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CHAPTER 1

INTRODUCTION

1.1. Background of the Project

Ba n k s  a r e  am on g  th e  m os t  im po r t a n t  f i na n c i a l  i n s t i t u t i on s  i n  t he

e c o no m y o f  t h e  cou n t r y.  Ba n k  i s  a  bu s i n es s  e s t ab l i s hme n t  t h a t

s a f e gu a rd s  p eo p l e ’ s  m on e y a n d  use s  i t  t o  m a k e  loa n s  a nd

i nv e s tm e n t s .  A  ba n k  i s  an  o r gan iz a t i on  c on c e rn e d  w i t h  t he

a c c um ul a t io n  o f  t h e  i d l e  mo n e y o f  t h e  ge n er a l  p ub l i c  f o r  t h e

p u rp os e  o f  ad v an c in g  t o  o t he r s  fo r  ex p e nd i tu r e  o r  i nv e s tm e n t .  A

b a nk  i s  t h e  i n s t i t u t i o n ,  wh i c h  a c c ep t s  d ep os i t s  f r om  t he  p ub l i c

a n d  in  t u r n  a dv a nc es  l o an s  b y c r e a t in g  c r e d i t .

Ba n k s  a r e  t h e  i n s t i t u t i o ns  t ha t  p ro v id e  t h e  f un d in g  r e qu i re d  to

s t a r t  t h e  bus in e s s  t o  t ho s e  wi t h  sk i l l s  a n d  d e s i r e  t o  ope r a t e  t h e

b us in e s s  co l l e c t i n g  f r om  t ho s e  w i th  t h e  mo n e y b u t  no  s k i l l  o r

t im e  to  o p e ra t e  t he  b us i n es s .  Ban k  i s  a  r e so u rc e  o f  mo b i l i z i n g

i ns t i t u t i on ,  w h i ch  a c c e p t s  de po s i t  f r om  va r io us  so u rc e s ,  a nd

i nv e s t s  s uc h  a c cum ul a t e d  r es ou r c es  i n  t h e  f i e l d s  o f  a g r i cu l t u r e ,

c o mm e r ce ,  t r a d e ,  an d  in du s t r y .

In  o t h e r  wo rd s ,  b a nk s  a r e  t h e  i n s t i t u t i o ns  o f f e r i n g  d e po s i t s

s ub j ec t  t o  w i th d r a w a l  o n  de m an d  an d  m a k i n g  l o an s  o f  a  b us in es s

n a tu r e .  Ba n ks  o f f e r s  wi d e  r an ge  o f  f i na n c i a l  s e rv i ce s l i ke  c r e d i t ,

s a v i n gs ,  p a ym e n t s  s e r v i c es  e t c .
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1 .1 .1 . Evolut ion o f  Banking  Industry

T h e  b as i s  o f  b a nk i n g  i s  t h e  ex p e c t a t i o n  t h a t  t h e  bus in e s s  w i l l

ge n e r a t e  mo n e y a t  s om e  t i m e  in  t h e  f u tu r e  t o  r e pa y t h e  a m ou n t

l e n t  o r  i n ve s t e d ,  p lu s  a  r e tu r n  t o  t h e  ow n e r  o f  t h e  f un ds .

Ba n k i n g  i s  n e a r l y  a s  o ld  a s  c iv i l i z a t i on .  T he  a n c i e n t  R om a ns

d e v e l op ed  a n d  a dva n c e d  b an k in g  s ys t e m  to  s e r ve  t h e i r  va s t  t r a de

n e tw o rk ,  w h i c h  ex t e nd e d th r ou gh ou t  E u ro p e ,  As i a ,  an d  m u ch  o f

A f r i ca .

A c c o rd in g  t o  h i s t o r i c a l  so u r c es ,  t h e  go l ds mi t hs  a nd  mo neyl e n d e r s

c o n t r i bu t e d  t o  a  l a r ge  e x t en t  i n  t h e  g r o w th  o f  b a nk i ng .  In  t h e

e a r l y  a ge ,  t h e  go ld sm i th s  u s ed  to  s to r e  p eo p l es  go ld  c h a r g in g

n om in a l  c h a r ges  a n d i s s u ed  a  r e c e i p t s  t o  t h e  d e po s i t o r s ,  wh ich

w a s  goo d  f o r  p a ym e n t s .  A t  t h e  t i me ,  t h i s  w as  do n e  f o r  s e cu r i t y

r a th e r  t ha n  in t e r es t .  La t e r  t he y s t a r t ed  ad v an c in g  t he  mo n e y

c h a r g in g  in t e r e s t .  T h e  go l dsmi th -m one yl e n d e r  s t a r t ed  p e r f o rmi n g

t h e  fu n c t i on s  o f  m od e rn b a nk in g ,  i . e . ,  a c c e p t i n g  d e po s i t s  and

a d v an c i n g  l o an s .

H o w ev e r ,  t h e  m ode r n  ba nk in g  o r i g i na t e d  in  I t a l y  i n  115 7 ,  wi th

t h e  e s t ab l i s hm en t  o f  t h e  f i r s t  b an k  “Ba n k  o f  V e n i c e ”  t o  f i n an c e

t h e  m on a r ch  i n  t h e  w a r s .  Fo l l o win g  i t  w e r e  t h e  e s t ab l i s hm e n t s  o f

Ba n k  o f  B a r c e l on a  a n d  th e  Ba nk  o f  G e n o a  in  14 01  AD a n d  1 40 7

A D  r e sp e c t iv e l y.  W i th  l a r ge  b a nk in g  f i rm s  es t a b l i sh e d  i n

F l o r en c e ,  R om e,  V e n i c e ,  a n d  o th e r  I t a l i a n  c i t i e s  b a n k i n g

a c t i v i t i e s  s p r e a d  t h r o u gho u t  E u ro pe  and  s lo wl y s p r e ad  t h ro u gh ou t

t h e  wo r l d . S i n c e  t h e  1 96 0 ’ s ,  b a nk in g  h a s  b e com e  mu c h  m o re

i n t e rn a t io n a l  b e c au s e  o f  t h e  i n c re a s e  i n  t he  n um b er  o f
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m ul t in a t io n a l  c omp a n i es  an d  th e  sp r e a d  o f  t h e i r  op e r a t i o ns

w o r l d wid e .

1 .1 .2 . Development  of  Banking  Industry  in  Nepal

N e p a l  i s  a  sm a l l  l an d l oc k ed  na t ion  h id d en  i n  t h e  H im al a ya n

M ou n t a i ns  n es t l ed  i n  b e tw e e n  In d i a  an d  C h i n a .  Bo t h  t h e  c o un t r i e s

h a v e  m atu r e d  e c ono mi cs  co nd i t i on s  wh e r e  a s  N e p a l  i s  on e  o f  t h e

u n de r  de v e l op e d  co u n t r i e s  i n  t h e  wo r ld  wi t h  a lm os t  h a l f  t h e

p o pu l a t i o n  l i v i n g  be l ow  th e  p ov e r t y  l i n e  a s  i t  i s  r a nk e d  as  on e  o f

t h e  wo r ld ' s  po o r es t .

T h e  d e v e lo pm e n t  o f  b a nk i n g  i s  r e l a t i ve l y r e c e n t  i n  t h e  co n t ex t  o f

N e p a l .  As  i n  o t h e r  c ou n t r i e s  go l ds mi t hs  an d  l a nd lo rd s  w e r e  t h e

a n c i e n t  ba n ke r s  o f  N e p a l . T h e  N e pa l i  b a nk in g  s ys t e m  i s  sm al l  a nd

f r a gm e n t ed . Hi s to ry  o f  b a n k in g  i n  N ep a l  i n  t he  t ru e  s en se  s t a r t ed

i n  t h e  ye a r  1 99 4  BS  wi t h  t h e  e s t a b l i s hm e n t  o f N ep a l  Ba n k

Li m i t ed , Ne p a l ' s  f i r s t  co mm e r c i a l  ba n k ,  e s t a b l i sh e d  as  a  j o in t

v e n t u r e  b e tw e e n  t he  go v e rnm e n t  a nd  p r i va t e  i nd iv id ua l s .

N e p a l  R a s t r i ya  Ba n k  t h e  c e n t r a l  ba nk  w as  s e t  u p  o n  20 1 3  BS  to

m a k e  t h e  b a nk i n g  s ys t e m  m o r e  s ys t em at i c  an d  d yn a m i c  a n d  to

h e lp  t h e  go v e rn men t  fo r mul a t e  m on e ta r y  p o l i c i e s  an d  to  d e v e l op

t h e  f i n an c i a l  s e c to r .  As  N e p a l  a d op t ed  p l a nn e d  d eve l opm e n t

p r o g r am  in  t h e  mi d  f i f t i e s ,  t h e  n a t i on  f e l t  de a r t h  o  f i na n c i a l

r e s ou r c es .   Ex i s t i n g  b a n k i n g  w i th  o n l y o n e  c o mm e r c i a l  b a nk ,

w e r e  no t  s u f f i c i en t  t o  m ee t  t h e  g r ow i n g  n ee ds  o f  t h e  c o u n t r y.

T h e r e f o r e ,  t h e  n e ed  to  e s t ab l i s h  an o t h e r  c om me r c i a l  ba n k  w as

f e l t  a nd  R a s t r i ya  Ba n i j ya  Ba n k  w a s  e s t ab l i s he d  as  a  m i l es t on e .

T h e  p ro g r e s s  i n  t he  b a n k in g  s ys t e m  i n  N ep a l  w a s  f e l t  a f t e r  t h e

e s t a b l i sh m en t  o f  t h e  R as t r i ya  Ba n i j ya  Ba n k  a  s t a t e - o wn ed
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c o mm e r c i a l  b an k ,  w i t h  t h e  au t ho r i z ed  c a p i t a l  o f  R s .  10  mi l l i on

w a s  e s t ab l i s h ed  in  2 0 22  BS  to  p l a y  a  m a j o r  r o l e  n o t  o n l y  i n

d om e s t i c  b an k i n g  s e r v i c es  b u t  a l s o  i n  t h e  f o r e i gn  t r ad e .

A gr i c u l t u ra l  D ev e lo pm e n t  Ba nk  w a s  e s t a b l i sh e d  in  20 24  BS ,  t o

d e v e l op  a g r i cu l t u r a l  s e c t o r  an d  su pp o r t  i t  f i n a n c i a l l y

In  2 0 4 1  BS ,  N e pa l ’ s  f i r s t  j o i n t  v e n t u r e  b an k ,  N ep a l  A ra b  Bank

Lt d  ( n o w kn ow n  a s  N ab i l  Ba nk  Lt d )  w as  e s t a b l i sh ed  wh i ch

p r ov e d  t o  b e  a  mi l e s to n e  in  t h e  h i s to r y o f  b a n k in g .   In  2 0 42 ,

N e p a l  In d o su ez  Ban k  Lt d  (n ow  k no wn  as  N ep a l  In v e s tme n t  Ba nk

Lt d )  a n d  in  20 43 ,  N e p a l  G r i nd l a ys  Ba n k  Lt d  ( n ow  kn o wn  as

S t a nd a r d  Ch a r t e r ed  Ba n k  Lt d )  w e r e  e s t a b l i sh e d .  A f t e r  r e s to r a t i o n

o f  d em o cr a c y i n  20 4 6 ,  Him a l a ya n  Ba n k  Lt d .  w as  e s t ab l i sh e d  in

2 0 49 .  S in c e  t h e n  n um b er  o f  o t he r  co mm e r c i a l  b a nk s  ha v e  be en

e s t a b l i sh e d .  T od a y ,  t h e re  a re  17  c om me r c i a l  b an ks  ex i s t i n g  in

N e p a l  s o  f a r .

1 .1 .3 . Introduction  to Bank Of  Kathmandu Ltd. ,

Himalayan Bank Ltd. ,  and Nepal  Investment  Bank Ltd.

B ank  o f  Ka th man du  L td .

In c o r p o r a t e d  in  19 9 3 , i n  c o l l a bo r a t io n  w i th  S IA M  C o mm e r c i a l

Ba n k  P CC,  Th a i l an d ,  Ban k  o f  K a t hm a nd u  s t a r t e d  o p er a t i on  in

M a r c h  19 95 .  O u t  o f  3 0 % ho ld i n g  d i l u t ed  25 %  h o ld in gs  t o  t h e

N e p a l e se  c i t i z ens in  19 98 .  I t  i s  a  c u lm in a t io n  o f  a  c o mpr e h e ns i v e

v i s i o n  o f  t h e  p r omo t e r s  t o  t ak e  t he  Ne p a le s e  e c on om y t o  a  n e we r

r e a lm  in  t h e  g l ob a l  m a r k e t .  P rom ot e r s  o w n  42 %  o f  t o t a l  s h a r e  o f

t h e  b an k  an d  ge n e ra l  p ub l i c  ow ns  t he  o th e r  5 8% .
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H i mal ay an  Bank  Lt d .

H im al a ya n  B a n k  L t d ,  t he  f i r s t  c o mme r c i a l  b an k  o f  N ep a l  wi th

m ax im um  s h a r eh o ld in g  b y t h e  N e pa l es e  p r iv a t e  s e c to r ,  was

i n co rp o r a t ed  in  1 9 92  b y a  f e w  d i s t i n gu i sh e d  b us in es s

p e r so n a l i t i e s  o f  Ne p a l  i n  p a r t n e r sh ip  w i th  Emp lo ye e s  P r o v i de n t

Fu n d  a nd  H ab ib  Ba n k  Li mi t ed ,  o ne  o f  t h e  l a r ges t  com me r c i a l

b a nk  o f  P ak i s t a n  s t a r t ed  o p e ra t i on  in  1 9 93 .

