FY 2009/10, 18 debenture issues 

have been made, mostly by commercial banks. Bottlers Nepal Ltd., Jyoti Spinning 

Mills Ltd., Shree Ram Sugar Mills Ltd., Himalayan Bank Ltd. (two times), Everest 

Bank Ltd., Bank of Kathmandu Ltd., Nepal Investment Bank Ltd. (four times), Nepal 

Industrial and Commercial Bank Ltd., Nepal SBI Bank Ltd., Nepal Electricity 

Authority, Kumari Bank Ltd., Nabil Bank Ltd, Siddhartha Bank Ltd and Laxmi Bank 

Ltd. are the corporate bodies which issued debenture before FY 2009/10.  

 

Nepalese capital market saw the first issue of debenture two decades ago. Bottlers 

Nepal Ltd (BNL) issued 18% debenture of Rs. 5 million in the fiscal year 1986/87. It 

was over-subscribed (Rs. 5.13 million) and redeemable at maturity. The debentures 

have already been matured. Jyoti bond was issued by Jyoti Spinning Mills Ltd 

(JPML) in 1992/93. The amount of the issue was Rs. 20 million bearing 20% coupon 

interest.  

 

The primary issue of bonds then vanished for 5 years. In the FY 1997/98, Shree Ram 

Sugar Mills Limited (SRSML) issued “14% convertible and redeemable bond” with 4 

years to maturity. The issue amounted to Rs. 93 million and was undersubscribed (Rs. 

17.13 million). NIDC managed the issue at 0.50% of total collected amount as 

flotation cost. Unfortunately, it was heavily undersubscribed. The debentures were 

redeemed in the FY 2001/02. 

 

Himalayan Bank Limited (HBL) became the pioneer bank to issue debenture from 

banking sector. In FY 2001/02, it issued “8.5% Himalayan Bank Limited Bond 2066 

B.S.”. Out of the total Rs. 360 million debenture issue, the bank distributed debenture 

worth Rs. 260 million was privately placed whereas issue amounting to Rs. 100 

million was made public offering. NMB managed the issue of the 7-year maturity 

debentures at 0.54% flotation cost. 

Nepal Investment Bank Limited (NIBL) came as second commercial bank to issue 

corporate debenture. NIBL issued “Nepal Investment Bank Bond 2067 B.S.” 

amounting Rs. 300 million (Rs. 200 million private placement and Rs. 100 million in 

form of public offering) in FY 2003/04. Bearing 7.5% semi-annual coupon interest, 
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the redeemable bond had 7-year maturity period.Everest Bank Limited issued bonds 

amounting to Rs. 300 million (Rs 250 million private placement and Rs. 50 million in 

form of public offering) in 2004/05. The 6% semiannual coupon bond had 7-year 

maturity period. Citizen Investment Trust (CIT) managed the issue of the unsecured 

bond. 

 

In FY 2005/06, Bank of Kathmandu (BOK) Limited issued debenture amounting to 

Rs. 200 million (Rs. 150 million private placement and Rs. 50 million public 

offering). The 6% coupon (semiannual interest payment) was managed by NMB and 

highly oversubscribed. Unsecured in nature, the bond had 7-year maturity period.  

 

In FY 2005/06, Nepal Investment Bank Limited (NIBL) made second debenture issue 

in its history. The issue amounted to Rs. 250 million (Rs. 170 million as private 

placement and Rs. 80 million as public offering). The 6% (semiannual interest 

payment) bond had 7-year maturity period.In FY 2005/06, Nepal Industrial & 

Commercial Bank Limited (NIC Bank) issued debenture worth Rs. 200 million (Rs. 

150 million private placement and Rs. 100 million public offering). The 6% 

(semiannual interest payment) bond had 7-year maturity period. 

 

As the third (after NIBL and NIC Bank) debenture issue within one month’s period,  

Nepal SBI Bank Limited issued debenture worth Rs. 200 million (Rs. 150 million 

private placement and Rs. 50 million as public offering) in FY 2005/06.  The 6% 

(semiannual interest payment) bond had 7-year maturity period. In FY 2006/07, Nepal 

Investment Bank Limited (NIBL) issued debenture worth Rs. 250 million (Rs. 200 

million private placements and Rs. 50 million as public placement). The 6.25% 

coupon (semiannual interest payment) bond had 7-year maturity period. 

 

Nepal Electricity Authority (NEA) issued the largest ever debenture issue in Nepal’s 

capital market in FY 2007/08. It issued debenture amounting to Rs. 1500 million (Rs. 

1350 million privately placed and Rs. 150 million as public offering). The debenture 

offered 7.75% annual coupon interest during its 5-year maturity period.  

 

In FY 2007/08, Kumari Bank Limited (KBL) issued debenture amounting to Rs. 400 

million (Rs. 320 million privately placed and Rs. 80 million as public offering). The 
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bond, with the maturity period of 5 years, offered 7.75% coupon interest. In its second 

issue of debenture, Himalayan Bank Limited (HBL) issued Rs. 500 million (Rs. 400 

million privately placed and Rs. 100 million as public offering) worth of corporate 

bond in FY 2007/08. Maturity period spanning to 7 years, the bond offered 8% 

coupon interest. 

 

Introducing itself as the most debenture-friendly corporate house, Nepal Investment 

Bank Limited (NIBL) made its fourth debenture issue in FY 2007/08. The issue 

amounted to Rs. 250 million (Rs 200 million privately placed and Rs. 50 million in 

form of public offering). It offered 8% coupon interest and had 7-year maturity 

period. Despite being the first joint-venture commercial bank of Nepal, Nabil Bank 

Limited made its first debenture issue in FY 2007/08. It issued bond worth Rs. 300 

million (Rs. 240 million privately placed and Rs. 60 million in form of public 

offering). The issue offered 8.5% coupon interest during the maturity period of 10 

years. 

 

In the FY 2008/09, for the very first time Siddhartha Bank Limited has issued the 

debenture of Rs 400 million. The bond capital of Rs 228 million is listed by the 

Siddhartha Bank in 08/10/2009. Its under 8.5% coupon interest rate during the 

maturity of 7 years naming “Siddhartha Bank Debenture, 2072”. On the same year 

Laxmi Bank made its first debenture issue of Rs 350 million. The bond capital of 

NRs. 350 Million issued by the bank under 8.5% “Laxmi Bank Debenture, 2072” 

(which is equals to 350 thousands bonds of the marked price 1000/- per bond), among 

the bond capital amount, 70 Million (equals to 70 thousands bonds) will be issued for 

public while 280 Million (equals to 280 thousands bonds of price 1000/- each) will be 

issued to different individuals or organizations under Private Placements system. The 

maturity of the bond is of 7 years from the division of Bonds. (Refer Annex-1). 

 

 4.1.2 Issue of Corporate Debenture with respect to Other Securities 

The major sources of long-term financing for corporate houses are debentures, 

preference share, and ordinary share. Nepalese capital market is hugely dominated by 

equity component consisting of ordinary share and rights share.  
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Although the manufacturing industries such as Bottlers Nepal Ltd., Jyoti Spinning 

Mills and Shree Ram Sugar Mills Ltd (SRSML) started the practice of debenture issue 

in Nepalese capital market’s history, commercial banks have given the continuity to 

the trend by choosing debt-financing in recent years. The debenture issued by 

SRSML, the last company to issue debenture, was highly undersubscribed with just 

Rs. 17.13 million (out of Rs. 93 million). After the SRSML fiasco in 1997/98, no 

more manufacturing sector has issued debenture. Banking sector, however, has 

adopted bond-financing in the following years.  

 

Table 4.1 

Amount of Debt and Equity Issue (Rs. In Million) 

Fiscal Year Amount of Debt (debenture) 

Issue 

Amount of Equity (ordinary 

and rights) Issue 

1997/98 93 369.36 

1998/99 0 178 

1999/00 0 326.86 

2000/01 0 410.49 

2001/02 360 941.33 

2002/03 0 556.54 

2003/04 300 727.50 

2004/05 300 1326.78 

2005/06 850 1593.28 

2006/07 250 1645.60 

2007/08 2950 7011.90 

2008/09 750 16078.5 

2009/10 0 10822.41 

 

In FY 1997/98, SRSML issued debenture worth Rs. 93 million. Equity issue 

amounted to Rs. 369.36 million with ordinary share of Rs. 119.40 million and rights 

share worth Rs. 249.96 million. In FY 1998/99, no corporate house made debenture 

issue while ordinary share worth Rs 148 million and rights share worth Rs. 30 million 

was issued, making the equity issue worth Rs. 178 million in the year. Preferred stock 

worth Rs. 80 million was issued in the same year.  
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In FY 1999/2000, debenture issue amounted to nil while equity issue amounted to Rs. 

328.86 million with ordinary share of Rs. 202.26 million and rights share worth Rs. 

124.60 million. In FY 2000/01, debenture issue amounted to nil while equity issue 

amounted to Rs. 410.49 million with ordinary share of Rs. 278.70 million and rights 

share worth Rs. 131.79 million.  

