
CAPITAL STRUCTURE & COST OF CAPITAL
(IN THE CONTEXT OF NEPALESE JOINT VENTURE BANKS)

By:
SANU MAHARJAN

Shanker Dev Campus
T.U. Regd. No: 7-1-025-632-96

Campus Roll No: 1143/060
Second Year Symbol No.:3767

A Thesis Submitted to:
Office of the Dean

Faculty of Management
Tribhuvan University

In partial fulfillment of the requirement for the Degree of
Master of Business Studies (MBS)

Kathmandu, Nepal
April, 2010



RECOMMENDATION
This is to certify that the Thesis

Submitted by:

SANU MAHARJAN

Entitled:

CAPITAL STRUCTURE & COST OF CAPITAL
(IN THE CONTEXT OF NEPALESE JOINT VENTURE BANKS)

has been prepared as approved by this Department in the prescribed format of

the Faculty of Management. This thesis is forwarded for examination.

………..……..…….……… .………….…………....……………. ……….…….………….………

Ruchila Pandey, Reader Prof. Bisheshwor Man Shrestha Prof. Dr. Kamal Deep Dhakal
(Thesis Supervisor) (Head of Research Department) (Campus Chief)

………..……..…….………

Shiva Pokhrel
(Thesis Supervisor)



VIVA-VOCE SHEET

We have conducted the viva –voce of the thesis presented

by

SANU MAHARJAN

Entitled:

CAPITAL STRUCTURE & COST OF CAPITAL
(IN THE CONTEXT OF NEPALESE JOINT VENTURE BANKS)

and found the thesis to be the original work of the student and written according
to the prescribed format. We recommend the thesis to be accepted as

partial fulfillment of the requirement for the Degree of
Master of Business Studies (MBS)

Viva-Voce Committee

Head, Research Department …………………….………

Member (Thesis Supervisor) …..………………………..

Member (Thesis Supervisor) …..………………………..

Member (External Expert) …..………………………..



TRIBHUVAN UNIVERSITY

Faculty of Management

Shanker Dev Campus

DECLARATION

I hereby declare that the work reported in this thesis entitled “CAPITAL
STRUCTURE & COST OF CAPITAL (IN THE CONTEXT OF NEPALESE
JOINT VENTURE BANKS)” submitted to Office of the Dean, Faculty of

Management, Tribhuvan University, is my original work done in the form of partial

fulfillment of the requirement for the Degree of Master of Business Studies (MBS)

under the supervision of Ruchila Pandey, Reader and Shiva Pokhrel of

Shanker Dev Campus.