Be s id e s  co mm e r c i a l  a c t i v i t i e s ,  t h e  b an k  a l so  o f f e r s  i n dus t r i a l  a nd

m e r ch a n t  b an k in g .  T h e  b an k  s t a r t ed  i t s  o p e r a t i on  w i t h  t h e

a u th o r i z ed  c ap i t a l  o f  Rs .  1 00  m i l l i o n ,  i s su e d  ca p i t a l  o f  R s . 65

m i l l i on ,  a nd  p a id  up  c ap i t a l  o f  Rs .  4 2 .9  m i l l i on .

N e pa l  I nv es t me n t  B ank  Lt d .

N e p a l  In v e s tm en t  Ba n k  Lt d ,  p r e v i ous l y N e p a l  In d o su ez  Ba n k  Lt d ,

w a s  e s t a b l i sh ed  i n  1 9 86  a s  a  j o in t  ven tu r e  b e t w e en  N e pa l es e  an d

Fr e n c h  p a r tn e r s .  Th e  F r en c h  p a r t n e r  (h o l d i n g  5 0 % o f  th e  c a p i t a l )

w a s  C r ed i t  A gr i co l e  In d os u ez ,  a  s ub s i d i a r y o f  o n e  o f  t he  l a r ges t

b a nk in g  g r o u p  i n  w o r l d .  O n  Ap r i l  20 0 2 ,  wi t h  t h e  d e c i s io n  o f

F r e n c h  p a r t n e r  t o  d i v es t ,  t h e  5 0 %  h o ld in g  h a s  b e e n  a cq u i r ed  b y a

g r o u p  o f  com p an i e s  c om pr i s i n g  o f  b a nk e rs ,  p ro f es s i on a l s ,

i nd us t r i a l i s t s  an d  bu s i n es s m en  an d  t h e  n am e  h a s  b ee n  c ha n ge d  to

N e p a l  In v e s tm e n t  Ba n k  Lt d .  O f  t h e  t o t a l  sh a r es  o f  t h e  b a nk  t he

g r o u p  o f  co mp a n i es ,  15 %  b y R a s t r i ya  Ba n i j ya  Ba n k ,  a nd  1 5 %  b y

R a s t r i ya  Be e m a  Sa n s t ha n  ho lds  5 0% ,  a nd  t he  G e n era l  Pu b l i c

h o l ds  t he  r em ai n in g  2 0% .  T he  b a nks  i n i t i a l  a u t ho r i z ed  c ap i t a l

s t an d  a t  Rs .  59  mi l l i on  w i th  t h e  i s su e d  c a p i t a l  o f  Rs .  2 9 . 52 93

m i l l i on  an d  p a i d  up  c a p i t a l  o f  Rs .  29 .52 9 3  m i l l i on .
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1.2. Capital  Structure of  Commercial Banks

E v e r y  b u s in es s  f i rm  o r  Ba n k  r eq u i re s  t he  i n i t i a l  f un ds  f o r  i t s

s ou nd  o p e r a t i on .  Ca p i t a l  i s  t h e  b lo od  o f  t he  b us in e s s .  A  b us in e s s

f i rm  o r  e n t e rp r i s es  c a nn o t  ru n  th e i r  b us in es s  wi t ho u t  c a p i t a l .

E n t e r p r i s es  w h e t he r  t h e y  a r e  go v e r n m en t  o w n ed  o r  p r iv a t e l y

o w n ed  h a ve  t o  ma k e  p e r t i n e n t  c a p i t a l  s t ru c tu r e d e c i s io n  in

i d en t i f yi n g  e x ac t ly  h o w  m u ch  c a p i t a l  i s  ne e d ed  t o  r u n  t he i r

o p e r a t i on  sm oo th l y .

T h e  f un d  r e qu i r e d  a r e  ge n e r a t ed  u su a l l y  b y t w o  m e a ns :  eq u i t y  a n d

d e b t .  E qu i t y  p r o v id e s  t h e  o wn e rsh ip  o f  t h e  f i rm  t o  t he

s h a r eh o ld e r s .  O n  th e  o th e r  h an d ,  d eb t  i s  a fu nd  b o r r ow e d  w i th

f ix e d  ch a r ge s  t o  b e  p a i d  p e r i od i c a l l y  t o  t he  d eb to r .  T h e  t e rm

c a p i t a l  s t ru c t u re  r e f e r s  t o  t h e  p ro po r t i o n  o f  d eb t  a nd  e qu i t y

c a p i t a l  o r  t h e  c omp os i t i on  o f  l on g - t e r m  so ur c e s  o f  f i n an c e ,  s uch

a s  p r e f e r en c e  c a p i t a l ,  d e b en tu r es ,  l o n g - t e r m d eb t  a nd  e qu i t y

c a p i t a l  i n c l ud in g  s e r v i c e s  a nd  su r p lus e s  ( i . e .  r e t a in e d  e a r n i n g )

a n d  ex c lu d i n g  s ho r t - t e rm  d e b t s .

T h e  t e rm  c a p i t a l  s t r u c t u r e  r e f e r s  t o  t he  mix  o f  d i f f e r e n t  t yp e s  o f

f u nd s  a  c om pa n y u s e s  t o  f i n an c e  i t s  a c t i v i t i e s .  C a p i t a l  s t ru c t u re

v a r i e s  g r e a t l y  f r o m  o n e  co mp an y t o  a n o th e r .  Fo r  ex amp l e ,  so me

c o mp a n i es  a r e  f i na n c e d  ma in l y b y s h a r eh o ld e r s  fu nd s  w h e re as

o th e r s  m a ke  m u ch  g r e a t e r  u s e  o f  b o r ro w in gs .

F i r s t l y ,  w e  m u s t  d e c id e  w h a t  w e  m e a n  b y  a  go o d  c a p i t a l

s t ru c t u re .  Th i s  w ou ld  b e  a  c a p i t a l  s t r u c t u r e , w h i c h  r esu l t s  i n  a

l o w  o v e r a l l  c os t  o f  c a p i t a l  fo r  t he  c o m p an y. ,  t h a t  i s ,  a  l o w

o v e r a l l  r a t e  o f  r e tu r n  t h a t  n e ed s  t o  b e  p a i d  on  fu nds  p r ov id e d .  I f

t h e  c os t  o f  c ap i t a l  i s  l o w ,  t h e n  th e  d i s c ou n t ed  v a lu e  o f  f u t u re
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c a s h  f l o ws  ge ne r a t e d  b y t h e  co mp a n y i s  h i gh , r es u l t i n g  i n  a  h i gh

o v e r a l l  c omp a n y v a l u e .  Th e  ob je c t ive  i s  t he r e fo r e  t o  f i nd  t h e

c a p i t a l  s t r u c tu r e  t ha t  g iv es  t h e  l o w es t  o v er a l l  c os t  o f  c ap i t a l  a nd ,

c o ns e qu e n t l y ,  t h e  h i gh e s t  c om pa n y v a l u e .

T h e  ca p i t a l  s t ru c tu r e  d e c i s io n  a f f e c t s  t h e  t o t a l  va lu e  o f  t h e f i r m .

T h e  p r op e r  b a l a n ce  b e t w e en  d eb t  an d  eq u i t y  i s  n e c es s a r y t o

e n su r e  a  t r ad e  o f f  b e tw e e n  r i s k  a nd  r e tu r n  t o  t h e  s h a re h o l d e r s .

T h e  c ap i t a l  s t r u c t u r e  o f  t h e  b an k  s ho u l d  b e  su ch  th a t  l ead s  t o  t h e

v a lu e  m ax imiz a t i on .  T h e  op t im a l  c ap i t a l  s t r u c tu r e ,  i . e .  t he c a p i t a l

s t ru c t u re  w i th  r ea s on a b l e  p r op o r t i o n  o f  d e b t  a nd  e q u i t y ,

m in i miz es  t h e  o pp o r t un i t y  c o s t  o f  c a p i t a l  a nd  m ax im iz e s  t h e

s h a r eh o ld e r s ’  w e a l th .

1.3. Statement of  the Problem

Ba n k i n g  p l a ys  a  s ign i f i c a n t  ro l e  i n  t he  e c o no mi c  d e v e lop m en t  o f

t h e  co un t r y b y  e x t e n d i n g  c r e d i t  t o  t he  p e o p l e . Al th ou gh  b a n k in g

i nd us t r y  i n  N e p a l  i s  m a k in g  r em a r ka b l e  p ro g r e s s  an d  g r ow t h ,  i t ’ s

n o t  w i th ou t  t h e  p r ob le ms . At  t h e  p r e s en t  co n t ex t ,  t h e  m a in

p r ob le m  f a c e d  b y  t he  bu s in e s s  s e c to r  a s  w e l l  a s  b ank  i s  t he

u ns t ab l e  p o l i t i c a l  an d  e c on omi c  co nd i t i on  o f  t h e  co un t r y.

A n o t he r  p r ob le m fa c e d  b y t h e  b a nk in g  in du s t r y  i s  t h e  l a ck  o f

o p t im a l  c a p i t a l  s t ru c tu r e  i n  t h e  c omm e r c i a l  b a nk s .  T he  s u c c es s

a n d  p r os p e r i t y  o f  a  b a nk  r e l i e s  h e av i l y  o n  m ax i miz a t i on  o f  t h e

w e a l t h  o f  t h e  sh a r eh o l d e r s  o r  r e tu r n on  e qu i t y .  N e p a l es e  b a nk s  do

n o t  t ak e  t h e  ca p i t a l  s t ru c tu r e  co n ce p t  s e r i ou s l y.  T h e  c om bi na t i on

o f  d e b t  a nd  e qu i t y  u s e d  i n  t h e  c a p i t a l  s t r u c tu re  i s  no t

p r op o r t i on a t e  wh i ch  in  t u rn  a f f e c t s  t he  v a l u e  m ax imiz a t io n  o f  t he

b a nk .



8

T h e  p r es e n t  s tu d y w i l l  t r y  t o  a n a l yz e  a n d  ex am in e  th e  p ra c t i c e  o f

c a p i t a l  s t r u c t u r e  i n  t h e  co mm e r c i a l  b a nk s  i n  N ep a l .  Th i s  s tu d y

s p e c i a l l y  d e a l s  wi th  t h e  f o l l ow in g  p r ob l ems .

1 . W h e th e r  o r  n o t  t he  c a p i t a l  s t ru c tu r e  a f f e c t s  t h e  g r o wth  o f

t h e  b an k?

2 . T o  wh a t  ex t e n t  t h e  c a p i t a l  s t ru c t u re  p o l i c y i s  f o l l o w ed  b y

t h e  c omm e r c i a l  b a nk s?

3 . W h a t  a r e  t h e  m a in  p r ob le ms  f a c ed  b y t h e  c om me r c i a l  b an ks

i n  d ev e l op in g  a nd  i mp l em e n t i n g  th e  c a p i t a l  s t ru c tu r e

p o l i c y?

1.4. Objectives  of  the Study

T h e  b a s i c  ob j ec t iv e  o f  t h i s  s t ud y  i s  t o  an a l yz e  t he  c a p i t a l

s t ru c t u re  a n d  i t s  a f f e c t s  o n  th e  r i sk  a nd  r e tu r ns  o f  t h e  c om me r c i a l

b a nk s  i n  co n t ex t  o f  Ne p a l .  Th e  s pe c i f i c  o b j e c t i v es  a r e  g iv en

b e lo w:

1 . T o  ev a lu a t e  t h e  ro l e  o f  c a p i t a l  s t ru c tu r e  on  t h e  g r ow th  o f

t h e  c omm e r c i a l  b a nk s  i n  N e p a l .

2 . T o  a n a l yz e  t he  c a p i t a l  s t ru c t u r e  o f  t he  c o mm e r c i a l  b a nks  i n

N e p a l .

3 . T o  a n a l yz e  t h e  r e l a t i on sh ip  o f  ca p i t a l  s t ru c t u r e  w i th

v a r i a b l es  s u ch  a s  ea r n i n g  p e r  sh a r e ,  d i v i de nd  p e r  sh a r e ,  a n d

n e t  wo r th .

4 . T o  p ro v i d e  t h e  su gge s t i on  o n  th e  b a s i s  o f  f i nd i n gs  f o r

f u r t h e r  g r o wth  o f  t h e  b a nk s  un d er  s tud y.
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1.5. Scope of  the Study

In  t h e  c on t ex t  o f  N e p a l ,  t h e r e  i s  l e s s  av a i l a b i l i t y  o f  r e s e a r ch

w o r ks ,  j ou rn a l s  a nd  a r t i c l e s  i n  t h e  f i e l d  s tu d y  c o n c e rn in g  t he

c a p i t a l  s t r uc tu r e  o f  c omm e r c i a l  b a nks  as  w e l l  a s  o t he r  f i na n c i a l

i n s t i t u t i on s .  A s  i t  i s  a  w e l l  kn o wn  f a c t  t h a t  t h e  co mm e r c i a l  b an ks

c a n  a f f e c t  t h e  e co n omi c  c on d i t i on  o f  t h e  w ho l e  c oun t r y,  t h e

e f f o r t  i s  m ad e  to  h i gh l i gh t  t h e  ca p i t a l  s t ru c t u re  po l i c y o f

c o mm e r c i a l  ba nk s  ex p e c t i n g  th a t  t h e  s t ud y c a n  b a l a n c e  t he

p r op o r t i on  o f  t h e  eq u i t y  a n d  d eb t  c a p i t a l  u s ed  b y t h e  c om me r c i a l

b a nk s .  O n  t h e  o t he r  h a n d ,  t h e  s t ud y w o u l d  p r ov id e  i n f o rm at io n  t o

t h e  m an a ge m en t  o f  t h e  b a nk  t h a t  w o u ld  h e lp  t h em  t o  t ak e

c o r r e c t i v e  a c t i o n  t o  o p t im iz e  t h e  va l u e  o f  t h e  b a nk  b y u s i n g

o p t im a l  c ap i t a l  s t ru c tu r e .  Th i s  s tu d y  c a n  p r ov id e  i n f o rm at io n  to

t h e  s h a r e ho ld e r s  an d  t h e  pu b l i c  on  th e  p ro po r t i o n  o f  eq u i t y  a n d

d e b t  u s ed  a s  t h e  f un d  b y t h e  b an k .