 

A new phase of corporate debenture issue began in FY 2001/02 when HBL issued 

debenture worth Rs. 360 million. Equity issue amounted to Rs. 941.33 million which 

consisted of Rs. 319.46 million of ordinary shares and Rs. 621.87 million of rights 

share. In the same year, preferred stock worth Rs. 140 million was issued as well. In 

FY 2002/03, debenture issue amounted to nil while equity issue amounted to Rs. 

556.54 million which consisted of ordinary share worth Rs. 394.30 million and rights 

share worth Rs. 162.24 million. 

 

 In FY 2003/04, NIBL issued debenture worth Rs. 300 million while equity issue in 

the year amounted to Rs. 727.50 million which consisted of ordinary share worth Rs. 

657.50 million and rights share worth Rs. 70 million. In FY 2004/05, EBL issued 

debenture worth Rs. 300 million. Total equity issue in the year amounted to Rs. 

1326.82 million which consisted of ordinary share issue worth Rs. 377.48 million and 

rights share issue worth Rs. 949.34 million. 

 

Four commercial banks issued debentures amounting to Rs. 850 million in FY 

2005/06. BOK, NIBL, NIC Bank, and Nepal SBI Bank Ltd. Issued debenture worth 

Rs. 200 million, Rs. 250 million, Rs. 200 million, and Rs. 200 million respectively. 

Total equity issue in the year amounted to Rs. 1593.28 million which consisted of 

ordinary share worth Rs. 579.83 million and rights share issue worth Rs. 1013.45 

million.  

In FY 2006/07, NIBL made its third debenture issue amounting to Rs. 250 million. 

Total equity issue in the year amounted to Rs. 1645.60 million which consisted of 

ordinary issue worth Rs. 380.30 million and rights issue worth Rs. 1265.30 million. 

EBL issued convertible preferred stock worth Rs. 400 million in the same year. In FY 

2007/08, five corporate houses issued debenture worth Rs. 2950 million. NEA made 

largest ever corporate debenture issue worth Rs. 1500 million. KBL and Nabil made 

debenture issue for the first time with issue amounts of Rs. 400 million and Rs. 300 
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million respectively. HBL’s debenture issue amounted to Rs. 500 million while NIBL 

made its fourth debenture issue worth Rs. 250 million in the same fiscal year. Two 

new commercial banks namely Siddhartha Bank and Laxmi Bank add their corporate 

name to issue debenture in FY 2008/09. Siddhartha Bank issued debenture worth Rs 

400 million while Laxmi Bank issued debenture worth Rs 350 million. Total equity 

has highly rose in this year and reached to 16,078.51 million at the end of the year. 

Among the equity issue, ordinary issue worth Rs 1815.70 million and right issue 

worth Rs 14262.8 million. 

 

In FY 2009/10, no debenture is issued. Total equity in the year amounted to Rs 

10,822.41 million consisting of both ordinary issue worth Rs 2649.37 million as well 

as right issue of Rs 8173.04 million. In this year NMB Bank has issued further public 

issue amounted Rs 203.37 million. Six more commercial banks have issued the right 

share on the same year of worth Rs 2,551.49 million. 

Table 4.2 

Amount of Debenture Issue in Comparison to Total Issue of Securities 

(FY1997/98-2009/10)  

(Rs. in million) 

Fiscal 

Year 

No. of 

Debentur

e Issue 

Amoun

t of 

Debt 

Cumulati

ve 

amount of 

debt 

Total 

No. of 

issues 

Amount 

of total 

issue 

Cumulati

ve amount 

of total 

issue 

% of 

debt on 

total 

issue 

1997/98 1 93 93 12 462.36 462.36 20.11 

1998/99 0 0 93 5 258 720.36 12.91 

1999/00 0 0 93 6 326.86 1047.22 9.45 

2000/01 0 0 93 9 410.49 1457.71 6.38 

2001/02 1 360 453 12 1441.33 2899.04 15.62 

2002/03 0 0 453 18 556.54 3455.58 13.11 

2003/04 1 300 753 14 1027.50 4483.08 16.80 

2004/05 1 300 1053 14 1626.82 6109.90 17.23 

2005/06 4 850 1903 29 2443.28 8553.18 22.25 

2006/07 1 250 2153 34 2295.60 10848.78 19.85 

2007/08 5 2950 5103 63 9961.90 20810.68 24.52 

2008/09 2 750 5853 - 16078.51 36889.19 15.86 

2009/10 0 0 5853 - 10822.41 47711.6 12.26 

Total 16 5853 - 216 47711.6 - 12.26 

Source: Annual report of SEBON (2009 &2010) 
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The above table shows that Nepalese corporate bodies used debt-financing worth Rs. 

5103 million during the 10-year period from FY 1997/98 to FY 2009/10. The 

percentage of corporate debt amount out of total corporate securities issue amount 

was 20.11% in FY 1997/98 after the SRSML bond worth Rs. 93 million. The 

percentage of cumulative amount of debt out of the cumulative amount of total issue 

of securities decreased to 6.38% before HBL became the pioneer commercial bank to 

issue debenture worth Rs. 360 million in FY 2001/02.The percentage of cumulative 

amount of debt out of the cumulative amount of total issue of securities was 22.25% 

in FY 2005/06 when four commercial banks issued debenture worth Rs. 850 million. 

The highest amount of debenture issue i.e. Rs. 2950 million was made in FY 2007/08 

and the percentage of cumulative amount of debt to the cumulative amount of total 

issue of securities, too, is maximum at 24.52%. It is because the amount of equity 

issue is unusually high in FY 2007/08, thanks to the huge amount of rights share 

issued by corporate houses and the largest ever amount of debenture issued by NEA. 

Debenture issue is reduced in the FY 2008/09 to Rs 750 million as only two 

commercial banks are engaged in issuing debenture. It reduces the percentage of 

cumulative amount of debt to the cumulative amount of total issue to 15.86%. The 

debt ratio was decreased by 3.6% in the FY 2009/10 and reached to 12.26%. It happen 

same when no more issue of debenture is made in the FY 2009/10. 

 

Fig. 4.1 

Percentage of cumulative amount of debt out of the cumulative amount of total 

securities 
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As shown in the table above, percentage of cumulative amount of debt is 6.38% at 

minimum and 24.52% at maximum out of the cumulative amount of total issue of 

securities. Cumulative amount of debt represented only 24.52% of the cumulative 

amount of total issue at the end of FY 2007/08. Percentage of cumulative debt on total 

issue of securities was 20.11% in FY 1997/98, 12.91% in FY 1998/99, 9.45% in FY 

1999/00, 6.38% in FY 2000/01, 15.62% in FY 2001/02, 13.11 in FY 2002/03, 16.80% 

in FY 2003/04, 17.23% in FY 2004/05, 22.25% in FY 2005/06, 19.85% in FY 

2006/07, 24.52% in FY 2007/08, 15.86% in FY 2008/09 and 12.26% in FY 2009/10. 

This shows that debt financing occupies nearly a quarter of the total amount of 

securities issued in Nepal’s capital market, and that equity financing is more popular 

than debt financing. Equity has been extensively used as the means of financing.  

 

4.1.3 Changing Trend of Debenture Issue 

Bottlers Nepal Ltd issued debenture worth Rs. 5 million in 1986/87. Jyoti Spinning 

Mills issued debenture amounting to Rs. 20 million in 1992/93. SRSML issued 

debenture worth Rs. 93 million in 1997/98. HBL issued debenture worth Rs. 360 

million in FY 2001/02. 

 

NIBL issued debenture worth Rs. 300 million in FY 2003/04. EBL issued debenture 

which amounted to Rs. 300 million in FY 2004/05. In FY 2005/06, a total of Rs. 850 

million worth debenture was issued as BOK issued debenture worth Rs. 200 million; 

NIBL issued debenture worth Rs. 250 million; NIC BANK issued debenture worth 

Rs. 200 million; and Nepal SBI Bank issued debenture worth Rs. 200 million. NIBL 

issued debenture worth Rs. 250 million in 2006/07.  

 

In FY 2007/08, a total of Rs. 2950 million worth debenture was issued as NEA issued 

debenture worth Rs. 1500 million; KBL issued debenture worth Rs. 400 million; HBL 

issued debenture worth Rs. 500 million; Nabil Bank issued debenture amounting to 

Rs. 300 million and NIBL issued debenture worth Rs. 250 million. In FY 2008/09, a 

total of Rs 750 million worth debenture was issued. Among the debenture issued, 

Siddhartha Bank Limited issued Rs 400 million worth where Laxmi Bank Limited 

contributes the debenture worth Rs 350 million. There is no any debenture issue in the 

FY 2009/10. 
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Fig. 4.2 

Changing Trend of debenture Issue 

 

 

The above figure shows that Nepalese corporate houses are yet to regard debt-
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The table below presents the market price of stock (MPS) of sampled debenture-

issuing companies before and after the debenture issues. MPS before debenture issue 

represents closing market price of stock one month prior to the debenture issue 

whereas MPS after debenture issue represents the closing market price of stock three 

weeks after the debenture issue. The positive change in price indicates that the price 

of the stock after debenture issue is greater than the price of the stock before 

debenture issue. In other words, the positive change reflects an increase in the MPS of 

the debt-issuing firm after the debt issue. In the contrary, the negative change in price 

indicates that the price of the stock after debenture issue is less than the price of the 

stock before debenture issue. In other words, the negative change reflects a decrease 

in the MPS of the debt-issuing firm after the debt issue. 