………………………………

SANU MAHARJAN
Researcher

T.U. Regd. No. : 7-1-025-632-96
Campus Roll No. : 1143/060



TABLE OF CONTENTS

Recommendation

Viva-Voce Sheet

Declaration

Acknowledgements

List of Tables

List of Figures

List of Charts

Abbreviations

Page

CHAPTER 1 1-9

INTRODUCTION 1

1.1 Background of the Study 1

1.1.1 Investment Policies of Commercial Banks 5

1.2 Statement of the Problem 6

1.3 Objectives of the Study 7

1.4 Scope of the Study 8

1.5 Organization of the Study 8

1.6 Limitation of the Study 9

CHAPTER 2 10-64

REVIEW OF LITERATURE 10

2.1 The Conceptual Framework 10

2.1.1 Concept of Cost of Capital 10

2.1.1.1 Cost of Debt Capital 13

2.1.1.2 Cost of Perpetual Debt 14

2.1.1.3 Cost of Redeemable Debt (Maturity Year) 14

2.1.1.4 Cost of Preference Share Capital 14



2.1.1.4.1 Cost of Irredeemable Preference Shares 15

2.1.1.4.2 Cost of Redeemable Preference Capital 16

2.1.1.5 Cost of Equity Capital 16

2.1.1.5.1 Cost of Retained Earning (Internal Equity) 17

2.1.1.5.2 Common Stock (External Equity) 17

2.1.1.5.3 Approaches to Calculate the Cost of Equity 17

2.1.1.6 Weighted Average Cost of Capital 20

2.1.2 Financial Leverage 21

2.1.3 Capital Structure Theory 22

2.1.3.1 Net Income Approach 24

2.1.3.2 Net Operating Income Approach (NOI) 27

2.1.3.3 Traditional Approach 29

2.1.3.4 Modigliani-Miller Approach (MM approach) 32

2.2 Empirical Studies 37

2.2.1 The Modigliani and Miller First Study 38

2.2.2 The Barges Study 40

2.2.3 The Western Study 43

2.2.4 The Modigliani and Miller Second Study 45

2.2.5 The Wippern Study 47

2.2.6 Sharma and Rao Study 48

2.2.7 The Davenport Study 50

2.2.8 The Rao and Lintzerberges Study 50

2.2.9 The Pandey Study 52

2.3 Related Nepalese Study 55

2.3.1 Adhikari Study 55

2.3.2 The Krishna Raj Ghimire study 56

2.3.3 Khatri Study 58

2.3.4 Khanal Study 59

2.3.5 Shrestha study 59

2.3.6 Tamang Study 60

2.3.7 Parajuli Study 60



2.6.8 Ale Study 60

2.3.9 Shrestha Study ( 2003 ) 61

2.3.10 Subedi Study 61

2.3.11 Pradhan Study 62

2.4     Research Gap 63

2.5 Concluding Remarks 64

CHAPTER 3 65-79

RESEARCH METHODOLOGY 65

3.1 Research Design 65

3.2 Population & Sample Selection 66

3.3 Nature and Source of Data 66

3.4 Tools for Analysis 67

3.4.1 Financial Tools 67

3.4.2 Ratio Analysis 67

3.4.3 Long Term Debt to Total Debt 68

3.4.5 Debt to Total Assets 68

3.4.6 Debt to Equity Ratio 68

3.4.7 Interest Coverage Ratio 69

3.4.8 Return on Total Assets 69

3.4.9 Return on Shareholders Equity 70

3.4.10 Earning Per Share (EPS) Analysis 70

3.4.11 Dividend Per Share (DPS) Analysis 71

3.5 Models 71

3.5.1 Model – I 71

3.5.2 Model – II 73

3.5.3 Model – III 73

3.5.4 Model – IV 74

3.6 The Specification of the Variables 74

3.6.1 The average cost of capital (Ko) 75

3.6.2 Leverage 75



3.6.2 Size (Logs) 76

3.6.3 Growth (G) 77

3.6.4 Dividend Payout Ratio (D/P) 77

3.6.5 Earning Volatility (EV) 77

3.6.6 Liquidity ratio (Liq.) 78

3.6.7 Cost of Equity (Ke) 78

CHAPTER 4 79-117

ANALYSIS AND INTERPRETATION OF DATA 79

4.1 Results of Financial Analysis 79

4.1.1 Results of Ratio Analysis 79

4.1.1.1 Long Term Debt to Total Debt Ratio 79

4.1.1.2 Debt to total assets ratio 81

4.1.1.3 Debt to Equity Ratio 83

4.1.1.4 Interest Coverage Ratio 85

4.1.1.5 Return on Total Assets 88

4.1.1.6 Return on Shareholders’ Equity 90

4.1.1.7 Earning Per Share 92

4.1.1.8 Dividend Per Share (DPS) Analysis 94

4.2 Results of Statistical Analysis 96

4.2.1 Descriptive statistics of the variables 96

4.2.2 Cost of Capital and Leverage 99

4.2.2.1 Correlation Coefficient between Variable 100

4.2.2.2 Simple Regression Analysis of the Variables 103

4.2.2.3 Multiple Regression Analysis 105

4.2.3 Cost of Equity and Leverage 107

4.2.3.1 Correlation Analysis 107

4.2.3.2 Simple Regression Analysis 110

4.2.3.3 Multiple Regression Analysis 112

4.3 Major Findings of the Study 114



CHAPTER 5 118-122

SUMMARY, CONCLUSION AND RECOMMENDATIONS 118

5.1 Summary 118

5.2 Conclusion 119

5.3 Recommendations 121



List of Tables

Table   1: List of Selected Sample Banks 66

Table   2: Long-term Debt to Total Debt Position 80

Table   3: Comparative Debt – Asset Ratios 82

Table   4: Comparative Debt – Equity Ratios 84

Table   5: Comparative Interest Coverage Ratio 86

Table   6: Position of comparative Return on Total Assets 88

Table   7: Return on Shareholders’ Equity 90

Table   8: Position of comparative EPS 92

Table   9: Position of comparative DPS 94

Table 10: Mean and standard deviation of the variables 97

Table 11: Individual variables 98

Table 12: Correlation Matrix of the variables 100

Table 13: Simple regression Result with average cost of capital as

dependent variable (Model I) 103

Table 14: Multiple Regression Result (Model II) 105

Table 15: Correlation Matrix of the Variables 108

Table 16: Simple Regression Result with Cost of Equity as dependent

variable (Model IV) 110

Table 17: Multiple Regression Results (Model V) 112



List of Figures

Figure 1: The Effect of Leverage on the Capital Structure 26

Figure 2: The Effect of Leverage on the Total Market Value of the Firm 26

Figure 3: The Effect of Leverage on Cost of Capital 28

Figure 4: The Effect of Leverage on Total Market Value of the Firm 28

Figure 5: Effect of leverage on cost of capital under traditional theory 31

Figure 6: The Cost of Capital under the MM hypothesis 35

Figure 7: Behavior of Ko, Ki and Ke under M-M hypothesis 37



List of Trend Chart

Chart 1: Long-term Debt to Total Debt Position 80

Chart 2: Comparative Debt – Asset Ratios 82

Chart   3: Comparative Debt – Equity Ratios 84

Chart   4: Comparative Interest Coverage Ratio 86

Chart   5: Position of comparative Return on Total Assets 88

Chart   6: Return on Shareholders’ Equity 91

Chart   7: Position of comparative EPS 93

Chart   8: Position of comparative DPS 95