1.6. Limitations of the Study

T hi s s t ud y i s  no t  f a r  f ro m  s ev e r a l  l im i t a t i on s ,  wh i ch  a r e  g i v en

b e lo w:

1 . T h i s  s t ud y c o v e rs  t h re e  b a nk in g  in s t i t u t i on s :  T h e  Ba nk

o f  K a th m an du ;  T he  H im al a ya n  Ba n k  a n d   In v e s t m en t

Ba n k .

2 . T h i s s t ud y m ai n l y b a s ed  o n  s ec on d a r y  d a t a .

3 . T h e  s t ud y c o v e r s  t h e  p e r i od  o f  5  f i s ca l  ye a r ( 2 0 0 4 - 20 09 )

o n l y.
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1.7. Organization of  the Study

T h e  s tu d y h a s  b e e n  o r ga n iz e d  i n to  f i ve  c h a p t e r s ,  e a c h  d ev o t e d  to

s om e  a sp e c t s  o f th e  s t ud y o f  c a p i t a l  s t r uc tu r e .  Ch a p t e r  O n e  to

f i ve  c o ns i s t s  o f  i n t ro du c t io n ,  r e v i e w  o f  l i t e r a t u r e ,  r e s e a r ch

m et ho do lo g y,  a n d  p r e s en ta t i o n  a nd  a n a l ys i s  o f  da t a ,  and

s um ma r y,  c o n c lu s io ns  a n d  r e com m end a t io ns  o f  t h e  s t ud y.  T h e

r a t i on a l e  b e h in d  th i s  k i nd  o f  a p p r oa c h  i s  t o  fo l l ow  a  s im p le

r e s e a r ch  m et ho do l og y  a p p r o ac h .

C hap t e r  On e d e a l s  wi t h  m a j o r  i s s u es  t o  b e  i n v es t i ga t e d  a l on g

w i t h  b a ck gr o un d  o f  t h e  s t ud y,  s t a t e m e n t  o f  t h e  p r ob l em ,  an d

o b j e c t iv es  an d  s co pe  o f  t h e  s t ud y.

C hap t e r  Tw o i n c l ud e s  a  d i s cus s i on  on  t h e  co n c ep t u a l  f r a m e wo rk

a n d  r e v i e w o f  t h e  m a j o r  em pi r i c a l  w o r ks  a s  w e l l  a s  r e v i e w  o f

N e p a l e se  s t ud i e s .  T h e  co n ce p t u a l  con s i d e r a t i o ns  a nd  re v i ew  o f

r e l a t e d  l i t e r a tu r e  co n du c t e d  in  t h i s  cha p t e r  p r ov id e s  a  f r a m e wo r k

w i t h  t h e  h e l p  o f  wh i c h  t h e  s t ud y h a s  be e n  a cc om pl i sh e d .

C hap t e r  Th r e e d es c r i b es  t h e  r e s e a r ch  m eth od o l o g y e m p lo ye d  i n

t h e  s t ud y.  T h i s  c ha p t e r  de a l s  w i t h  r e s e a r ch  d e s i gn ,  n a t u re  and

s ou r c es  o f  d a t a ,  a nd  da t a  an a l ys i s  t oo l s .

C hap t e r  Fou r c on s i s t s  o f  p r es e n t a t i o n  a nd  a n a l ys i s  o f  d a t a ,

w h ic h  d e a l  w i t h  t he  e mpi r i c a l  a na l ys i s  o f  t h e  s t ud y.

La s t l y , C h apt e r  F i v e i n d i c a t es  t h e  s um ma r y,  c o n c l us io ns  a nd

r e c om m en da t i ons  o f  t h e  s t ud y.
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CHAPTER 2

REVIEW OF LITERATURE

T hi s  ch a p t e r  i s  a bou t  t h e  r ev i e w  o f  l i t e r a t u r e .  I t  i s  b e l i ev e d  t h a t

t h e  r ev i e w  o f  l i t e r a tu r e  i s  h e lp f u l  t o  s ho w  th e  n ee ds  o f  t h e

r e s e a r ch  w o rk  an d  t o  j u s t i f y  t h e  w or k .  I t  g i v es  m o r e  i n fo r ma t i on

a n d  d es c r i p t i on  o f  t h e  r e l a t e d  t h eo r e t i c a l  a sp e c t s .  I t  t r i e s  t o  c l e a r

t h e  c on c e p tu a l  t h ou gh t  an d  b an k  r e l a t e d  t e r ms .  Th e r e  m i gh t  be

d i f f e r en t  w a ys  t o  p r e s e n t  t h e  r ev i e w  b u t  I  h a v e  p r es e n te d  i t  t h i s

w a y.

2.1. Conceptual  Framework

C a p i t a l  s t ru c tu r e  i s  t h e  mix  (o r  p r o po r t i o n )  o f  a  f i rm ’s  p e r m an en t

l on g  t e r m  f in an c in g  r e p r es en t ed  b y  d e b t ,  p r e f e r re d  s t o ck  and

c o mmo n  s t o ck  e qu i t y .  ( V a n  H o r n e ,  1 9 9 7 : 2 4 0 )

T h e  f i n an c i a l  m ana ge r  i s  co n c er n ed  w i t h  d e t e r min in g  t h e  b e s t

f i na n c i a l  m ix  o r  ca p i t a l  s t ru c t u r e  wh e r e  t h e  o p t i m a l  f i n an c i n g

m ix  wo u ld  ex i s t ,  i n  w h i ch  m a r k e t  p r i c e  pe r  s h a r e  c o u l d  b e

m ax im iz e d . ( P a n d e y ,  1 9 8 8 : 2 0 3 )

C a p i t a l  s t ru c t u re  o f  t h e  f i rm  i s  t h e  p e rm a n en t  f i na n c i n g

r e p r es e n t ed  b y l o ng - t e r m d eb t ,  p r e f e r r e d  s t o ck  an d  sh a re h o l d e r ' s

e q u i t y .  T h us ,  a  f i rm ' s  c ap i t a l  s t r uc t u r e  i s  o n l y p a r t  o f  i t s

f i na n c i a l  s t r u c t u r e . ( W e s t o n  a n d  B r i g h a m ,  1 9 7 8 : 5 6 5 )
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C a p i t a l  s t r u c t u r e  a n a l ys i s  i s  t h e  b as i s  f o r  a n a l yz i n g  t he

u s e fu l n es s o f  a c cu mu la t i on  f ro m  d i f f e re n t  so u rc e s  o f  c a p i t a l

c o mp os i t i o n  o f  ca p i t a l  i s  a no th e r  f a c to r ,  w h i ch  a f f e c t s  t he

p r o f i t a b i l i t y .  Lo a n  c a p i t a l  do min a n t  e n t e r p r i s e s  h a v e  l e s s  ch a n c e

f o r  p ro sp e r i t y  d e s p i t e  o f  t he i r  hu ge  p ro f i t s . ( K u c h h a l ,  1 9 6 1 : 5 2 5 )

S ou nd  c a p i t a l s t r uc t u r e  i s  r e qu i r e d  to  o p er a t e  Bus i n es s  s m oo t h l y

a n d    a c h i e v e  t h e  b us in e s s  go a l .  Ca p i t a l  s t ru c t u re  i s  con c e r ne d

w i t h  a n a l yz i n g  t h e  c a p i t a l  c om po s i t i on  o f  t h e  c om p an y. ( W e s t o n  &

B r i g h a m ,  1 9 7 8 : 5 5 5 )

C a p i t a l  s t r u c t u r e  i s  o n e  o f  t h e  mo s t  c o mpl ex  a r e as  o f  f i n an c i a l

d e c i s i on  ma k i n g  d u e  t o  i t s  i n t e r r e l a t i o n  w i t h  o t h e r  f i na n c i a l

d e c i s i on  v a r i ab l e s .  T h e  s u c c es s  a nd  f a i l u re  o f  t he  en t e r p r i s e

d e p en ds  o n  th e  a b i l i t y  o f  t op  m an a ge m e n t  t o  m ak e  app r op r i a t e

c a p i t a l  s t r uc tu r e  d ec i s io n .

2.2. Theories  Of Capital  Structure

C a p i t a l  s t r uc tu r e  i s  a n  im po r t a n t  su b je c t ,  e s pe c i a l l y  f o r  f i rm s .  A

b a d  ca p i t a l  s t r uc tu r e  i s  mo r e  ex p en s i v e  t h a n  a  go od  c a p i t a l

s t ru c t u re .

F i r ms  r a i s e  i n v es tm e n t  fu nd s  i n  a  nu mb e r  o f  d i f f e r en t  w a ys .  A

f i rm ' s  mix  o f  t he se  d i f f e r en t  s ou r c es  o f  c a p i t a l  i s r e f e r r e d  to  a s

i t s  c a p i t a l  s t ru c t u re .

Ba s i c a l l y ,  t h e  t h e o r i e s  o f  c a p i t a l  s t ruc t u r e  a r e  d i s t i n gu i s h ed  i n to

6  d i f f e r en t  g r o up s .
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 T r a d i t i o n a l  t h e o r y
 M od i g l i an i - Mi l l e r  t h e o r e m
 T r a d e  o f f  t he o r y
 Fr e e  C a sh  F l ow  t h eo r y
 P e ck in g  O rd e r  t h e o r y
 St a k eh o ld e r  t h e o r y

2 .2 .1 . Tradit ional  theory

T h e  f i r s t  t h eo r y i s  c a l l e d  t h e  " t r a d i t i o n a l  t h eo r y" .  S up po r t e r s  o f

t h i s  t h eo r y  b e l i e ve  t h a t  t h e  l o w es t  w e i gh te d  a v e r a ge  c o s t  o f

c a p i t a l  (W ACC )  w i l l  m ax imiz e  t h e  f i r ms ’  m a r ke t  va l u e .  T h i s

m e a ns  t h e  ex i s t en ce  o f  an  op t im um  re l a t i o n  b e t w e en  d eb t s  and

e q u i t y  b u t  i t  i s  v e ry  d i f f i cu l t  t o  r e a ch  th a t  p o i n t .

A l t ho u gh  i t  i s  ch e ap e r  t o  f i n an c e  wi th  d e b t ,  t h i s  t h eo r y  c e r t a i n l y

r e j e c t s  t o  f i n an c e  a l l  w i t h  de b t  b e c au s e  a f t e r  a  c e r t a in  l e v e l  o f

d e b t  t h e  r i sk  o f  non - p a ym e n t  i n c r e as es .  In  t h i s  c a s e  s h a re h o l d e r s

a n d  d eb t  f i n an c i e r s  d em a nd  a  h i gh er  co mp e ns a t io n .

2 .2 .2 . Modigl iani - Mil ler  theorem

T h e  n ex t  t h e o r y i s  t h e  m os t  im po r t a n t  t h eo r y,  a l t h ou gh  i t  i s  no t  a

r e a l i s t i c  t h eo r y.  T h e  Mo di g l i a n i - Mi l l e r  t h e o r e m  s t a t e s  t h a t  i f

t h e  c a p i t a l  s t r u c tu r e d e c i s io n  ha s  no  e f fe c t  on  th e  c as h  f l o ws

ge n e r a t ed  b y a  f i r m ,  t h e  d e c i s io n  a l s o  wi l l  h av e  no  e f f e c t - i n

a b s en c e  o f  t r a ns a c t i on  c os t s - on  th e  t o t a l  v a lu e  o f  t h e  f i r m ' s  d e b t

a n d  eq u i t y  T h i s  me a n s  t h a t  t h e r e  i s  n o  re l a t i on sh i p  be t w e en  a

f i rm ' s  m a rk e t  v a l ue a n d  th e  c a p i t a l  s t ru c t u re .  P r o f i t a b i l i t y  o f  a

f i rm ' s  a c t i v i t i e s  i s  t h e  on l y f a c t o r  t h a t  d e t e r min e s  t h e  m a r k e t

v a lu e .
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T h i s  t h eo r y i s  b a s ed  o n  a  p e r f e c t  c a p i t a l  m a rk e t .  T h e  on ly  m a r k e t

i mp e r fe c t io ns  t h e y  a dm i t  a re  c o r po r a t e  t ax e s .  In  s ho r t ,  t h e

a s su mpt io ns o f  t he  Mo d i g l i a n i - Mi l l e r  t h eo r em  a r e ( J . C .  v a n

H o r n e ,  1 9 9 5 ) :

1 . C a p i t a l  m a rk e t s  a r e  p e r fe c t

 In f o r m a t i on  i s  f r e e  o f  c os t s  a nd  w id e ly  a v a i l ab l e .