 

The positive change in the price of stock of the debt-issuing firm after debt issue is 

theoretically coherent phenomenon. In the contrary, the negative change in the price 

of the stock of debt-issuing firm after debt issue is incoherent phenomenon from 

theoretical viewpoint. 

                                                             Table 4.3 

                    MPS of Sample Companies before and after Debenture Issue 

S. 

N. 

Sample 

Companies 

MPS before 

Debenture Issue 

(Rs.) 

MPS after 

Debenture 

Issue (Rs.) 

Change in 

Price 

(Rs.) 

Change in 

Price (%) 

1 HBL (1st issue) 1001 940 -61 -6.09 

2 NIBL (1st issue) 810 815 5 0.62 

3 EBL 776 905 129 16.62 

4 BOK 430 475 45 10.47 

5 NIBL (2nd issue) 1205 1212 7 0.58 

6 NIC Bank 550 500 -50 -9.09 

7 Nepal SBI 620 638 18 2.90 

8 NIBL (3rd issue) 1170 1500 330 28.21 

9 KBL 715 955 240 33.57 

10 HBL (2nd issue) 1730 1970 240 13.87 

11 NIBL (4th issue) 1788 2640 852 47.65 

12 Nabil 5200 6273 1073 20.63 

13 SBL 1290 1260 -30 -2.33 

14 LBL 1190 1030 -160 -13.45 

Source: nepalstock.com.np 

𝑪𝒉𝒂𝒏𝒈𝒆𝒊𝒏𝒑𝒓𝒊𝒄𝒆 (%) =
𝐌𝐏𝐒𝐚𝐟𝐭𝐞𝐫𝐝𝐞𝐛𝐞𝐧𝐭𝐮𝐫𝐞𝐢𝐬𝐬𝐮𝐞 − 𝐌𝐏𝐒𝐛𝐞𝐟𝐨𝐫𝐞𝐝𝐞𝐛𝐞𝐧𝐭𝐮𝐫𝐞𝐢𝐬𝐬𝐮𝐞

𝐌𝐏𝐒𝐛𝐞𝐟𝐨𝐫𝐞𝐝𝐞𝐛𝐞𝐧𝐭𝐮𝐫𝐞𝐢𝐬𝐬𝐮𝐞
× 𝟏𝟎𝟎 
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The above table shows that MPS after debenture issue of sampled debenture-issuing 

companies have increased in most of the cases. Among 14 debenture issue cases, the 

MPS of 10 such cases have increased after debenture issue. The stock prices showed 

positive changes after the debenture issues by NIBL (1st issue), EBL, BOK, NIBL (2nd 

issue), Nepal SBI, NIBL (3rd issue), KBL, HBL (2nd issue), NIBL (4th issue), and 

Nabil. The two theoretically incoherent results came up in the cases of HBL (1st 

issue), NIC Bank, SBL Bank and LBL Bank with the decreases in MPS after 

debenture issues.  

 

In case of HBL (1st issue), the MPS after debenture issue tumbled down from Rs. 

1001 to Rs. 940 (i.e. 6.09% decline) compared to the MPS before debenture issue. 

The MPS after debenture issue of NIC Bank decreased from Rs. 550 one-month prior 

to debenture issue to Rs. 550 after three weeks of the issue, thereby registering a 

decline of 9.09%. Likewise, the debenture issue shows the declination of MPS from 

Rs 1290 to Rs 1260 (i.e. 2.33% decline) of SBL. The highest decrease in MPS is 

found in the debenture issue of LBL when its MPS decline from Rs 1190 to Rs 1130 

(i.e. 13.45% decline). It’s the highest decline in MPS ever found in Nepalese market 

due to the issue of debenture till the end of fiscal year 2009/10. 

 

From the minimum positive change of 0.58% in case of NIBL (2nd issue) to the 

maximum 47.65% in case of NIBL (4th issue), the positive changes in MPS have 

occurred in varying extents. MPS after debenture issue of NIBL (1st issue) increased 

from Rs. 810 to Rs. 815, by 0.62%, while the MPS of EBL from Rs. 776 to Rs. 905 

with an increase of 16.62%. The MPS of BOK had a positive growth of 10.47% as the 

MPS after debenture issue increased to Rs. 475 from pre-debenture issue price of Rs. 

430. MPS of NIBL, after its second debt issue, had a positive growth of 0.58% as the 

MPS after debenture issue increased to Rs. 1212 from pre-debenture issue price of Rs. 

1207. 

 

 There was a 2.90% increase in the stock price of Nepal SBI from pre-debenture issue 

price of Rs. 620 to the post-debenture issue price of Rs. 638. The stock price of NIBL 

saw a 28.21% growth as its MPS increased from Rs. 1170 to Rs. 1500 after the 

company’s third debenture issue.  MPS of KBL, after its debenture issue, had an 

upward growth of 33.57% as its MPS after debenture issue increased to Rs. 955 from 
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pre-debenture issue price of Rs. 715. The stock price of HBL saw a 13.87 growth as 

its MPS increased from Rs. 1730 to 1970 after the bank’s second debenture issue.  

After its 4th debenture issue, NIBL’s stock saw a huge growth of 47.65% as compared 

to the MPS prior to the debenture issue. Nabil’s MPS after the debenture issue 

increased by 20.63% as its MPS one-month before the debenture issue was Rs. 5200 

which increased to Rs. 6273 three weeks after the debenture issue. 

 

This increase in MPS in 10 out of 14 cases of debenture issue has produced a scenario 

consistent as well as coherent with theory. With the exceptions in the cases of HBL 

(1st issue) NIC Bank, SBL and LBL, the overall positive changes in the stock prices 

support the theoretical concept of financial signaling according to which stock prices 

of debt-issuing firms increase after debt issue due to the positive signal it emits to the 

capital market. 

 

4.1.5 Comparison of EPS before and after Debenture Issue 

The theory of financial signaling relates debt financing of a company with higher 

profitability of the company in the future. A company having a highly profitable 

project at hand would like to finance it through debt which demands a fixed payment, 

without requiring the company to distribute the entire profit among the debt holders. 

Profit earned after meeting the fixed charges related to debt goes to the company’s 

already existing shareholders including the managers. Firms with very favorable 

prospects try to avoid selling stock and, rather, to raise any required new capital by 

other means, including using debt beyond the normal target capital structure. 

 

The analysis of Earning per Share (EPS) makes one understand the profitability 

scenario of a firm. The table below presents the 3-year average EPS of sampled 

debenture-issuing companies before and after the debenture issues. The 3-year 

average EPS before debenture issue represents the average EPS earned by the 

debenture-issuing firm during the three years period prior to the debenture issue 

whereas the 3-year average EPS after debenture issue represents the average EPS 

earned by the debenture-issuing firm during the three years subsequent to the 

debenture issue. 
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The positive change in the EPS indicates that the EPS after debenture issue is greater 

than the EPS before debenture issue. In other words, the positive change reflects an 

increase in the EPS of the debt-issuing firm after the debt issue. In the contrary, the 

negative change in price indicates that the EPS after debenture issue is less than the 

EPS before debenture issue. In other words, the negative change reflects a decrease in 

the EPS of the debt-issuing firm after the debt issue. 

 

The positive change in the EPS after debt issue reflects the increased profitability of 

the debt-issuing entity after debt-financing. Such increased profit following debt-

financing is theoretically coherent phenomenon according to the theoretical concept 

of financial signaling on capital structure issues. In the contrary, the negative change 

in the EPS of debt-issuing firm after debt issue is incoherent phenomenon from the 

theoretical viewpoint.                     

Table 4.4 

                    Comparison of EPS before and after Debenture Issue 

Sample 

Companies 

EPS before 

debenture 

issue (Rs.) 

EPS after 

debenture issue 

(Rs.) 

Change in EPS 

(Rs.) 