 N o  t r an s ac t io n  c os t s

 In v e s t o r s  b e ha v e  r a t i o na l

2 . E v e r y  f i r m  h a s  pe r p e t u a l  f l o ws  o f  m o ne y w i t h  e qu a l  t im e

v a lu es

3 . C om pa n i es  c an  b e  d iv id ed  i n  ho mo gen e ou s  r i sk  c l a s s es

4 . T h e r e  a r e  no  t ax e s

2 .2 .3 . Trade  of f  theory

T h e  t h i rd  t h eo r y i s  c a l l e d  t h e  ( s t a t i c )  t r ad e  o f f  t h eo r y.  T h e  t r ad e

o f f  be tw e e n  t he  co s t s  a nd  r e t u rn s  o f  d e b t  f i na n c i n g  de t e rmi n es

t h e  o p t im um  de b t  r a t i o .  F i rms co ns id e r  t h i s  r a t i o  a s  a  t a rge t  d eb t

r a t i o ,  b e c a us e  t h i s  r a t i o  wi l l  max imiz e  t h e  m a rk e t  v a l u e  o f  a

c o r po r a t i on .  M ye r s  a s s um es  th a t  f i rm s  n e e d  to  a d ap t  t h e i r  c a p i t a l

s t ru c t u re  t o  r e a c h  t ha t  r a t i o .  Bu t  an  a d ap t a t i o n  o f  t he  c a p i t a l

s t ru c t u re  n e e ds  t im e  an d  c o s t s  mo ne y.  T h e r e fo r e ,  i t  i s  p os s i b l e

t h a t  p r es en t  t e mp o ra r y d e b t  r a t i o s  d i f f e r  f ro m t h e  t a r ge t  r a t i o s .

O r ,  a s  M ye r s  f o rm ul a t e d  i t :

"A  s t a t i c  t r a de  o f f  f r am e wo r k ,  i n  wh i c h  t h e  f i r m  i s  v i e w e d  a s

s e t t i n g  a  t a r ge t  d eb t - t o -v a l u e  r a t i o  a nd  m ov i n g  g r a d u a l l y  t o w ar ds
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t o  i t ,  i n  mu c h  t h e  sa m e  w a y t h a t  a  f i rm  ad jus t s  d iv i d en ds  t o  mo ve

t o wa r ds  a  t a r ge t  p ayo u t  r a t i o " ( M y e r s ,  1 9 8 4 :  5 7 6 ) .

2 .2 .4 . Free Cash Flow theory

In  t h e  c o n t r a r y o f  t h e  t r ad e  o f f  t h eo r y,  i n  w h i ch  a  f i rm  s t r i ve s

a f t e r  a  m ax imiz a t io n  o f  t h e  m ar k e t  v a l u e ,  t h e  f r e e  c as h  f l o w

t h eo r y p r e s u m es  th a t  t h e r e  a r e  en o rm ou s  c on f l i c t s  o f  i n t e re s t

b e tw e e n  sh a r e ho ld e r s  a nd  s t ak e ho l d e r s .  Th i s  im p l i e s  t h a t

m a n a ge r ’ s  d e c i s io ns  do n ' t  a l w a ys  m ax i miz e  t h e  m a rk e t  va l u e  o f  a

f i rm ( J e n s e n ,  1 9 8 6 : 3 2 4 ) .

A  f r e e  c as h  f l o w  i s  t h e b a l a n c e  o f  m on e y,  w h e n  a l l  p ro j ec t s  ( wi th

p os i t i v e  ne t  p r e s en t  v a lu e s )  a r e  f i n a n c ed .  D eb t  r e du c e s  t he

a ge n c y c o s t s  o f  f r e e  c a sh  f l ow  by  r e d u c i n g  th e  ca s h  f l ow

a v a i l ab l e  f o r  sp e nd in g  a t  t he  d i sc re t i on  o f  m an a ge r s ( J e n s e n ,

1 9 8 6 : 3 2 4 ) .  D eb t  a l so  r ed u c es  t h e  f r e ed om  o f  d e c i s i on s ,  b e c a us e  a

f i rm  i s  f o r c ed  to  pa y  a t  c e r t a i n  t im e s  i n t e r es t  a nd  p a yo f f s .  Th e re

w i l l  a l w a ys  b e  r i s k  t h a t  a  f i rm  w on ' t  b e  a b l e  t o  p a y i n t e r e s t  a nd

p a yo f f s  i n  f u t u r e  t i me s .  T h i s  r i sk  c au s es  m an a ge r s  t o  l e a d  a nd

o r ga n iz e  a  f i rm  m or e  e f f i c i e n t .

2 .2 .5 . Pecking  Order  theory

M ye r s  a l so  s ho ws  a n o t h e r  v i ew  o f  c a p i t a l  s t r u c t u r e ,  no t  t h e  s t a t i c

t r ad e  o f f  t he o r y,  b u t  a l s o  t he p e ck in g  o r d e r  t h eo r y. T h i s  f i f t h

t h eo r y  a s s um e s  t h a t  f i rms  h av e  p e r fo ra t i on s  b y  c h o os in g  a  w a y t o

f i na n c e  th e i r  p ro j ec t s .  Th e  s e qu e nc e  o f  i n ve s tm e n t  r e s ou r c e s  i s

r e s t r i c t ed  b y p r ob l ems  c au s ed  b y  a s ym m e t r i c a l  i n f o rm a t ion
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b e tw e e n  m an a ge r s  a n d  po t e n t i a l  i nv e s to r s .  Th e  fo l l ow in g

a s su mpt io ns  a r e  m ad e  b y t h i s  t h e o r y ( M y e r s ,  1 9 8 4 ) :

1 . F i r ms  p r e f e r  i n t e r na l  w a ys  t o  f i na n c e  p r o j e c t s

2 . F i r ms  a d ap t  t h e i r  t a r ge t  d iv id e nd  p ayo u t  r a t i o ' s  t o  a v a i l a b l e

i nv e s tm e n t  r e s ou r ce s

3 . In t e r n a l  r e s ou r c es  o f  a  f i rm  a r e  f l u c tu a t in g  b e c au s e  o f

u n pr e d i c t a b l e  f l u c tu a t io ns  o f  p r o f i t ab i l i t y

4 . W h e n  f i rms  ne e d  ex t ra  r e s ou r c es ,  t hey  p r e f e r  t h e  s a fe s t  w a y o f

ge t t i n g  f un ds ;  t h i s  m e a ns  t h a t  f i r ms  p r e f e r  d eb t  t o  co nv er t i b l e

s to c ks  a nd  co mmo n  s t o ck s .

T h e  r e su l t  o f  t h i s  pe c k in g  o r d e r  t h eo ry  i s  t h a t  a  f i rm  do es n ' t  h av e

a  c e r t a i n  t a r ge t  d eb t  r a t i o .  Th e  t a r ge t  r a t i o  i s  d ep en d an t  on  th e

w a y a  f i r m  f i n an c ed  i t s  p ro j e c t s  i n  t he  p a s t .  Th i s  t h e o r y a l so  p a ys

a t t e n t i on  to  co s t s  o f  a s ym m e t r i c a l  i n f o rm at io n  a nd  c o s t s  o f

b a nk r up tc y.

W h e n  th e se  co s t s  ex i s t ,  a  f i rm  d o es n ' t  a lw a ys  c h oo s e  t o  f i n an c e

p r o j e c t s  wi th  a  po s i t i v e  ne t  p r es e n t  v a lu e .  N o t  a  p os i t i v e  n e t

p r e s en t  va lu e  d e t e rm in es  wh e th e r  a  f i r m  f in a n c e  a  p r o j ec t  o r  n o t ,

b u t  t he  w a y i n  wh ic h  a  f i rm  i s  a b l e  t o  f i n an c e  t he i r  p r o j ec t s .

Ba s k i n  r e s ea r c h ed  t h e  v a l i d i t y  o f  t h i s  t h eo r y i n  19 89 .  H e  m ad e

t h e  fo l l ow in g  co n c lu s i on :

T h e  ac c um ul a t ed  e v i d en c e  in  f av o r  o f  t h e  p e c k i n g  o r d e r

h yp o t h es es  i s  no w s u bs t a n t i a l .  No w i t  i s  p oss ib l e  t o  p r ov id e

p e c k i n g  o r d e r  b eha v io r  wi t h  a  r a t i on a l  t h e o re t i c a l  bas i s ,  a nd
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t h e r e  s e ems  no  lo nge r  a n y r e a s o n  t o  i gn o r e  t h e  m a n i f es t  e m pi r i c a l

e v id e nc e .

2 .2 .6 . Stakeholder theory

C o rn e l l  a nd  S ha p i ro  ( 19 87 )  a s s um e  th a t  no t  on l y i n v e s to r s  h av e

a n  i n t e re s t  i n  a  f i rm .  Th e r e  a r e  d i f f e r e n t  g r o u ps  o f  no n - i nv es to r

s t ak eh o l d e r s ,  an d  s om e  o f  t he m h ave  a  l o t  o f  i n f lu e nc e  in  t he

f i na n c i a l  p o l i c y o f  a  f i r m .  O r ,  a s  C o rn e l l  a n d  S h ap i r o  w r o t e :

F i n an c i a l  s t r u c tu r e  m a y a l s o  de p e nd  on  a  f i rm ' s n e t

o r ga n iz a t io n a l  c a p i t a l  a nd  o n  t h e  n a tu r e  o f  i t s  s t ak e ho ld e r s

( C o r n e l l  a n d  S h a p i r o ,  1 9 8 7 ) .  Ex amp l es  o f  n o n - in v es t o r  s t a ke h o l d e r s

a r e  cu s t om e rs ,  em pl o ye e s  a n d  su pp l i e r s .

N o n - in v es t o r  s t ak eh o l d e r s  ho ld  im p l i c i t  c l a i ms .  Im p l i c i t  c l a ims

a r e  n o n - w r i t t en  p ro mi se s  a nd  r i gh t s ,  s u ch  a s  t h e  r i gh t  t o  p r ov id e

s e r v i c e  t o  c us tom e rs  o r  j ob - s e c u r i t y  f o r  em pl o ye e s .

2.3. Approaches to  capital  structure

 T r a d i t i o n a l  a pp r oa ch

 N e t  i n c om e a pp ro ac h

 N e t  op e r a t i n g  i n com e  ap pr o a ch

 M od i g l i an i - Mil l e r ’ s  ap p ro a ch

A l l  t h e  ab ov e  a p p ro a ch e s  a r e  b a s ed  o n  so me  c om mo n

a s su mpt io ns ,  wh ic h  a r e  a s  f o l l o ws :
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B as i c  Assu mp t ion s  and  D ef i n i t io ns : ( W e s t o n  a n d  B r i g h a m , 1 9 9 2 :

7 4 1 )

1 . O n l y t w o  t yp e s  o f  c a p i t a l  a r e  e mpl oye d ,  l o n g - t e r m  d eb t  an d

c o mmo n  s t o ck .

2 . T h e r e  i s  no  t ax  on  c o r po r a t e  i n c om e.

3 . T h e  f i r m’ s  t o t a l  a s s e t s  a r e  f i x ed ,  bu t  i t s  c a p i t a l  s t ru c t u r e  c a n

b e  c h an ge d  i mm ed ia t e l y  b y  s e l l i n g  d eb t  t o  r e pu r ch a s e  c om mon

s to c k ,  o r  s t o ck  to  r e t i r e  d e b t .

4 . A l l  e a r n i n gs  a r e  p a i d  ou t  a s  d iv i d en ds .

5 . A l l  i n v es t o r s  ha v e  th e  sa m e  s u b j e c t i v e  p rob a b i l i t y

d i s t r i b u t i on s  o f ex p e c t e d  fu t u r e  op e ra t i n g  e a rn in gs  (E BIT )  f o r

a  g i v e n  f i r m;  t h a t  i s ,  i nv e s to r s  h av e  h om o gen e ou s

ex p e c t a t i on s .

6 . T h e  o p e r a t i n g  e a rn i n gs  o f  t h e  f i r m  a re  n o t  ex p e c t ed  to  g r o w ;

t h a t  i s ,  t h e  f i r m 's  ex p e c t ed  E BIT  i s  s am e  in  a l l  fu tu r e  p e r i od s .

7 . T h e  f i rm ' s  bu s i ne s s r i s k  i s  co ns t a n t  ov e r  t i m e  an d  i s

i nd e p en de n t  o f  i t s  c a p i t a l  s t r uc tu r e  a nd  f i na n c i a l  r i s k .

8 . T h e  f i r m  i s  ex p e c t ed  t o  c on t in u e  i nd e f i n i t e l y .

In  a d d i t i on  t o  t h es e  a s s um pt i on s ,  i t  u s e s  t h e  fo l l o win g  b a s i c

d e f i n i t i o ns  an d  s ym bo l s :

S  =  t o t a l  m a rk e t  v a l u e  o f  t h e s to c k .  (Eq u i t y)

B  =  t o t a l  m a rk e t  va l u e  o f  t h e  bo nd s  ( De b t )

V  =  to t a l  m ar k e t  v a l u e  o f  t h e  f i rm  =  S+ B

E B IT  =  e a r n in gs  b e f o r e  i n t e re s t  an d  t ax e s  =  n e t  o p er a t i n g  i nc ome

( N O I)

I  =  In t e r e s t  pa ym e n t s
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1d = Next dividend
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Th e  to ta l  va l ue  o f  t h e  f i r m i s  thus ,
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2 .3 .1 . Tradit ional  approach

T h e  t r ad i t i on a l  v i ew  o f  c ap i t a l  s t r u c tu r e ,  w h i c h  i s  a l so  k n ow n  as

a n  In t e r m e d i a t e  ap p ro a c h ,  i s  a  c om p rom is e  b e t we e n  t h e  Ne t

In c o m e  A p pr o a ch  a n d  t h e  N e t  O p e ra t i n g  In c o m e  A ppr o a c h .  I t

s t a t e s  t h a t  wh e n  a  c om p an y s t a r t s  t o  b o r r o w,  t h e  a dv a n t a ges

o u t w e i gh  t h e  d i s ad v an t a ges .  T h e  che a p  c os t  o f  d eb t ,  c o mbi n ed

w i t h  i t s  t ax  ad v an ta ge ,  w i l l  c a us e  t h e  W ACC  to f a l l  a s  bo r r ow in g

i n c r e a s es .  Ho w ev e r ,  a s  ge a r i n g  i n c r eas e s ,  t h e  e f f ec t  o f  f i n an c i a l

l e v e r a ge  c a us e s  sh a r e ho l d e r s  t o  i nc r e a s e  t h e i r  r e qu i re d  r e t u rn

( i . e . ,  t h e  c os t  o f  eq u i t y  r i s e s ) .  A t  h igh  ge a r i n g  t he  co s t  o f  d e b t

a l so  r i s e s  b e c a us e  t h e  ch an c e  o f  t h e  c o mp a n y d e f a u l t i ng  o n  th e

d e b t  i s  h i ghe r  ( i . e . ,  b a nk r up t c y r i s k ) .  So  a t  h i gh e r  ge a r i n g ,  t he

W ACC  w i l l  i n c r e ase .