Change in EPS 

(%) 

HBL(1st issue) 87.57 52.92 -34.65 -39.56 

NIBL(1st issue) 35.44 50.18 14.74 41.59 

EBL 36.14 65.13 28.99 80.22 

BOK 24.91 49.04 24.13 96.87 

NIBL (2nd issue) 43.59 59.93 16.34 37.49 

NIC Bank 13.86 21.95 8.09 58.37 

Nepal SBI 13.01 28.65 15.64 120.22 

NIBL (3rd issue) 32.87 52.62 19.75 60.09 

KBL 18.96 20.88 1.92 10.13 

HBL (2nd Issue) 55.94 52.15 -3.79 -6.78 

NIBL (4th Issue) 53.11 49.28 -3.83 -7.21 

NABIL 123.25 97.89 -25.36 -20.58 

 

𝑪𝒉𝒂𝒏𝒈𝒆𝒊𝒏𝑨𝒗. 𝑬𝑷𝑺(%)  

=
𝐀𝐯. 𝐄𝐏𝐒𝐚𝐟𝐭𝐞𝐫𝐝𝐞𝐛𝐭𝐢𝐬𝐬𝐮𝐞 − 𝐀𝐯. 𝐄𝐏𝐒𝐛𝐞𝐟𝐨𝐫𝐞𝐝𝐞𝐛𝐭𝐢𝐬𝐬𝐮𝐞

𝐀𝐯𝐞𝐫𝐚𝐠𝐞𝐄𝐏𝐒𝐛𝐞f𝐨𝐫𝐞𝐝𝐞𝐛𝐭𝐢𝐬𝐬𝐮𝐞
× 𝟏𝟎𝟎 

 

The above table shows the EPS before debenture issue (3-year average EPS prior to 

debenture issue), EPS after debenture issue (3-year average EPS subsequent to 
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debenture issue). Among the eight companies taken into account for the study 

purpose, five companies’ EPS have risen after debenture issue. The EPS of HBL (1st 

issue and 2nd issue), however, had a decline of 39.56% and 60.78% respectively. 

During 1st and 2nd issue of HBL, the EPS decline from Rs. 87.57 to Rs 52.92 and from 

Rs 55.94 to Rs52.15 before debenture issue and after debenture issue.  Likewise a 

trend of decline is found in the debenture issue of NIBL (4th issue) and NABIL by 

7.21% and 20.58% respectively. The EPS of NIBL has been rising till 3rd issue and 

decline in 4th issue of debenture by Rs 53.11 to 49.28 and EPS of NABIL has fall 

from Rs 123.25 to Rs 97.89.The 3-year average EPS of NIBL (1st issue) was Rs. 

35.44 before its first debenture issue in FY 2003/04, which increased to 3-year 

average of Rs. 50.18 after the debenture issue.  

 

Before the debenture issue of EBL in FY 2004/05, its 3-year average EPS was Rs. 

36.14 which increased to 3-year average of Rs. 65.13 after the debenture issue. The 3-

year average EPS of BOK before its debenture issue in 2005/06 was Rs. 24.91 

whereas the 3-year average EPS after the issuance increased to Rs. 49.04. The 3-year 

average EPS of NIBL (2nd issue) was Rs. 43.59 before the debenture issue, which 

increased to 3-year average of Rs. 59.93 following the issue. Likewise, the 3-year 

average EPS of NIC Bank before its debenture issue was Rs. 13.86 which increased to 

Rs. 21.95 in terms of its value after the debenture issue.  

 

The 3-year average EPS of Nepal SBI was Rs. 13.01 before its debenture issue in the 

same year, which increased to 3-year average of Rs. 28.65 after the issue. The rising 

trend in EPS is found in 3rd debenture issue of NIBL and of KBL. The 3-year average 

EPS of NIBL (3rd issue) was Rs 32.87 before its debenture issue and Rs52.62 after the 

issue. The debenture issue of KBL increased its EPS from Rs 18.16 before issue to Rs 

20.88 after debenture issue.  During the HBL (2nd issue) the EPS was Rs 55.94 before 

its debenture issue which is decreased to Rs 52.15 after the debenture issue. The 3 

year average EPS of NIBL (4th issue) was Rs 53.11 before its debenture issue in FY 

2007/08 which decreased to Rs 49.28 following the decreasing issue. The decreasing 

pattern is found in the debenture issue of NABIL from the 3-year average EPS Rs 

123.25 to Rs 97.89 after the debenture issue. 
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 In terms of percentage, the 3-year average EPS of NIBL (1st issue), EBL, BOK, 

NIBL (2nd issue), NIC Bank, Nepal SBI, NIBL (3rd issue) and KBL increased after 

their debenture issues by 41.59%, 80.22%, 96.87%, 37.49%, 58.37%, 120.22%, 

60.09% and 10.13%  respectively.  

 

In the case of HBL’s 1st debenture issue in FY 2001/02, the percentage of the 3-year 

average EPS fall down by 39.56. The falling trend is found in 2008/09 when the 

percentage of the 3-year average EPS of HBL (2nd issue), NIBL (4th issue) and 

NABIL is declined by 6.78%, 7.21% and 20.58% respectively. There are considerable 

increases in the 3-year average EPS after the debenture issues of NIBL (1st issue), 

BOK, NIBL (2nd issue), NIC Bank, Nepal SBI, NIBL (3rd issue) and KBL. The 

upward surges in the 3-year average EPS range from the minimum of 10.13% in 

KBL’s EPS after its debenture issue in FY 2007/08, to the maximum of 120.22% in 

Nepal SBI Bank’s EPS subsequent to its debenture issue in the fiscal year 2005/06. 

 

These substantial growths in the average EPS in 8 out of 12 sample cases of debenture 

issues bolster the theoretical viewpoint of financial signaling on capital structure 

issues, which associates debt financing of a firm with its greater profitability stating 

that companies with favorable prospects or high future profitability choose debt-

financing.  

 

4.1.6 Testing of Hypothesis 

The testing of hypothesis is a process of drawing conclusion about characteristics 

relating to a large number of events (population characteristics) on the basis of sample 

observations. A hypothesis is defined by Webster as “A tentative theory or 

supposition provisionally adopted to explain certain facts and to guide in the 

investigation of others.” Hypothesis, in statistics, means a statistical statement about 

the values of one or more parameters of the population. The technique of hypothesis 

testing is used to examine whether prior knowledge is supported by the sample 

information. 

 

In testing of hypothesis, statistics calculated from samples drawn are taken as for 

examination whether the samples drawn belong to the parent population with certain 

characteristics. The compound values of statistics are likely to differ from the reality 
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or population parametric value. This difference occurs simply because of the sample 

fluctuation or operation of chance. The testing of hypothesis releases the fact whether 

the difference between the calculated statistics and hypothetical parameter is 

significant.  

 

The process of hypothesis testing, as shown below, includes systematic steps in order 

to make precise decision about the value which has to be tested. Null Hypothesis (H0), 

also known as the hypothesis of no difference, is set to state what is usually in 

contrast with the purpose and theme of the of the test. In the other hand, Alternative 

Hypothesis (H1) is set in line with the theme of the test and it attempts to nullify Null 

Hypothesis. 

 

Testing of Hypothesis on Difference of MPS Before and After Debenture Issue 

As stated by the theory of financial signaling due to capital structure decisions, the 

MPS of a firm after debenture issue should increase, for debt issues emit positive 

signal on profitability of the firm and that the existing stock is undervalued. It is 

attempted to ascertain with the use of hypothesis testing hereby whether the MPS of 

sampled debt-issuing firms have increased after debenture issues. 

 

Here, ‘x’ is used to denote the MPS before debenture issue and ‘y’ is used to denote 

the MPS after debenture issue. Likewise, µx is used to denote MPS before debenture 

issue of population mean and µy is used to denote MPS after debenture issue of 

population mean. 

Null Hypothesis (H0): µx = µy, i.e. there is no significant difference between the MPS 

before debenture issue and the MPS after debenture issue. In other words, there is no 

increase in MPS after debenture issue. 

Alternative Hypothesis (H1): µx < µy (left-tailed test), i.e. there is significant difference 

between the MPS before debenture issue and the MPS after debenture issue. In other 

words, the MPS after debenture is significantly greater than the MPS before debenture 

issue. 
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Test Statistic 

𝒕 =
𝐝̅

𝐒𝐝/√𝐧
~ tn-1 

Where, 

�̅� = 𝐌𝐞𝐚𝐧𝐨𝐟𝐭𝐡𝐞𝐝𝐢𝐟𝐟𝐞𝐫𝐞𝐧𝐜𝐞 

=
∑ 𝐝

𝐧
 

Sd = Sample standard deviation of difference 

= √
𝟏

𝐧 − 𝟏
× ∑(𝐝 − 𝐝̅)² 

  d = y – x, difference between MPS before debenture issue (x) and MPS after 

debenture issue (y) 

   n = Number of observation (sample companies) 

 

Calculation part: 

 

𝐝̅ =
∑ 𝐝

𝐧
=  

𝟐𝟗𝟏𝟖

𝟏𝟒
= 𝟐𝟎𝟖. 𝟒𝟑 

 

𝑺𝒅 = √
𝟏

𝐧 − 𝟏
× ∑(𝐝 − 𝐝̅)² =  √

𝟏

𝟏𝟒 − 𝟏
× 𝟏𝟓𝟒𝟖𝟗𝟐𝟑  = 𝟑𝟒𝟓. 𝟏𝟖 

 