A c c o rd in g  to  t h i s  v i e w,  t h e  v a l u e  o f  f i rm  c an  b e  i n c r e ase d  o r  t h e

c o s t  o f  c ap i t a l  c an  b e  r e du c ed  b y a  j u d i c io us  mix  o f  d e b t  a nd

e q u i t y  c a p i t a l ,  an d t ha t  a n  o p t im um  c a p i t a l  s t r u c tu r e  ex i s t s  f o r

e v e r y f i r m .   Th i s  a p p ro a ch  v e r y  c l e a r l y  i m p l i e s  t h a t  t he  c o s t  o f

c a p i t a l  d e c r ea s es  w i t h i n  t h e  r e as on ab l e  l im i t  o f  de b t  a n d  th en

i n c r e a s es  wi t h  l ev e r a ge .  Th us ,  a n  o p t imu m  c ap i t a l  s t ru c t u re

ex i s t s ,  a nd  i t  o c cu r s wh e n  t he  c os t  o f  c a p i t a l  i s  m i n im um  o r  t h e

v a lu e  o f  f i r m  i s  max im um.

T h e  s t a t em en t  t h a t  d eb t  f un ds  a re  c h e a p er  t h en  e qu i t y  f u n ds

c a r r i e s  t he  c l e a r  imp l i c a t i on  t h a t  t h e  i n t e r e s t  r a t e  o f  d eb t  p lus  t he

i n c r e a s ed  yi e l d  on  t h e  c omm on  s t o ck ,  t o ge th e r  on  th e  w e i gh te d
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b a s i s  w i l l  be  l e s s  t h a n  yi e l d  ( c os t  o f  e q u i t y)  w h i c h  ex i s t e d  on  th e

c o mmo n  s to c k  b e fo r e  d eb t  f i n an c in g ( B a r g e s ,  A l e x a n d e r ,  1 9 6 3 : 1 1 ) .

T h a t  i s  t h e  w e i gh te d  a v e r a ge  c o s t  o f  c a p i t a l  w i l l  d e c rea s e  wi t h

t h e  us e  o f  d eb t  up  to  a  l im i t .

A c c o rd in g  t o  t h e  t r a d i t i on a l  po s i t i o n ,  t h e  m an ne r  i n  wh i ch  the

o v e r a l l  co s t  o f  c a p i t a l  r e a c t s  t o  c h ange s  i n  c ap i t a l  s t ruc t u r e  c an

b e  d iv i d ed  i n to  t h re e  s t a ge s . ( S o l o m a n ,  E z r a ,  1 9 6 3 : 9 4 )

Fi r s t  s ta g e:  In c r e as ing  Va lu e

T h e  f i r s t  s t a ge  s t a r t s  w i th  t h e  i n t r odu c t io n  o f  d e b t  i n  t h e f i r m ’s

c a p i t a l  s t ru c tu r e .   In  t h i s  s t a ge ,  t h e  c o s t  o f  e q u i t y  ( K s )  e i t he r

r e m ai ns  co ns t a n t  o r  r i s es  s l i gh t l y  w i th  de b t  b e c au s e  o f  t h e  ad d ed

f i na n c i a l  r i s k .   Bu t  i t  do e s  no t  i nc r e as e  f a s t  e no u gh  to  o f f s e t  t h e

a d v an ta ge  o f  l o w c o s t  d eb t .   In  o th e r  w o rd s ,  t h e a d v an ta ge

a r i s in g  ou t  o f  t h e  u s e  o f  de b t  i s  so  l a rge  t h a t ,  e v en  a f t e r  a l l o win g

f o r  h i gh e r  c os t  o f  e q u i t y ,  t h e  b e n e f i t  o f  t h e  u s e  o f  t h e  c h e a p e r

s ou r c es  o f  fu nd s  a r e  s t i l l  a v a i l a b l e .  A s  a  r e s u l t  t h e  v a lu e  o f  t he

f i rm  ( V )  i n c r e as es  a s  t h e  o ve r a l l  c o s t  o f  c ap i t a l  f a l l s  w i th

i n c r e a s in g  l ev e r a ge .

D u r i n g  th i s  s t a ge  co s t  o f  d e b t  (K d )  r em ai ns  c on s t an t  o r  r i s es  on l y

m od e s t l y .  T h e  c omb in e d  e f f e c t  o f  a l l  t h es e  wi l l  b e  r e f l e c t ed  in

i n c r e a s e  i n  m a rk e t  v a lu e  o f  t h e  f i rm  an d  d e c l in e  i n  ov e r  a l l  c os t

o f  c ap i t a l  ( K ) .

S e co nd  S t ag e :  Opt i mu m V alu e

In  t h e  s e co nd  s t a ge ,  f u r t h e r  a p p l i c a t i on  o f  d eb t  wi l l  r a i s e  c o s t  o f

d e b t  a nd  e qu i t y  c a p i t a l  so  sh a r p l y  a s  t o  o f f s e t  t h e  ga i ns  i n  n e t
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i n com e .   H en c e ,  t he  t o t a l  ma r k e t  v a l ue  o f  t h e  f i r m  wo u ld  r em ain

u n ch a n ge d .  W hi l e  t h e  f i rm  h as  r ea c h e d  a  ce r t a in  de g r e e  o f

l e v e r a ge ,  i n c r e a se  i n  i t  h as  a  n e g l i g ib l e  e f f e c t  o n  th e  v a lu e  o f  t he

f i rm  o r  ov e r a l l  c os t  o f  c ap i t a l  o f  t he  f i rm .  Th e  i n c r eas e  i n  t he

d e gr e e  o f  l ev e r a ge  i n c r e as es  t h e  co s t  o f  e q u i t y  d u e  t o  t h e  a d d ed

f i na n c i a l  r i sk  t ha t  o f f se t s  t h e  a d v an t age  o f  l o w c os t  de b t .  W i th i n

t h e  r a n ge  o f  s u ch  d e b t  l e ve l  o r  a t  a  s p e c i f i c  p o in t ,  t h e  v a l u e  o f

t h e  f i rm  wi l l  b e  m ax im um o r  t h e  c os t  o f  c ap i t a l  w i l l  b e  m in i mum .

Th i rd S t ag e : D e c l in i ng V alu e

Be yo n d  t h e  a c c ep ta b l e  l i m i t  o f  l e v e ra ge ,  t h e  va lu e  o f  t h e  f i rm

d e c r e as e s  wi th  t he  i n c r e a s e  o f  t h e  l eve r a ge  o r  t h e  o v e r a l l  co s t  o f

c a p i t a l  i n c r e as e s  w i t h  t h e  ad d i t i o na l  l e ve r a ge .  T h i s  h a pp en s

b e c a us e  i n v es to r s  p e r c e i v e  a  h i gh  d eg r e e  o f  f i n a n c i a l  r i s k ,  wh ich

i n c r e a s es  t h e  c os t  o f  e qu i t y  b y  m o r e  t h an  e n ou gh  to  o f f s e t  t h e

a d v an ta ge  o f  l o w co s t  d e b t .

T h e  o v e ra l l  e f f e c t  o f  t h es e  t h r ee  s t a ge s  i s  t o  su gge s t  t h a t  t h e  co s t

o f  c a p i t a l  i s  a  fu nc t i on  o f  l e ve r a ge ,  i . e .  f i r s t  f a l l i n g  a n d  a f t e r

r e a c h i n g  m in i mum p o i n t  o r  r a n ge  i t  wo u l d  s t a r t  r i s i n g .   Th e

r e l a t i on  b e tw e e n  c o s t  o f  c ap i t a l  an d  l ev e r a ge  i s  g r a p h i c a l l y

s ho w n  i n  f i gu r e  b e lo w .
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Fi g

u r e  1 :  E f f e c t  o f  l ev e r ag e  on  co s t  o f  ca p i ta l  und e r  t r ad i t i ona l

t h eo r y

In  t h e  a bo v e  f i gu re ,  i t  i s  a s s um ed  tha t  K s  r i s e s  a t  a n  i n c r e as in g

r a t e  wi t h  l ev e r a ge ,  w h er e a s  K d  i s  a s su me d  t o  r i s e  on l y a f t e r

s i gn i f i c an t  l e v e r a ge  h a s  o c cu r r ed .  A t  f i r s t ,  t he  w e i gh t ed  c o s t  o f

c a p i t a l ,  K ,  d e c l in e s  w i th  l e v e r a ge  b e cau s e  t h e  r i s e  i n  Ks  d o es  n o t

e n t i r e l y  o f f s e t  t h e  u s e  o f  c he a p e r  de b t  f un ds .  As  a  r e s u l t ,  K

d e c l in e s  wi t h  m od er a t e  u s e  o f  l ev e r a ge .   A f t e r  a  p o in t ,  h o w ev e r ,

t h e  i n c r e as e  i n  Ks  m o re  t h an  o f f s e t  t he  u s e  o f  ch e a pe r  d eb t  f un ds

i n  t h e  c ap i t a l  s t r uc t u r e ,  an d  K  b e g i ns  t o  r i s e .   T h e  r i s e  i n  K  i s

s up po r t e d  fu r th e r  o n c e  Kd  b e g in s  t o  r i s e .  Th e  o p t im a l  c a p i t a l

s t ru c t u re  i s  p o in t  X .  t hu s  t h e  t r ad i t i on a l  po s i t i o n  imp l i es  t h a t  t he

c o s t  o f  c a p i t a l  i s  no t  i n de p en d en t  o f  c a p i t a l  s t r uc tu r e  o f  t h e  f i rm

a n d  th a t  t h e r e  i s  an  o p t im a l  c ap i t a l  s t ru c tu r e .
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2 .3 .2 . Net  Income Approach

D a vi d  Du r an d  p ro po s ed  th e  Ne t  In c om e  Ap p ro a ch .  T h i s  a p p ro a ch

s t a t es  t h a t  f i rm  c a n  i n c r e as e  i t s  v a l u e  o r  l o w e r  t h e  c os t  o f  c a p i t a l

b y u s in g  th e  d eb t  ca p i t a l .  A c co r d in g  to  N I  a p p ro a c h ,  t h e r e  ex i s t s

p os i t i v e  r e l a t i on sh i p  b e tw e e n  c a p i t a l  s t ru c t u re  a nd  v a lu a t io n  o f

f i rm  an d  c ha n ge  i n  t h e  p a t t e r n  o f  c a p i t a l i z a t i on  b r in g  a bo u t

c o r r es po nd in g  c h an ge  i n  t h e  o v er a l l  c o s t  o f  c a p i t a l  an d  to t a l

v a lu e  o f  t he  f i rm .  T h us ,  w i t h  an  i n c re a s e  i n  t h e  r a t i o  o f  d e b t  t o

e q u i t y ,  o v e r a l l  co s t  o f  c ap i t a l  w i l l  de c l i n e  an d  m a r ke t  p r i c e  o f

e q u i t y  s t o ck  as  w e l l  a s  v a lu e o f  f i rm  w i l l  r i s e  ( D a v i d  D u r a n d ,  1 9 5 9 :

9 1 - 1 1 6 ) . Th e  co nv er s e  w i l l  h o l d  t r u e  i f  r a t i o  o f  d eb t  t o  eq u i t y

t e nd s  t o  d e c l i n e .  Th e  a p p ro a ch  a s s ume s  n o  c ha n ge  i n  t h e  b e h a v i o r

o f  bo th  s to c kh o ld e r s  a nd  de b t  ho l d e r s  a s  t o  t h e  r eq u i r ed  r a t e  o f

r e tu r n  i n  r e s po ns e  t o  a c h an ge  i n  t h e  d e b t - eq u i t y  r a t i o  o f  t h e

f i rm .  T h e y w a n t  t o  i nv e s t  s i n c e  d e b t  h o l d e r  a r e  ex po s ed  t o  l e s s e r

d e g r e e  o f  r i s k ,  a s su m ed  o f  a  f i x e d  r a t e  o f  i n t e r es t  a nd  a r e  g i v e n

p r e f e r en t i a l  c l a i m  o v e r  t h e  p r o f i t  a nd  a s s e t s ,  t he  d e b t  h o ld e r s ’

r e q u i r ed  ra t e  o f  r e t u r n  i s  r e l a t i v e l y  l o w e r  t h an  t h a t  o f  eq u i t y

h o l d e r s .  S o ,  t h e  deb t  f i n a n c in g  i s  r e l a t i v e l y c h e a p e r  t h an  e q u i t y .

Fo r  t h i s  r e a so n ,  a t  c o n s t an t  co s t  o f  eq u i t y  ( K s )  a n d  c os t  o f  d eb t

( K d ) ,  t he  o v e ra l l  co s t  o f  c a p i t a l  ( K )  d e c l in e s  wi t h  t h e  i n c r e as ed

p r op o r t i on o f  t h e  de b t  i n  t h e  c a p i t a l  s t r uc tu r e .   T h i s  su gge s t s  t h a t

h i gh er  t h e  l e v e l  o f  d e b t ,  l o w e r  t h e  o v e r a l l  c os t  o f  c a p i t a l  a nd

h i gh er  t h e  v a lu e  o f  f i r m .