Calculated value of t-statistic: 

𝒕 =
𝐝̅

𝐒𝐝/√𝐧
=

𝟐𝟎𝟖. 𝟒𝟑

𝟑𝟒𝟓. 𝟏𝟖/√𝟏𝟒
= 𝟐. 𝟐𝟓𝟗𝟑 

 

Level of Significance, Degree of Freedom & Critical Value 

Level of significance (ά) = 0.05 i.e. 5% 

Degree of freedom = n-1= 14-1=13 

Critical value: The tabulated value of t (ttab) at 5% level of significance for a left-tailed 

test at 11 degree of freedom is 1.796. 
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Table 4.5 

Testing of Difference between MPS before and after Debenture Issue 

Sample 

companies 

MPS before 

debenture issue 

(x) 

MPS after 

Debenture 

issue (y) 

d = y-x d-d (d-d)2 

HBL 1001 940 -61 -269.43 72592.52 

NIBL (1st 

issue) 

810 815 5 

-203.43 41383.76 

EBL 776 905 129 -79.43 6309.125 

BOK 430 475 45 -163.43 26709.36 

NIBL (2nd 

issue) 

1205 1212 7 

-201.43 40574.04 

NIC Bank 550 500 -50 -258.43 66786.06 

Nepal SBI 620 638 18 -190.43 36263.58 

NIBL (3rd 

issue) 

1170 1500 330 

121.57 14779.26 

KBL 715 955 240 31.57 996.6649 

HBL (2nd 

issue) 

1730 1970 240 

31.57 996.6649 

NIBL (4th 

issue) 

1788 2640 852 

643.57 414182.3 

Nabil 5200 6273 1073 864.57 747481.3 

SBL  1290 1220 -70 -278.43 77523.26 

LBL   1190 1350 160 -48.43 2345.465 

   ∑d = 

2918 

 ∑(d-d)2=  

1548923 

Decision 

Since the calculated value of t (tcal) is greater than the tabulated value of t (i.e. ttab), the 

null hypothesis (H0) is rejected, which means that alternative hypothesis (H1) is 

accepted. Therefore, we conclude that there is significant difference between the MPS 

before debenture issue and the MPS after debenture issue and that the MPS after 

debenture issue is significantly greater than the MPS before debenture issue.The result 

of hypothesis testing is coherent with the theoretical concept of financial signaling on 
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capital structure decisions, which states that debt issues are perceived as “good news” 

and, thus, carry positive signals. The fact that MPS after debenture issue is 

significantly greater than the MPS before debenture issue suggests that debenture 

issues (debt-financing) send positive signals to the capital market.  

 

4.2 Analysis of Primary Data 

With expansion in both primary and secondary markets, the capital market in Nepal 

has witnessed significant changes over the last couple of years. The number of 

companies issuing securities and the number of investors both have risen 

tremendously. This continued expansion has, most importantly, shown an immense 

potentiality of the capital market to thrive further, thereby bringing in positive impacts 

in the promotion and development of the entire corporate sector.  After the 

government initiated reforms in the capital market under corporate and financial 

governance (CFG) project with the assistance from Asian Development Bank (ADB) 

in 2003, Securities Ordinance and Company Ordinance came into existence which 

empowered the SEBON to review and monitor the affairs of corporate sector. In the 

last two years, SEBON has introduced and implemented a slew of legislations which 

have facilitated to bring about a huge growth of IPO, among other welcome changes 

in Nepalese capital market. 

 

In an attempt to elicit first-hand responses, a total of 75 individuals representing 

debenture issuing companies, issue managers, regulatory bodies, experts and investors 

were approached with a set of questionnaires, and interview in select cases. Analysis 

of primary data is based on the responses received from 72 individuals whose views 

are incorporated hereunder. 

 

4.2.1 Reasons to Choose Debt-financing  

Asked about the main reason for Nepalese corporate houses to choose debt financing, 

16 (i.e.22%) of the respondents say Nepalese corporate houses issue debentures to 

increase paid-up capital. A total of 17 (i.e.24%) of them think the reason to be the low 

interest rate in the market whereas 10 (i.e.14%) believe it is because debenture-

holders do not have control on company management. 
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Fig. 4.3 

Reasons for Debt-financing in Nepal 

 

 

A total of 29 (i.e.40%) respondents opine that availability of highly profitable 

investment opportunities is the main reason for Nepalese corporate houses to choose 

debt-financing as they believe that companies with bright future prospects would use 

debt-financing which demands a certain fixed charge without laying claim on the 

entire profit. 

 

4.2.2 Disadvantage of Issuing Debenture 

Asked to identify the most influential disadvantage of issuing debenture, 15 (i.e.21%) 

of the respondents say the fact that debt-financing involves risk due to long-term 

commitment is its main drawback. For 20(i.e.28%) of the respondents, non-payment 

of fixed charges that could lead to default is the main disadvantage whereas 7(i.e.9%) 

of them think that debenture issue requires high amount of assets for the sake of 

creditworthiness.  

 

Fig.4.4 

Disadvantage of Issuing Debenture 
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For 30 out of the 72 (i.e.42%) respondents, the most influential disadvantage of 

issuing debenture is the fact that provisions must be made to repay debt within a fixed 

maturity period. 

 

4.2.3 Do Debenture Issues Send Positive Signals? 

Asked if debenture issues send positive signals to the capital market, 24 out of the 72 

(i.e.33%) respondents  say it is ‘Not Certain’ whereas 10 (i.e.14%) of them say ‘No’ 

which means debenture issues, as they think, send negative signals to the capital 

market. 

Fig. 4.5 

Do Debenture Issues Send Positive Signals? 

 

On the other hand, a total of 38 (i.e.53%) respondents say ‘Yes’ as they think that 

debenture issues send positive signals to the capital market. 

 

4.2.4 Source of Financing for Highly Profitable Investment Opportunity 

Asked what would be their suggestion on the source of financing for their companies 

in case of availability of profitable investment opportunity, 11 out of the 72 (i.e.15%) 

of the respondents say equity financing would be their suggestion whereas 14 

(i.e.19%) say they would be indifferent between debt and equity. 

Fig. 4.6 

Source of Financing for Highly Profitable Investment Opportunity 
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A total of 47 (i.e.66%) of the respondents say debt (debenture) is the fitting source of 

financing for the companies having highly profitable investment opportunities as 

payment of certain committed charges would suffice in case of debt financing. 

 

4.2.5 Condition of Information Asymmetry 

Asked about the condition of information asymmetry (insiders/managers having better 

information than outsiders/investors) in Nepalese capital market, 25 out of 72 

(i.e.35%) of the respondents say that there exists the condition of high level of 

information asymmetry. On the other hand, 10 (i.e.14%) of them believe on the 

existence of low level of information asymmetry in Nepal’s capital market. 

 

Fig. 4.7 

Condition of Information Asymmetry 

 

 A total of 37 (i.e.51%) of the respondents opine that there exists the condition of 

moderate level of information asymmetry in Nepalese capital market as they go on to 

elaborate that such conditions of information asymmetry have now and then resulted 

in out-of-trend transactions in the secondary market. 

 

4.2.6 Condition to Make Debt-financing Preferable to Equity-financing 

With regard to the conditions in which debt-financing is preferable to equity 

financing, 4 out of the 72 (i.e.5%) respondents say availability of strong 

creditworthiness and high amount of assets makes debt financing more preferable to 

equity financing. A total of 27 (i.e.38%) of them say that low interest rate in the 

market makes debt financing more lucrative whereas 7 (i.e.10%) think higher 

flotation cost for equity issue makes debt financing more attractive. 
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Fig. 4.8 

Condition to Make Debt-financing Preferable to Equity-financing 

 

 

 

A total of 34 (i.e.47%) of them opine that the condition of availability of highly 

profitable investment opportunity makes debt financing preferable to equity financing.  

 

4.2.7 Non-banking Sector’s Shyness on Debt-financing 

With regard to the non-banking sector’s shyness on debt financing, 22 out of the 72 

(i.e.30%) respondents think that lack of highly profitable investment opportunities is 

the reason. Similarly, a total of 10 (i.e.14%) of them opine that low amount of assets 

and creditworthiness is keeping the non-banking sector in distance from debt-

financing whereas other 10 (i.e.14%) say that the non-banking sector is keeping itself 

away from debt-financing due to undersubscription of some of the past debentures. 

 

Fig. 4.9 

Non-banking Sector’s Shyness on Debt-financing 

 

In views of 30 (i.e.42%) of the respondents, the non-banking sector is shy of debt-

financing in Nepal due to the risk-averting nature of the management as they think 

debt-financing is associated with higher risk. 
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4.2.8 Will Nepalese Companies Use Debt-financing More in Future? 

Asked whether Nepalese corporate houses will use debt-financing in a greater degree 

in future, 20 out of the 72 (i.e.28%) respondents think it cannot be anticipated. In the 

other hand, a total of 7(i.e.10%) of them say ‘No’ as they think that debt-financing 

will decline in future. 