I t  m e a n s  t h a t  a  f i rm  a t t en ds  a n  op t ima l  c a p i t a l  s t r u c t u r e  w h e n  i t

u s es  1 00 %  d eb t  f i n a n c i n g .   Ru nn i n g  a  b u s i n es s  wi t h  10 0 %  d eb t

f i na n c i n g ,  h o w ev e r ,  i s  q u i t e  u nc ommo n  in  t h e  r e a l  w or l d .  Th e

f i rm  c an  a ch i ev e  o p t im a l  c ap i t a l  s t ru c tu r e  b y m a k i n g  j ud i c io us
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u s e  o f  d eb t  an d  e qu i t y  a n d  a t t em pt  t o  m ax imiz e  t h e  m a rk e t  p r i ce

o f  i t s  s t oc k .

In  s u m ,  as  p e r  N I  a p p ro a ch ,  i nc r e ase  i n  r a t i o  o f  d eb t  t o  t o t a l

c a p i t a l i z a t i o n  b r i ngs  a b ou t  c o r r e sp ond in g  i nc r e as e  i n  t o t a l  v a l ue

o f  f i rm  a nd  d e c l in e  i n  c os t  o f  c a p i t a l .   O n  t he  c on t r a r y,  d e c r e as e

i n  r a t i o  o f  d e b t  t o  t o t a l  c a p i t a l i z a t i o n  c au s es  d e c l in e  i n  t o t a l

v a lu e  o f  f i r m  a nd  in c r e as e c os t  o f  ca p i t a l .   Th us ,  t h i s  a pp r o a ch  i s

a p p e ar e d  a s  r e l eva n c y t h e o r y.  T h i s  a p p r oa c h  i s  b as ed  o n  t h e

f o l lo wi n g  as sum pt io ns :

1 . T h e  c os t  o f  e qu i t y  a n d  d eb t  r e m ain  c on s t a n t  t o  t h e  a c c ep t a b l e

r a n ge  o f  l e ve r a ge .

2 . T h e  c o rp o r a t e  i n com e  t ax e s  do  n o t  ex i s t .

3 . T h e  c os t o f  d e b t  r a t e  i s  l e s s  t h a n  t h e  co s t  o f  e qu i t y .

4 . T h e  i nc r e as in g  l eve r a ge  b r i n gs  a bo u t  n o  d e t e r i o r a t i o n  in  t h e

e q u i t y  o f  n e t  e a r n in gs  so  l on g  a s  bo r ro w in g  i s  co ns i gn ed  t o  t h e

a m ou n t  b e l ow  t h e  ac c e p t a b l e  l im i t s .
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G r a ph i ca l l y ,  t he  e f f e c t  o f  l ev e r a ge on  t h e  f i r m’ s  c os t  o f  c a p i t a l

a n d  th e  t o t a l  m ar k e t  v a l u e  o f  t h e  f i r m  i s  sh ow n  b e l ow .

F i gu r e  2  s ho w s  a  c o n t i nu ou s  d e c r ea se  i n  K  w i th  t h e  i nc r e a s e  i n

d e b t - eq u i t y  r a t i o ,  s i n c e  a n y d e c r e a s e  i n  K  d i r e c t l y  c o n t r ib u t e s  t o

t h e  v a lu e  o f  t he  f i r m ,  i t  i n c r e as e s  wi t h  t h e  i n c r e a s e  i n  t h e  d e b t -

e q u i t y  r a t i o  ( f i gu r e  3 ) .   T hu s  t h e  f i n an c i a l  l ev e r a ge ,  a c co r d i n g  to

t h e  N I  a p p r o a c h  i s  a n  im po r t an t  v a r i a b l e  i n  t h e  c ap i t a l s t ru c t u re

d e c i s i on  o f  a  f i rm .   U n d e r  t h e  N I  a p p r o a c h ,  a  f i rm  c a n  de t e rmi ne

a n  op t im a l  c ap i t a l  s t ru c t u re .   I f  t h e  f i r m  i s  un l ev e l e d  th e  o v er a l l

c o s t  o f  c a p i t a l  w i l l  b e  j u s t  e qu a l  t o  t he  e qu i t y  c a p i t a l i z a t i on  ra t e .

In  b r i e f ,  t h e  e s s e nc e  o f  t h e  n e t  i n com e  a p p ro a c h  i s  t h a t  t h e  f i rm

c a n  lo w e r  i t s  c o s t  o f  c a p i t a l  b y  u s in g  d e b t .  T h e  ap p ro a ch  i s  ba s ed

o n  th e  as sum pt io n  t h a t  t h e  u s e  o f  d eb t  d o es  n o t  ch a n ge  t h e  r i sk

p e r c ep t i on  o f  t h e  i n v es to r .  Co ns e qu e n t l y ,  t h e  i n t e re s t  r a t e  o f  d e b t

( K d )  an d  t h e  eq u i ty  c a p i t a l i z a t i o n  r a t e  ( Ks )  r em ai n  c on s t a n t  t o

d e b t .   Th e r e fo r e ,  t h e  i n c re a s ed  us e  o f  d e b t  r e su l t s  i n  h i gh er

Ke
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Kd

Degree Of Leverage

Cost Of
Capital

Figure 2: The Effect of Leverage On
the Capital Structure
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Figure 3: The Effect of Leverage On
The Total Market Value of the Firm
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m a rk e t  v a lu e  o f  sh a r e s  an d  as  a  r e s u l t ,  l o w er  o v er a l l  c o s t  o f

c a p i t a l  ( K ) .

2 .3 .3 . Net  Operating Income Approach (NOI)

N O I a p p r o a c h  i s  a n o t h e r  b eh a v io ra l  a pp ro a c h s u gge s t e d  b y

D u r an d  D a v i d .   T h i s  a pp r o ac h  i s  d i am et r i c a l l y  o p p o s i t e  f r om  t he

N I  a p p ro a c h  wi t h  r e s p ec t  t o  t h e  a s su mp t io n  o f  t h e  b eh a v i o r  o f

e q u i t y  h o l d e r s  an d  d e b t  ho l d e r s .   T h e  e s s en c e  o f  t h i s  ap p r o a c h  i s

t h a t  t h e  l ev e r a ge / c a p i t a l  s t r u c t u r e  d e c i s io n  o f  t h e f i r m  i s

i r r e l ev a n t .  Th e  ove r a l l  c os t  o f  c a p i t a l  i s  i nd e pe nd e n t  o f  t h e

d e gr e e  o f  l ev e r a ge ;  a n y c h a n ge  i n  l e ve r a ge  w i l l  l e a d  t o  c h a n ge  in

t h e  v a l ue  o f  t h e  f i rm  an d  th e  m a r ke t  p r i c e  o f  t h e  sh a r e s .  N e t

o p e r a t i n g  ap p ro a ch  i s  s l i gh t l y  d i f f e r en t  f r om N I  a p p r o a ch ,  u n l i ke

t h e  N I  a p p r o a ch  in  N O I a p p r o a ch ,  t h e  o v er a l l  c os t  o f  c ap i t a l  an d

v a lu e  o f  f i rm  a r e  i nd e p en de n t  o f  c ap i t a l  s t ru c tu r e  de c i s io n  a nd

c h a n ge  in  d e g r e e  o f  f i na n c i n g .  Le v e r age  d o e s  n o t  b r in g  a b o u t  an y

c h a n ge  in  t h e  v a lu e  o f  f i r m  an d  c os t  o f  c a p i t a l .

T h e  ma in  d i f f e r enc e  b e tw e e n  N I  a n d  N O I a p p r o a ch  i s  t h e  b a se

t h a t  i nv e s t o r s  u s e  t o  v a l u e  t h e  f i rm .  Un d e r  NO I a p p r o a c h ,  t he  N e t

o p e r a t i n g  in c om e,  i . e . ,  t h e  e a rn ing  b e f o r e  i n t e r e s t  a n d  t ax

( E BIT ) ,  i n s t e ad  o f  n e t  i n com e  i s  t a ke n  a s  t h e  b a se .  L i k e  t h e  N I

a p p ro a ch ,  t h e  N O I  a p p ro a ch  a l s o  a s su m es  a  co ns t a n t  r a t e  o f  K d ,

w h ic h  m e a ns  t h a t  t h e  d eb t  h o l d e r s  do  n o t  d em a nd  h i gh er  r a t e  o f

i n t e r es t  f o r  h i gh e r  l e v e l  o f  l e v e r a ge  r i sk .   H o we v e r ,  un l i ke  t he

a s su mpt io n  o f  N I  a p p ro a c h ,  NO I a p p r o a c h  a s s um es  t h a t  t h e  e qu i t y

h o l d e r s  d o  r e a c t  t o  h i gh e r  l ev e r a ge  r i s k  an d  d e m an d  h i gh e r  r a t e

o f  r e t u rn  f o r  h i ghe r  d e b t - eq u i t y  r a t i o .   Th i s  ap p ro a c h  s a ys  t h a t

t h e  co s t  o f  e qu i t y  i n c r ea s es  wi th  t he  d e b t  l ev e l  a nd  th e  h i gh er
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c o s t  o f  eq u i t y  o f f s e t  t h e  b en e f i t  o f  c h e a p er  d eb t  f i n a n c i n g ,

r e s u l t i n g  n o  e f f e c t  a t  a l l  o n  ov e r a l l  cos t  o f  c ap i t a l  ( K ) .

T h e  N O I a p p ro a c h  i s  b as ed  o n  f o l l o win g  a s s um pt i on s :

1 . T h e  m a rk e t  c ap i t a l i z es  t h e  v a l u e  o f  t h e  f i r m  as  a  w ho l e .

T h us ,  t h e  sp l i t  b e tw e e n  d eb t  a nd  e qu i t y  i s  n o t  imp o r t an t .

2 . T h e  m a rk e t  u s e s  a n  ov e r a l l  c a p i t a l i z a t i on  r a t e ,  K  to

c a p i t a l i z e  t h e  n e t  o p e r a t i n g  in c om e.   K  d e p en ds  on  t he

b us in e s s  r i sk .  I f  t h e  b us i n es s  r i s k  i s  a s s um ed  to  r e ma in

u n ch a n ge d ,  K  i s  c on s t a n t .

3 . T h e  us e  o f  l e s s  co s t l y  d e b t  f un ds  i n c r e as e s  t he  r i sk  o f

s h a r eh o ld e r s .  T h i s  c a us e s  t h e  eq u i t y - c a p i t a l i z a t i on  r a t e  t o

i n c r e a s e .   Th us ,  t he  a dv a n t a ge s  o f  deb t  a r e  o f f s e t  ex a c t l y

b y t h e  i n c r e as e  i n  t h e  eq u i t y  c a p i t a l i z a t i on  r a t e ,  Ks .

4 . T h e  d eb t - c a p i t a l i z a t i o n  r a t e ,  Kd  i s  co ns t an t .

5 . T h e  c o rp o r a t e  i n com e  t ax e s  do  n o t  ex i s t .

T h e  f un c t i o n  o f  K s  un d e r  NO I a p p r o a ch  c a n b e  ex p r e s s ed  in

e q u a t i on  as  f o l l o ws ;

SBKKKK dS /)( 

T h e  r e l a t i o ns h ip  be t w e en  f in an c i a l  l e v e r a ge  a n d  K ,  Ks ,  a n d  Kb

h a s  b e en  g r ap h i c a l ly  d e p i c t e d  i n  f o l l ow i n g  f i gu r e s .
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In  t h e  f i gu re  4  a bo v e ,  i t  i s  sh ow n  th a t  t h e  cu r v e  K  and  K d  a r e

p a r a l l e l  t o  t h e  h o r i z on ta l  X -ax i s  an d  Ks  i s  i n c r e a s in g

c o n t i nu ou s l y.  T h i s  i s  b e ca us e  K  an d  Kd  r em ai n  c on s t an t  u n de r  a l l

t h e  c i r cum s t a nc e s  b u t  t h e  K s  in c re a s e s  w i th  t h e  de g r e e  o f

i n c r e a s e  i n  t h e  l e ve r a ge .  T hu s ,  t h e r e  i s  no  s i n g l e  p o in t  o r  r a n ge

w h e r e  t h e  c ap i t a l s t r uc tu r e  i s  op t imum .  W e  k no w  o bv iou s l y f r o m

t h e  f i gu r e  4  t h a t  un d e r  t h e  N O I a p p r o a c h ,  a s  l o w  c os t  o f  d e b t  i s

u s ed ,  i t s  a dv a n t a ge  i s  ex a c t l y  o f f s e t  by  i n c r e a s e  i n  co s t  o f  eq u i t y

i n  su c h  a  wa y t h a t  t h e  co s t  o f  c a p i t a l  r em ai ns  co ns t a n t .  B y t h i s ,

v a lu e  o f  t h e f i rm  a l so  r em ai ns  c on s t an t .  A t  t h e  ex t r e m e  d e g r e e  o f

f i na n c i a l  l e v e r a ge ,  h i dd e n  c os t  b e co m es  v e r y h i gh  he n c e  t he

f i rm ’s  c os t  o f  c a p i t a l  a nd  i t s  m a rk e t  v a lu e  a re  no t  i n f l ue n c e d  b y

t h e  u s e  o f  a dd i t i ona l  ch e ap  d e b t  f un d ( G i t m a n  L a w r e n c e ,  1 9 8 8 :  7 9 1 ) .

Leverage

Cost
of
capital

Ks

Ko

Kd

Leverage

V=B+STotal
Market
Value

Figure 4: The Effect of Leverage
On Cost of Capital

Figure 5: The Effect of Leverage On
Total Market Value of the Firm
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2 .3 .4 . Modigl iani -Mil ler  Approach (MM approach)

T h e  M od i g l i an i - Mi l l e r  t h es i s ( M o d i g l i a n i  F .  a n d  M .  H .  M i l l e r ,  “ T h e

C o s t  o f  C a p i t a l ,  C o r p o r a t e  F i n a n c e ,  a n d  T h e  T h e o r y  o f  I n v e s t m e n t s ” ,

A m e r i c a n  E c o n o m i c  R e v i e w ,  X L V I I I  J u n e  1 9 5 8 ) r e l a t i n g  to  t h e  r e l a t i o n

i s  a k in t o  ne t  o p e r a t i n g  in c om e a p p r o ac h .  M M  a p p ro a ch ,

s up po r t i n g  t h e  n e t  o p e r a t i n g  in co m e  ap p ro a c h ,  a r gu es  t ha t ,  i n  t h e

a b s en c e  o f  t ax es ,  t o t a l  m a r k e t  v a l u e  a n d  co s t  o f  c ap i t a l  o f  t he

f i rm  r em ai n  i nv a r i an t  t o  t h e  c ap i t a l  s t ru c tu r e  ch a n ges .  T he y m a k e

a  f o rmi d ab l e a t t ac h  on  t h e  t r a ns i t i on a l  po s i t i on  b y  o f f e r in g

b e h av io r a l  j u s t i f i ca t i on  f o r  ha v i n g  the  c o s t  o f  c ap i t a l ,  K ,  r em a in

c o ns t a n t  t h r ou gh  a l l  d e g r e e  o f  l ev e r age ( i b i d ,  2 7 2 ) .  MM c o n t e nd

t h a t  co s t  o f  ca p i t a l  i s  e qu a l  t o  t h e  ca p i t a l i z a t i o n  r a t e  o f  a  pu r e

e q u i t y  s t r e am  o f  i n c om e  an d  t he  ma rk e t  v a l u e  i s  a s c e r t a i n ed  b y

c a p i t a l i z i n g  i t s  exp e c t e d  in c om e a t  t h e  ap p ro pr i a t e  d i s co u n t  r a t e

o f  i t s  r i sk  c l a s s .  MM  p os i t i on  i s  b a sed  o n  th e  i d e a  t h a t  n o  m at t e r

h o w yo u  d i v i d e  up  th e  c ap i t a l  s t r u c tu r e  o f  a  f i r m  am on g  d e b t ,

e q u i t y a n d  o th e r  c l a im s ,  t h e r e  i s  a  co nv e r s io n  o f  i n v es t me n t  v a lue

( i b i d : 2 7 3 ) .  H o we v er ,  t h e  f o l l o win g  a s su mpt io ns  r e ga r d in g  the

b e h av io r  o f  t h e  i nv e s t o r s  a nd  th e  c ap i t a l  m a rk e t ,  t h e  ac t i on s  o f

t h e  f i r ms  an d  th e  t ax  e nv i r onm e n t  a r e  c r u c i a l  fo r  t h e  v a l id i t y  o f

t h e MM  h yp o th e s i s .

1 . P e r f ec t  ca p i t a l  m ar k e t s :  Th e  i mp l i ca t i on  o f  p e r f ec t  ca p i t a l

m a rk e t  i s  t h a t  s e cu r i t i e s  a r e  i n f i n i t e l y  d iv i s i b l e ,  i nv e s to r s  a r e

f r e e  t o  bu y a n d  s e l l  s e cu r i t i e s ,  i nv e s t o r s  c an  bo r r ow  wi th ou t

r e s t r i c t i o ns  o n  th e  s a m e  t e r ms  a nd  c o nd i t i on s  a s  f i rms  c a n ,

t h e r e  a r e  n o  t r an sa c t i on  c os t s  an d  in v es to r s  a r e  r a t i o na l  and

b e h av e  ac c o rd i n g l y .
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2 . F i r ms  c an  b e  g r ou p ed  in to  ho mo gen o us  r i sk  c l a s s es .  F i r ms

w o u l d  b e  c on s id e r ed  t o  b e l on g  t o  a  hom o ge n eo us  r i sk  c l a s s  a s

t h e i r  ex p e c t e d  e a r n in gs ,  a d ju s t  fo r  s c a l e  d i f f e r en c es  h a ve

i d en t i c a l  r i s k  c h a ra c t e r i s t i c s .  T h e  sha r e  o f  t h e  hom o gen e ou s

f i rm  w ou ld  b e  p e r fe c t  su bs t i t u t e  f o r  on e  an o t he r .

3 . F i r ms  d i s t r i bu t e  a l l  ne t  e a rn in g  t o  t h e  s ha r e ho l d e r s ,  i . e . ,

d iv id ed  p a yo u t  r a t i o n  i s  1 00  p e r c en t .

4 . T h e r e  a r e  no  t ax e s .  T h i s  a s sum pt i on i s  r em ov e d  l a t e r .

5 . T h e  as sum pt i on  o f  p e r f ec t  i n f o rm at i on  a nd  r a t i on a l i t y ,  a l l

i nv e s to r s  h as  t h e  s am e  ex c e p t i on  o f  f i rm ’s  n e t  o pe r a t i n g

i n com e  wi t h  wh i ch  t o  e v a lu a t e  t h e  v a lu e  o f  an y f i rm .

T h e  M M c os t  o f  c ap i t a l  h yp o t h es i s  c an  b e  b es t  ex p r es s ed  i n  t e r ms

o f t he i r  p r op os i t i on  I  a n d  I I . ( M o d i g l i a n i  a n d  M i l l e r ,  1 9 6 9 : 2 6 1 - 2 7 9 )

Pr o p os i t i on  I

G i ve n  th e  ab ov e  as s um pt i on s ,  M M  a r gu e s  t h a t ,  fo r  t h e  s am e  r i s k

c l as s ,  t h e  t o t a l  m ar k e t  va lu e  i s  i nd ep e nd e n t  o f  t h e  d eb t -e qu i t y

m ix  an d  i s  g i v en  b y c a p i t a l i z i n g  th e  ex p e c t e d  n e t  o p e r a t i n g

i n com e  b y t h e  r a t e  a p p ro p r i a t e  t o  t h e  r i sk  c l a s s ( i b i d : 2 6 8 ) . T hi s  i s

t h e i r  p ro po s i t i on  I .  In  e q u a t io n  t h i s  c an  be  ex p re s s e d  a s  fo l l ow s :

)()( SEquityofValueMarketBDebtofValueMarketFirmtheofValue 

=
ratetioncapitalizaoverallExpected

incomeoperatingnetExpected

=
EBT

EBIT
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For an unlevered firm,

S
u K

EBIT
V 

W h e r e  K  =  Ks  i n  c as e  o f  u n l ev e r ed  f i rm .

P ro po s i t i o n  I  c a n  b e  ex p r e s s e d  i n  t e r ms  o f  t h e  f i r m’s  o v er a l l

c a p i t a l i z a t i o n  r a t e ,  K ,  w h i c h  i s  t h e  r a t i o  o f  N e t  op e r a t i ng  i n c om e

( E BIT )  t o  t h e  m a rke t  v a l u e  o f  a l l  i t s  s e c u r i t i e s .  Th a t  i s :

BS

NOI
K




V

NOI


K  c a n  a l so  b e  ex p re s s ed  as

BS

BK

BS

SK
K dS







)()(

I t  m e a n s  K  i s  t h e  w e i gh t e d  a v e r a ge  o f  t h e  ex p ec t ed  ra t e  o f  r e tu rn

o f  e q u i t y  a n d  d e b t  c a p i t a l  o f  t h e  f i rm  s in c e  t h e  c os t  o f  ca p i t a l  i s

d e f i n ed  as  t h e  ex p ec t e d  n e t  o p e ra t i n g  i n com e  d iv id e d  b y t h e  t o t a l

m a rk e t  v a l u e  o f  t he  f i rm  an d  s i n c e  M M  co n c lu d e  th a t  t h e  t o t a l

m a rk e t  v a l u e  o f  t he  f i rm  i s  un a f f e c t ed  b y t h e  f i n a n c in g  mix ,  i t

f o l l o w s  th a t  t h e  co s t  o f  c a p i t a l  i s  i nd e p en de n t  o f  t he  c a p i t a l

s t ru c t u re  a nd  i s  e qu a l  t o  t h e  c ap i t a l i z a t i on  r a t e  o f  a  pu re  e q u i t y

s t re a m o f  i t s  c l a s s ( P a n d e y ,  I . M . ,  1 9 8 1 : 3 5 ) .
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T h e  o v er a l l  co s t  o f  c ap i t a l  fu n c t i on  a s  h yp o t h e se s  by  M M  i s

s ho w n  i n  f i gu r e  b e lo w

Fi g :  6  Th e  C os t  o f  C ap i ta l  un de r  th e  M M  hy po th es i s

T h us  t w o  f i r ms  i de n t i c a l  i n  a l l  r e s pe c t s  ex c ep t  f o r  t h e i r  c ap i t a l

s t ru c t u re  c a nn o t  c o mm an d  d i f f e r en t  m a r k e t  v a l u es  n o r  h a ve

d i f f e r en t  co s t  o f  c a p i t a l .  Bu t  i f  t h e r e  i s  a  d i s c r e pa n cy  i n  t h e

m a rk e t  v a l u es  o r  t h e  c os t  o f  c a p i t a l ,  a r b i t r a r y w i l l  t a ke  p l a c e ,

w h ic h  wi l l  e n ab l e  i nv e s to r s  t o  e n gage  i n  pe r so n a l  l eve r a ge  t o

r e s t o r e  eq u i l i b r i um in  t he  m a rk e t ( P a n d e y  I . M . ,  1 9 8 1 : 3 7 ) .

Pr o p os i t i on  I I

M M  P r op os i t i on  I I ,  w h i c h  d e f in es  t h e  c o s t  o f  e qu i t y ,  f o l l o ws

f r om  t h e i r  p r op os i t i o n  I  a n d  s h o ws  t h e  i mp l i c a t i on s  o f  t h e  ne t

o p e r a t i n g ap p ro a ch .  Th e  p r op os i t i o n  I I  s t a t e s  t h a t  t h e  c o s t  o f

e q u i t y  r i s e  p r op o r t i o na t e l y  w i t h  t h e  i n c r e as e  i n  t h e  f i na n c i a l

l e v e r a ge  in  o r d e r  t o  c omp e ns a t e  i n  t he  f o r m o f  p r em ium  fo r

b e a r i n g  ad d i t i o n a l  r i s k  a r i s in g  f r om  t h e  i n c r e as i n g  l ev e r a ge

Y

Ko

O

Ko

D/V

Cost of
Capital

Financial Leverage
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( P r a d h a n ,  S . ,  1 9 9 2 : 3 6 2 ) .  T h e  e qu a t io n  fo r  t h e  c os t  o f  e qu i ty  c a n  b e

d e r i v ed  f r om  t he  d e f i n i t i on  o f  t he  av e ra ge  c o s t  o f  c ap i t a l

BS

BK

BS

SK
K dS







)()(
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T h e  a bo v e  eq u a t i on  s t a t e s  t h a t  f o r  any  f i r m  i n  a g i v en  r i sk  c l a s s

t h e  co s t  o f  eq u i t y ,  K s ,  i s  eq u a l  t o  t he  c o ns t an t  a v e r a ge  c o s t  o f

c a p i t a l ,  K ,  p lu s  a  p r em iu m fo r  t he  f i n a n c i a l  r i s k ,  wh i c h  i s  eq ua l

t o  d e b t - eq u i t y  r a t i o  t i m es  t h e  s p re a d  b e t w ee n  t h e  c o ns t an t

a v e r a ge  c os t  o f  c a p i t a l  an d  t h e  i n t e r es t  r a t e .  A s  t h e  p ro po r t i o n  o f

d e b t  i n c r e as e s ,  t he  c o s t  o f  e qu i t y  i n c r e as e s  co n t in uo us l y  e v e n

t ho u gh  K  a nd  Kd  a r e  c on s t an t .  The  c r u c i a l  p a r t  o f  t h e  MM

h yp o t h es i s  i s  t h a t  K  w i l l  no t  r i s e  e ve n  i f  v e r y e x c e s s iv e  u s e  o f

l e v e r a ge  i s  m ad e .  T h i s  c on c l us io n  c ou ld  b e  v a l id  i f K d  r e ma ins

c o ns t a n t  fo r  a n y d e g r e e  o f  l e v e ra ge .  Bu t  i n  p r ac t i c e  K s  in c r e as e s

w i t h  l e v e r a ge  b e yo n d  a  c e r t a in  a c ce p t ab l e  l ev e l  o f  l e v e r a ge .

H o w ev e r ,  MM  m a in t a i ns  t h a t  ev e n  i f  Ks  i s  a  f un c t io n  o f  l e v e r a ge ,

K  wi l l  r em a in  co ns t a n t  a s  K s  wi l l  i n c re a s e  a t  a  d e c r e as i ng  r a t e  t o

c o mp e ns a t e .  Th i s  ca n  b e  s ho wn  as
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Fi g :  7  B eha v i o r  o f  Ko ,  Ki  and  Ke  u nd e r  M - M Hyp o th es i s

I t  i s  c l e a r  f r om  t h e  f i gu r e  t h a t  Ks  wi l l  i n c r e as e  t i l l  t h e  m a r g in a l

r a t e  o f  i n t e r e s t  ( Kim )  i s  b e lo w  th e  cos t  o f  c a p i t a l .  A s  soo n  as  t h e

m a r g in a l  r a t e  o f  i n t e r e s t  cu t s  t h e  cos t  o f  c a p i t a l ,  K s  w i l l  s t a r t

f a l l i n g .