 

Fig. 4.10 

Will Nepalese Companies Use Debt-financing More in Future? 

 

 

Citing the trend of debenture issue in recent years, 45 (i.e.62%) respondents say 

Nepalese corporate houses will use debt-financing in a greater degree in future. 

 

4.2.9 Response to Debenture Issue Announcement as a Stockholder 

Asked how they, as a common shareholder of a company, would respond if the 

company announces to issue debenture, 7 of the 20 (i.e.35%) investors say they would 

take no action. On the other hand, 2 (i.e.10%) investors say that he would sell existing 

shares. 

 

Fig. 4.11 

Response to Debenture Issue Announcement as a Stockholder 
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A total of 11 out of the 20 (i.e. 55%) investors say they would purchase more shares 

as the positive signals associated with debt-financing announcement would push the 

MPS of the company’s stock upward. 

 

4.3 Major Findings 

Major findings include the findings drawn from secondary and primary data analysis. 

The findings relate themselves to debt-financing (debenture issues) and equity-

financing (rights issues). 

 

4.3.1 Findings from Secondary Data 

1. Manufacturing companies such as Bottlers Nepal Ltd, Jyoti Spinning Mills, Shree 

Ram Sugar Mills Ltd started the practice of corporate debenture issue in Nepal. 

Commercial banks, however, have given continuity to the trend after FY 2001/02.  

 

2. By the end of FY 2009/10, 18 debenture issues have been made, mostly by 

commercial banks. With 4 debenture issues so far, NIBL is ahead in terms of number 

of debenture issues. NEA made the largest ever debenture issue worth Rs. 1500 

million in FY 2007/08. 

3. The initial issues of debenture by manufacturing companies offered much higher 

coupon interest compared to the coupon rates offered in recent issues. The debenture 

issue by Bottlers Nepal Ltd in FY 1986/87 offered 18% coupon interest; Jyoti 

Spinning Mills in FY 1992/93 paid 20% coupon interest; SRSML debenture in 

1997/98 paid 14% coupon interest. HBL on its 1st issue of debenture however offered 

8.5% coupon interest in FY 2001/02. In the same way NIBL offered 7.5% coupon 

interest in its 1st issue of debenture in FY 2003/04. On the other hand, EBL, BOK, 

NIBL, NIC Bank, and Nepal SBI Bank offered coupon rate as low as 6% in their 

respective debenture issues in FY 2004/05 and FY 2005/06.  From the FY 2006/07 

the coupon interest has slightly increased to 6.25% by NIBL3rd issue. The rising in 

coupon interest is found then after in the following fiscal year. In the FY 2007/08 five 

commercial bank issued debenture where NEA and KBL offered 7.75%, HBL and 

NIBL (4th issue) offered 8% and NABIL offered 8.5% coupon interest. In FY 

2008/09, SBL and LBL issue debenture offering the coupon interest rate of 8.5%. 
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4. From FY 1997/98 to FY 2009/10, Nepalese corporate houses issued debenture 

worth Rs. 5853 million in total. The amount of total issue of corporate securities was 

Rs. 47711.6 million in the same period. This shows that the amount of debenture issue 

comprises 12.27% of the amount of total corporate securities issued.  

 

5. From FY 1997/98 to FY 2009/10, the trend of debenture issue is not consistent, for 

no debenture was issued from FY 1998/99 to FY 2000/01, in FY 2002/03 and in 

2009/10, and issue amount, too, varied largely.  However, regular issues of debenture 

after FY 2003/04 suggest that Nepalese corporate houses are getting familiar with 

debt-financing. The highest debenture was issued in FY 2007/08 when NEA alone 

offered debenture worth Rs 1500 million with four other commercial banks worth Rs 

2950 million in total. 

 

6. With the exception in case of HBL’s 1st debenture issue after which its 3-year 

average EPS declined by 39.56%, HBL (2nd issue) by 6.78%, NIBL (4th issue) by 

7.21% and NABIL by 20.58%. The 3-year average EPS of 8 out of the 12 sample 

companies increased considerably after their respective debenture issues. Compared 

to the 3-year average EPS just prior to their debenture issues, the average EPS in 

cases of NIBL (1st issue), EBL, BOK, NIBL (2nd issue), NIC Bank, Nepal SBI, NIBL 

(3rd issue) and KBL increased after the debenture issues by 41.59%, 80.22%, 96.87%, 

37.49%, 58.37%, 120.22%, 60.09% and 10.13% respectively. These substantial 

growths in the average EPS in 8 out of 12 sample cases of debenture issues bolster the 

theoretical viewpoint of financial signaling on capital structure issues, which 

associates debt financing of a firm with its greater profitability of a firm stating that 

companies with favorable prospects or high future profitability choose debt-financing.  

 

7. Out of the 12 sample companies, 8 companies’ MPS increased after their respective 

debenture issues while the MPS of HBL (1st issue), NIC BANK, SBL and LBL 

decreased after debenture issues by less than 14%. The MPS of NIBL after its 2nd 

debenture issue in FY 2005/06 increased by the lowest margin of 0.58% whereas 

NIBL saw its MPS increase by the highest margin of 47.65% after its 4th debenture 

issue in FY 2007/08.  
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8. The increase in MPS after debenture issue is significant as proved by t-statistic of 

hypothesis test, which means that corporate debenture issues send positive signals to 

the capital market. The positive signals or “good news” as perceived by the investors 

lead to the increase in share prices after the announcement and issue of debenture. 

 

9. The increase in 3-year average EPS after debenture issue is significant as proved by 

t-statistic of hypothesis test, which means that association of debt-financing with 

higher future profitability can be logically connected. As stated in the theory of 

financial signaling on capital structure decisions (debenture issue), it is coherent with 

the theory that companies having bright future prospects prefer debt financing. 

 

4.3.2 Findings from Primary Data 

1. Availability of highly profitable investment opportunities is the main reason for 

Nepalese corporate houses to issue debentures. Low market interest rate and NRB’s 

directive to increase paid-up capital are other important reasons for corporate 

debenture issues. 

2. Debenture issues are preferred to equity issues in case of availability of highly 

profitable investment opportunities and low market interest rate. 

 

3. Since debenture issues are perceived to send positive signals to the capital market, 

announcement of debenture issue by a company would prompt the investors to 

purchase shares of the company. 

 

4. Risk-averting nature of management is the main reason for non-banking sector’s 

apathy in debenture issues. The trend of debenture issue, however, is likely to increase 

in future.  
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 Chapter V  

SUMMARY, CONCLUSION AND RECOMMENDATIONS 

 

5.1 Summary 

Capital is the fund raised to finance different assets and projects of short-term as well 

as long-term nature. Capital market is the type of security market where long-term 

securities such as bond, preferred stock and common stock are traded. When a firm 

expands it needs capital. Capital can come from debt or equity. Capital structure is the 

combination or composition of the long-term debt, preferred stock and common stock. 

Managers may use capital structure changes to convey information about the 

profitability and risk of the firm. Debt issues are regarded as “good news” and carry a 

positive signal whereas stock issues are perceived as “bad news” and carry a negative 

signal.  

 

Divided in five chapters, this study strives to identify the financial signals emitted to 

the capital market by debt-financing (debenture issues) in the Nepalese context. In 

chapter I, the researcher puts his efforts to present the background of the study, and to 

specify the objectives, significance and limitations of the study. The main objective of 

the study is to ascertain the financial signals emitted by debt-financing (debenture 

issues) based on the analyses of MPS and EPS before and after debenture and rights 

issues by the sampled companies. The study analyses the nature of signals or impact 

caused by debenture issues on the MPS and EPS of the issuing companies. The fact 

that only few of the Nepalese companies has issued debentures and as compared to 

total securities it covers nearly one tenth of total. The practices of debenture issue is 

quite less though most of them follow the theoretical aspects that debenture flows a 

‘good signal’ in capital market.  

 

Chapter II consists of the conceptual framework and review of empirical studies 

carried out on capital structure and signals emitted by capital structure decisions. The 

theories of capital structure are divided into behavioral theories which comprise NI 

Approach, NOI Approach and Traditional Approach, and contemporary theories 

which include M-M Theories with and without taxes. The NI Approach and 
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Traditional Approach argue capital structure as relevant matter whereas NOI 

Approach and M-M approach take capital structure as irrelevant matter. The mix of 

debt and equity which maximizes the value of the firm’s equity capital and minimizes 

cost of capital is known as the optimal capital structure. Due to information 

asymmetry, managers of companies having better future prospects can alter the firm’s 

capital structure by issuing more debt and thereby sending positive financial signals to 

the capital market. Since firms with higher profitability in future would issue debt and 

those expecting uncertain and lower return in future would issue equity to bring in 

new shareholders to share the possible loss, debt-financing is supposed to send 

positive signals whereas equity issues are linked to negative signals. 

 

Chapter III includes the description and presentation of methods used to analyse and 

interpret the collected data to achieve the objective of the research work. The research 

design comprises of analytical as well as descriptive approaches which focus on MPS 

and EPS analysis to ascertain the financial signals following a change in capital 

structure (debenture). A total of 10 debenture-issuing companies are taken as sample 

for analyzing financial signals emitted by debt-financing. The study covers 10-year 

time duration. In terms of analytical tools, the study uses percentage analysis and 

paired t-statistic.  

 

In case of debt-financing, the study presents a thorough analysis of corporate 

debenture issue practice and its trend with respect to issue of other securities in the 

capital market. On EPS analysis, the 3-year average EPS of 8 out of the 12 sample 

companies increased considerably after their respective debenture issues which are 

linked to higher profitability in future. On MPS analysis, 10 out of 14 sample 

companies’ MPS increased after their respective debenture issues. The increase in 

MPS after debenture issue is significant as proved by t-statistic of hypothesis test, 

which means that corporate debenture issues send positive signals to the capital 

market. In course of primary data analysis, 53% of the respondents say that debenture 

issues send positive signals, 14% of them state that debenture issues negative signals 

whereas 33% of the respondents are not certain about the signals provided by the 

issue of debenture to the capital market. A total of 51% of the respondents opine that 

there exists moderate level of information asymmetry in the Nepalese capital market.  
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5.2 Conclusions 

Despite the small size of market and rudimentary state of operation, Nepal’s capital 

market, thanks to the remarkable growth in both primary and secondary markets, has 

witnessed significant changes and expansion over the last couple of years. The 

continued expansion has shown a potentiality of the capital market to thrive further, 

thereby ushering in positive impacts in the promotion and development of corporate 

sector.  

 

The trend of debenture issue in Nepal’s capital market is not consistent. It is only the 

commercial banks which seem to be increasingly comfortable with debt-financing. 

The absence of companies belonging to manufacturing and other sectors in the debt-

financing scenario is conspicuous. The managements of these companies seem to 

have a tendency to avert risks. Though the highest debenture issue till now is offered 

by the NEA in the FY 2007/08.The issued debenture worth Rs 1500 million. 

 

On the bases of analyses on both EPS and MPS, it can be concluded that debenture 

issues send positive signals to the capital market and that stock prices and of debt-

issuing firms increase after debt issue due to the positive signal it emits to the capital 

market. Condition of information asymmetry leads to financial signaling on capital 

structure changes.Higher the level of information asymmetry, greater the signals and 

responses in the capital market. 

 

5.3 Recommendation 

The history of issuing debentures by corporate houses is very short of nearly a decade. 

Nowadays, few commercial banks are introducing and continuing the policy of 

issuing debenture as the source of capital to finance their assets and projects. It also 

helps to improve the present Capital market scenario and its influence in the market 

value as well as in the profitability scenario of the firms. Even after the government 

implemented the ADB-assisted corporate financial governance (CFG) project and the 

resultant expansion of both primary and secondary markets, Nepal’s capital market 

still functions amidst numerous flaws which fall on the part of regulatory authorities, 

corporate houses, and investors. Mostly the commercial banks are following the 

pattern of issuing debentures and hope other corporate bodies in near future.  
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The concept of financial signaling states that the debt issues are considered as the 

positive signal. To take the challenge of theoretical aspects, the present thesis used the 

mix of statistical tools from simple percentage analysis to the hypothesis testing tools 

as per the requirements and their suitability. The purpose of these statistical tools is to 

find out realistic and logical results in accordance with the objectives of the study. 

 

On the bases of analyses on both EPS and MPS, the thesis study conclude that 

debenture issues send positive signals to the capital market and that stock prices and 

of debt-issuing firms increase after debt issue due to the positive signal it emits to the 

capital market. Condition of information asymmetry leads to financial signaling on 

capital structure changes.Higher the level of information asymmetry, greater the 

signals and responses in the capital market. 

 

Based on the findings during the course of this research work, the researcher has some 

strong practicable recommendations such as; 

 Introduce pro-investors policies to build their trust 

Occasional malpractices have severely drained investors’ faith and confidence in 

Nepal’s capital market. SEBON should introduce policies to safeguard investors’ 

interests to build their trust. Regulatory authorities and corporate houses need to work 

together to build investor’s and other stakeholders’ trust on capital market, for ‘trust 

grows at the rate a coconut tree grows and falls at the rate a coconut falls.’ SEBON 

should not let errant events go unnoticed in the capital market.  

 

 Adopt principle-based financing policies 

Nepalese corporate houses lack clear principles based on which their financing 

policies can be carved out. For example, NIBL issued debenture worth Rs. 300 

million in FY 2003/04 and it also issued rights share amounting to Rs. 295.29 the 

following year. The corporate bodies have extensively issues rights and awarded 

bonus shares in recent years to increase their paid-up capital in line with NRB’s 

directive. They have chosen not to justify the cause of debt and/or equity financing.  
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 Develop multi-dimensional capital market 

Nepal’s capital market is characterized by overwhelming domination of banking 

sector. Banking sector’s underperformance at the stock exchange on a particular day 

leads to conspicuous downward slope of Nepse index. It happens so because real 

sector lags terribly behind in the economy. All sectors’ healthy contribution solidifies 

economy and capital markets alike. 

 Reduce the level of information asymmetry 

A small and imperfect capital market like ours is always prone to malpractices and 

price manipulations. There have been instances when insiders, with their possession 

of key information, have indulged in price manipulation. Such conditions of 

information asymmetry can be highly discouraging for outside investors due to 

aberrant trading practices in capital markets. 

 Active participation of investors 

There is presence of a large number of gullible investors in the Nepalese capital 

market. They invest their hard-earned money on the basis of whims. One of the 

findings from primary data pinpoints that investors’ lack of knowledge is the major 

reason for under subscription of rights share. Before investing in a particular 

company’s securities, investors should secure reliable information about the 

company’s financial performance and the promoters’ competence. Investors should 

keep themselves abreast about the developments in capital market by reading 

financial and business journals, publications and articles. 

 Lack of counselors on investment prospects 

Although some individuals suggest the big investors on informal basis, specialized 

firms or consultancies are not available to counsel on investment prospects. 

Professional counselors should be there to provide reliable information on new and 

promising investment opportunities for prospective investors and on creation of 

optimum investment portfolio for existing investors.  
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 Streamline the regulation 

An authority such as SEBON should be empowered to regulate all aspects of capital 

markets. Given the nature of the financial sector in Nepal, an institution may be under 

the regulatory purview of different regulatory authorities such as NRB, CRO, and 

SEBON. Regulation should be based on clear guidelines issued for a particular capital 

market function. 

 Develop self-regulatory structure 

Self-regulation is conspicuously absent in Nepal’s capital market. It, if exercised, 

constitutes a vital element of capital market for developing quality and integrity of a 

profession. Entities such as Nepal Banker’s Association, Merchant Bankers’ 

Association of Nepal etc. should do more on this regard. 

 Formulate liberal economic policies 

Favorable economic policies lead to increased savings and investment in capital 

markets. Policymakers should try to increase the supply of tradable securities by way 

of allowing a variety of market instruments which can cater to the different needs of 

the investors and companies, providing fiscal incentives and placing legal 

requirements for companies to go public.  

 Increase information disclosure 

Since capital markets are highly information sensitive, the importance of adequate 

information dissemination cannot be overstated. In Nepalese capital market, financial 

data is not readily available nor are uniform accounting standards applied. SEBON, 

Nepse, NRB, etc. should proper flow of information on corporate financial 

performance as it helps to stabilize any speculative trends in the market. 

 Make rights fully transferable 

Section 2(7) of Securities Issue Directives-2008 mentions about transferability of 

rights possessed by promoters of a company. Lack of transferability of rights by 

general investors has been one of the causes for undersubscription of rights issues. 
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Annex-1 

 

Table 1 

Feature of Debenture Issues (from FY 1997/98 to FY 2009/10) in Nepal’s Capital 

Market 

FY. Issuing 

Compan

y 

Issue Amount (Rs. in 

million) 

Date of Issue 

(B.S.) 

Maturity 

Period 

(years) 

Coupon 

Rate 

Subscription 

% 

Issue 

manage

r 

Public 

offerin

g 

Private 

Offerin

g 

  

1997/98 SRSML 93 - 1997/11/20 4 14% 18.42 NCML 

2001/02 HBL 100 260 2002/06/18 7 8.5% >100 NMB 

2003/04 NIBL 100 200 2003/11/03 7 7.5% 102.28 Ace 

2004/05 EBL 50 250 2005/04/20 7 6% 100 CIT 

2005/06 BOK 50 150 2005/09/22 7 6% 133.31 NMB 

2005/06 NIBL 80 170 2006/06/09 7 6% 100 Ace 

2005/06 NIC Bank 50 150 2006/06/12 7 6% 100 Ace 

2005/06 NSBL 50 150 2006/07/04 7 6% 101.20 CIT 

2006/07 NIBL 50 200 2007/06/12 7 6.25% 100 Ace 

2007/08 NEA 150 1350 2008/02/14 5 7.75% 1.11 NMB 

2007/08 KBL 80 320 2065/02/02 5 7.75% 1.01 Ace 

2007/08 HBL 100 400 2065/03/08 7 8% 1 Ace 

2007/08 NIBL 50 200 2065/03/12 7 8% 1 Ace 

2007/08 Nabil Bank 

Ltd. 

60 240 2065/03/29 10 8.5% 1 NCML & 

Ace 

2008/09 SBL - 300 2008/10/05 7 8.5% - Ace 

2008/09 LBL 70 280 2008/10/12 7 8.5% - NMB 

Source: SEBON report 
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Annex-2 

 

                       MPS of Sample Companies before and after Debenture Issue 

 

Sample Companies Date of Debenture 

Issue 

Before Debenture Issue 

(1-month before 

Issue) 

After debenture issue 

(1-month after 

Issue) 

Date MPS Date MPS 

HBL (1st issue) 2002/06/18 2002/05/16 1001 2002/07/08 940 

NIBL (1st issue) 2003/11/03 2003/09/29 810 2003/11/25 815 

EBL 2005/04/20 2005/03/21 776 2005/05/12 905 

BoK 2005/09/22 2005/08/23 430 2005/10/08 475 

NIBL (2nd issue) 2006/06/09 2006/05/09 1205 2006/07/03 1212 

NIC Bank 2006/06/12 2006/15/15 550 2006/07/05 500 

Nepal SBI 2006/07/04 2006/06/05 620 2006/07/26 638 

NIBL (3rd issue) 2007/06/12 2007/05/14 1170 2007/07/05 1500 

KBL 2008/05/15 2008/04/15 715 2008/06/05 955 

HBL (2nd issue) 2008/06/22 2008/05/22 1730 2008/07/10 1970 

NIBL (4th issue) 2008/06/26 2008/05/26 1788 2008/07/17 2640 

Nabil Bank 2008/07/13 2008/06/12 5200 2008/08/13 6273 

SBL (1st issue) 2008/10/05 2008/09/04 1290 2008/10/26 1260 

LBL (1st issue) 2008/10/12 2008/09/11 1190 2008/12/03 1030 

 

 

 

 

 

 

 

 



 
 

88 
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Annex-3 

3-year Average EPS before and after Debenture Issue 

 

Sample 

Companies 

Before Debenture Issue Debenture 

Issue 

Year 

After Debenture Issue 

FY EPS (Rs.) Average 

EPS(Rs.

) 

FY EPS (Rs.) Average 

EPS(Rs.

) 

 

HBL 

1998/99 86.07  

87.57 

 

2001/02 

2001/02 60.26  

52.92 1999/00 83.08 2002/03 49.45 

2000/01 93.57 2003/04 49.05 

 

NIBL (1st 

issue) 

2000/01 33.17  

35.44 

 

2003/04 

2003/04 51.70  

50.18 2001/02 33.59 2004/05 39.50 

2002/03 39.56 2005/06 59.35 

 

EBL 

2001/02 32.91  

36.14 

 

2004/05 

2004/05 54.20  

65.13 2002/03 29.90 2005/06 62.80 

2003/04 45.60 2006/07 78.40 

 

BOK 

2002/03 17.12  

24.91 

 

2005/06 

2005/06 43.67  

49.04 2003/04 27.50 2006/07 43.50 

2004/05 30.10 2007/08 59.94 

 

NIBL (2nd 

issue) 

2002/03 39.56  

43.59 

 

2005/06 

2005/06 59.35  

59.93 2003/04 51.70 2006/07 62.57 

2004/05 39.50 2007/08 57.87 

 

NIC Bank 

2002/03 5.19  

13.86 

 

2005/06 

2005/06 16.10  

21.95 2003/04 13.65 2006/07 24.01 

2004/05 22.75 2007/08 25.75 

 

Nepal SBI 

2002/03 11.47  

13.01 

 

2005/06 

2005/06 18.27  

28.65 2003/04 14.26 2006/07 39.35 

2004/05 13.29 2007/08 28.33 

NIBL (3rd 

issue) 

2003/04 51.70   2006/07 62.57  

2004/05 39.31 32.87 2006/07 2007/08 57.87 52.62 

2005/06 59.35   2008/09 37.42  

 2004/05 17.58   2007/08 16.35  

KBL 2005/06 16.59 18.96 2007/08 2008/09 22.04 20.88 
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 2006/07 22.70   2009/10 24.24  

 2004/05 47.91   2007/08 62.74  

HBL(2nd 2005/07 59.24 55.94 2007/08 2008/09 61.9 52.15 

issue) 2006/07 60.66   2009/10 31.8  

 2004/05 39.31   2007/08 57.87  

NIBL (4th 2005/06 59.35 53.11 2007/08 2008/09 37.42 49.28 

issue 2006/07 60.66   2009/10 52.55  

 2004/05 103.45   2007/08 108.31  

Nabil  2005/06 129.21 123.25 2007/08 2008/09 106.76 97.89 

 2006/07 137.08   2009/10 78.61  
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Annex-4 

Questionnaire  

 

Dear respondent, 

This questionnaire is a vital source of primary data collection for my thesis entitled 

“Financial Signaling due to Changes in Capital Structure with Reference to Debenture 

Issue in Nepal” which I have been conducting for the partial fulfillment of the 

requirement for the degree of Master of Business Studies (MBS).  

I humbly request you to answer to the questions included hereunder to the best of 

your knowledge. Your cooperation in this regard will help me explore the actual 

scenario related with financial signals emitted by debt-financing (debenture).  

Let me firmly assure you that your responses and views will be used for the academic 

purpose only and will be kept highly confidential. I will appreciate your prompt 

response in this regard. 

Thanking you in advance. 

 

 

Name of respondent: 

Designation: 

Organization: 

Address: 

Date: 
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Instruction: Please tick [√]at the most correct options and write your views for the 

open-ended question. 

 

1. What is the main reason for Nepalese corporate houses to choose debt-financing? 

[   ]   To increase paid-up capital as per NRB’s directive 

[   ]Low interest rate 

       [   ]   No control on company management from debenture holders 

       [   ]   Availability of highly profitable investment opportunities 

 

2. What is the most influential disadvantage of issuing debenture? 

[   ]   Involves risk due to long-term commitment 

       [   ]   Involves committed charges whose non-payment is a default 

       [   ]   Provisions must be made to repay debt within a fixed maturity period 

[   ]   Must possess high amount of assets for the sake of creditworthiness 

 

3. Do you think debenture issues send positive signals to the capital market? 

[   ]   Yes 

       [   ]   No 

       [   ]   Not certain 

 

4. If your company has got a highly profitable investment opportunity, what would be 

the source of financing in your suggestion? 

[   ]   Debt (debenture) 

       [   ]   Equity 

       [   ]   Indifferent 

 

5. What kind of condition exists in Nepalese capital market as far as the phenomenon 

of information asymmetry (managers/insiders having better information than 

outsiders/investors) is concerned? 

[   ]   Low level of information asymmetry 

       [   ]   Moderate level of information asymmetry 

       [   ]   High level of information asymmetry 
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6. In what condition do you think debt financing is preferable to equity financing? 

[   ]   Availability of highly profitable investment opportunity 

       [   ]   Strong creditworthiness and high amount of assets 

       [   ]   Low market interest rate 

[   ]   Higher flotation cost for equity issue 

 

7. Why do you think the non-banking sector is shy of debt-financing in Nepal? 

[   ]   Lack of highly profitable investment opportunities 

       [   ]   Low amount of assets and creditworthiness 

       [   ]   Discouraged by under subscription of past debentures 

[   ]   Risk-averting nature of the management 

 

8. In your opinion, will Nepalese corporate houses use debt-financing in a greater 

degree in future? 

[   ]   Yes 

       [   ]   No 

       [   ]   Cannot be anticipated 

 

9. If a company announces to issue debenture, how would you, as a common 

shareholder of the company, respond to the announcement? 

[   ]   Purchase more shares 

       [   ]   Sell existing shares 

       [   ]   Take no action 
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                                  Responses to Questionnaire and Interview 

 

Q. N. Options and Respondents Total 

I II III IV 

1. 16(22%) 17(24%) 10(14%) 29(40%) 72(100%) 

2. 15(21%) 20(28%) 30(42%) 7(9%) 72(100%) 

3. 38(53%) 10(14%) 24(33%) - 72(100%) 

4. 47(66%) 11(15%) 14(19%) - 72(100%) 

5. 25(35%) 10(14%) 37(51%) - 72(100%) 

6. 34(47%) 4(5%) 27(38%) 7(10%) 72(100%) 

7. 22(30%) 10(14%) 10(14%) 30(42%) 72(100%) 

8. 45(62%) 7(10%) 20(28%) - 72(100%) 

9. 11(55%) 2(10%) 7(35%) - 20(100%) 
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