2.4. Leverage

T h e  t e r m  l e v e ra ge  m a y b e  d e f in e d  as  t h e  us e  o f  t h a t  s ou r c e  o f

f u nd s  i n  t h e  bus in es s  fo r  wh i c h  th e  f i rm  h as  t o  p a y f i x e d  c h a r ge s ,

i r r e s p ec t i ve  t o  t he  e a r n i n gs  o f  f i rm .  T h e re  a r e  t w o  t yp e s  o f

l e v e r a ge :  F in a nc i a l  l ev e r a ge  a nd  o pe r a t i n g  l ev e r a ge .  Le v e r a ge

a s so c i a t e d  wi t h  i nve s tm en t  a c t i v i t i e s  i s  c a l l ed  o pe r a t i n g  l e v e r a ge

a n d  a s so c i a t ed  wi th  f i n an c i a l  a c t i v i t i e s  i s  c a l l e d  f i na n c i a l

l e v e r a ge .

O

Ke, Ki
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Financial Leverage
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2 .4 .1 . Financial  Leverage

Fi n an c i a l  l ev e r a ge  i s  t h e  r a t i o  o f  t o t a l  d eb t  t o  t o t a l  a s s e t s  o r  t h e

t o t a l  v a lu e  o f  t h e  f i rm ( W e s t o n  a n d  B r i g h a m ,  1 9 8 1 : 5 5 5 ) .  Th e  us e  o f

f ix e d  so u rc e s  o f  f un ds ,  su c h  as  d eb t  an d  p r e f e r en c e  c a p i t a l  a lo n g

w i t h  t h e  o w ne r s  eq u i t y  i n  t h e  c ap i t a l  s t ru c tu r e  a r e  d e sc r ib e d as

f i na n c i a l  l e v e r a ge ( W a t e r m a n ,  M a r t i n ,  1 9 6 3 : 7 ) .  F in a n c i a l  l ev e r a ge

r e f e r s  t o  t h e  r e sp o ns e  o f  sh a r eh o ld e r s  i n c om e  t o  ch a n ge  in

e a r n i n g  b e fo r e  i n t e r es t  an d  t ax  a nd  i s  c r e a t e d  b y d e b t  o r

p r e f e r re d  s to ck  f i n an c i n g  wi th  f i x e d  in t e r es t  an d  d iv id en d

p a ym e n t ( L a w r e n c e ,  D .  S c h e l l  a n d  H a l e y ,  1 9 8 3 : 3 2 5 ) .

T h e  d e b t  i s  r i s k y a s  w e l l  a s  m or e  a dva n t a geo us  i n  t h e  co n t ex t  o f

e a r n i n g .  Th e  u s e  o f  d e b t  an d  p r e f e r re d  s t o ck  f i n an c i n g  p r ov id e

t h e  i nc om e  a dv a n ta ge  o v e r  t h e  co mm on  s t o ck  f i n an c in g  o f  t h e

f i rm  u nd e r  t h e  f av o r a b l e c o nd i t i on  a nd  t h e y i n c r e a se  t h e  r i sk  t o o .

Le v e r a ge  i s  em ploye d  b y t h e  c om p any t o  e a r n  mo r e .  T he  su r p l us

w i l l  i n c r e as e  t h e  r e tu r n  o n  E qu i ty .  S i n c e  t h e  i n t e r e s t  a nd

p r in c i p l e  p a ym e n t s  a r e  t h e  c on t r a c t u a l  o b l i ga t i on  t o  t h e  f i rm ,  i t

i s  r i sk y i n  t h e  v i e wp o i n t o f  t h e  s ha r e ho ld e r s .
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2.5. Review Of Related Studies

2 .5 .1 . Review Of Journals

Th e  M odi g l i an i  and  Mi l l e r ’  S t udy ( M o d i g l i a n i ,  F .  a n d  M i l l e r  M .  H . ,

t h e  c o s t  o f  C a p i t a l ,  C o r p o r a t i o n  F i n a n c e  a n d  t h e  T h e o r y  o f  I n v e s t m e n t ,

A m e r i c a n  E c o n o m i c  R e v i e w ,  X L V I I I ,  J u n e  1 9 5 8 :  2 6 1 - 2 9 7 )

In  t h e i r  f i r s t  s t udy ,  M M  us ed  t h e  p r e v i ou s  w o rks  o f  A l l e n  a nd

Sm i th  i n  su p po r t  o f  t h e i r  i nd e pe nd e n ce  h yp o t h es i s .  A l l en ’ s  s t ud y

c o ns i s t e d  o f  a n  a na l ys i s  o f  t h e  r e l a t i on  b e t w e en  s e cu r i t y  yi e l d

a n d  f i n an c i a l  s t r uc t u r e  f o r  4 3  l a r ge  e l e c t r i c  u t i l i t i e s ,  w h i ch  i s

b a s ed  o n  a v e ra ge  f i gu r e  f o r  t h e  ye a r s  1 9 47  an d  19 48 ,  wh i l e  s mi t h

d e s i gn e d  h i s  s t ud y o f  4 2  e l e c t r i c  u t i l i t i e s .

In  t h e  f i r s t  p a r t  o f  t h e i r  w o rk  M M  t es t ed  t h e i r  p ro po s i t i o n  I ,  t he

c o s t  o f  c ap i t a l  i s  i r r e l e v an t  t o  t h e  f i r m’ s  c ap i t a l s t ru c tu r e  b y

c o r r e l a t i o n  a f t e r  t ax  c os t  o f  c ap i t a l  w i t h  l ev e r a ge  B/V .  Th e y

f o un d  th a t  t h e  c o r re l a t i on  co - e f f i c i en t  i s  s t a t i s t i c a l l y

i ns i gn i f i c an t  an d  po s i t i v e  i n  s i gn .

In  t h e  s e co nd  p a r t  o f  t h e i r  s t ud y,  t h ey  t e s t e d  t h e i r  p r opo s i t i o n  I I

t h e  ex p e c t ed  yi e l d  o n  c omm on  s h a r e  i s  l i n e a r  f u n c t i on  o f  d e b t  t o

e q u i t y  r a t i o .  T h e  s e c on d  pa r t  o f  t h e i r  s t ud y i s  c o ns i s t e n t  w i t h

t h e i r  v i e w s  i . e .  i f  t h e  c os t  o f  b o r r o we d  f un ds  i n c r e a s es ,  t h e  c os t

o f  eq u i t y  w i l l  d e c l in e  t o  o f f s e t  t h i s  i nc r e a s e

M M  c on du c t e d  t h e  s e c on d  s tu d y i n  1 96 3 ,  co r r e c t i n g  t he i r  o r i g in a l

h yp o t h es i s  f o r  c o r p o r a t e  i n co me  t ax e s  a nd  ex p e c t e d  c o s t  o f

c a p i t a l  t o  be  a f f e c t e d  b y l e v e r a ge  f o r  i t s  t ax  ad v an t a ge s  o r  n o t ,
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f o r  t h i s  t h e y c o n du c t ed  t h e  ma th em at i c a l  a n a l ys i s  r e ga r d in g  th e

e f f e c t  o f  l ev e r a ge  a n d  o t h e r  v a r i a b l e  o n  th e  c os t  o f  c a p i t a l ,  t h e y

f o un d  th a t  t h e  l ev e r a ge  f a c to r s  a r e  s i gn i f i c an t  on l y b e c a us e  o f  t h e

t ax  ad v an t a ge  in vo l v ed . ( M i l l e r ,  M . H .  a n d  F .  M o d i g l i a n i ,  E s t i m a t e s  o f

t h e  C a p i t a l  t o  E l e c t r i c  U t i l i t y  I n d u s t r y ,  1 9 5 4 - 1 9 5 7 ,  A m e r i c a n  E c o n o m i c

R e v i e w ,  5 6 , J u n e  1 9 6 6 : 3 3 3 - 3 9 1 )

V i e t  Anh  D ang ’ s  S tud y ( V i e t  A n h  D a n g ,  ‘ T e s t i n g  t h e  T r a d e - O f f  a n d

P e c k i n g  O r d e r  T h e o r i e s ” ,  2 0 0 5 )

V i e t  An h  D an g  in  t h e  s t ud y,  ‘ T e s t i n g  t h e  T r ad e - O f f  a nd  P e ck in g

O r d e r  T h eo r i e s ’ ,  20  J u l y  2 0 0 5  ex am in e d  t h e  p e r fo r ma nc e  o f  two

i n f lu e n t i a l  b u t  co n t r ad i c t i n g  t he o r i e s  o f  c ap i t a l  s t ru c tu r e ,  kn own

a s  t h e  t r ad e -o f f  a nd  p e ck i n g  o r d e r  t he o r y.  In  ge n e r a l ,  ou r  f i nd i n g

s u gge s t s  t h a t  t h e  t r a d e - o f f  t h eo r y h o lds  w e l l  u nd e r  b o t h  a  p a r t i a l

a d ju s tm e n t  a nd  a n  e r r o r  c o r r e c t io n  f r a m e wo rk .  In  s pe c i f i c a t i o ns

t h a t n es t  b o t h  t h eo r i e s ,  t h e  f o r m er  t he o r y o u t p e r f o rms  th e  l a t t e r

t h eo r y.  T h e  i n t r odu c t io n  o f  t h e  c as h  f l ow  d e f i c i t  v a r i a b l e  h as

a d d ed  l i t t l e  am ou n t  o f  a d d i t i o n a l  ex p la n a to r y  p o w e r  t o  t h e  t r ad e -

o f f  f r am e w or k .  Fu r t he r mo r e ,  t h e  e s t i ma t ed  co e f f i c i en t  o n  t ha t

v a r i a b l e  i s  no t  fo un d  to  b e  s t a t i s t i c a l l y  e q u a l  t o  u n i t y  a s  i t  wo u l d

b e  i f  t h e  s t r i c t  i n t e r p r e t a t i o n  o f  t h e  pe c k in g  o rd e r  t h eo ry  w e r e  t o

h o l d .  T h e  r es u l t s  c o ns i s t e n t l y  s h o w  t h a t  t h e  a d j us t m en t  p r oc e s s

p r e v a i l s  w i t h  t h e  sp e e d  o f  a d j us t me n t  c o e f f i c i e n t  s i gn i f i c a n t  an d

r e l a t i v e l y h i gh  ( a bo v e  . 50 ) .  Th e r e  h as  b e en  a l so  s om e  c om p e l l i n g

e v id e nc e  i n  f a vo r  o f  t h e  r e l a t i o ns h ips  be tw e e n  ge a r in g  a nd  t h e

c o nv e n t i on a l  d e t e r mi n i n g  f a c t o r s  ( ex c ep t  p r o f i t ab i l i t y) ,  a s

p r e d i c t e d  b y t r a d e - o f f  f r am e wo rk .  N o n -d eb t  t ax  sh i e l ds  a n d

gr o w th  op po r t un i t i e s  a r e  r ep o r t ed  t o  b e  i n v er s e l y  r e l a t ed  t o  d eb t
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r a t i o ,  wh i l e  co l l a t e r a l  v a lu e  o f  a s s e t s  a n d  s i z e  a r e  fo un d  t o  h a ve

p os i t i v e  e f f ec t s  u po n  ge a r in g .

In  o t h e r  r e s p e c t ,  t h e  s tu d y h a s  p o s ed  s e r i ou s  qu e s t i ons  o n  th e

e m pi r i c a l  v a l i d i t y  o f  t h e  p ec k i n g  o rde r  t he o r y.  H o w e v er ,  g i v en

t h e  s im p l i c i t y  o f  t h e  em pi r i c a l  m od e l ,  i t  i s  i mp os s ib l e  t o  r e j e c t

t h e  p ec k i n g  o r de r  t h e o r y p r e d i c t i on  com pl e t e l y .

J os hua  Ab o r ( A b o r  J . ,  “ T h e  e f f e c t  o f  c a p i t a l  s t r u c t u r e  o n  p r o f i t a b i l i t y ” ,

T h e  j o u r n a l  o f  R i s k  F i n a n c e ,  2 0 0 5 : 4 3 8 - 4 4 5 )

J os hu a  Ab o r  i n  t he  s t ud y,  ‘ T h e  e f f ec t  o f  c ap i t a l  s t r u c t u re  on

p r o f i t a b i l i t y . ”  m e n t io ne d  t ha t  t h e  r e l a t i o ns h ip  b e t w ee n  c a p i t a l

s t ru c t u re  a nd  f i rm  v a l u e  h as  b ee n  th e  su b j e c t  o f  co ns id e r ab l e

d e b a t e .  Th ro u gho u t  t h e  l i t e r a tu r e ,  d e ba t e  h as  c en t e r e d  o n  w h e th e r

t h e r e  i s  a n  op t im a l  c a p i t a l  s t r u c t u r e  f o r  a n  i n d iv id u a l  f i rm  o r

w h e t h e r  t h e  p ro po r t i o n  o f  d eb t  u s a ge  i s  i r r e l e v an t  t o  t he

i nd iv i du a l  f i r m’ s  va l u e .  Th e  c ap i t a l  s t r uc tu r e  o f  a  f i rm  c o n c er ns

t h e  m ix  o f  d e b t  a nd  e q u i t y  t h e  f i rm  us e s  i n  i t s  op e r a t i on . Br e a l e y

a n d  M ye r s  c on ten d  th a t  t h e  ch o ic e  o f  c a p i t a l  s t ru c tu r e  i s

f u nd am e n t a l l y  a  m a rk e t in g  p r ob l em.  A c c or d i n g  to  W e s to n  an d

Br i gh am ,  t h e  o p t im a l  c a p i t a l  s t ru c tu r e  i s  t h e  on e  t ha t  m ax im iz e s

t h e  m a r k e t  v a l ue  o f  t h e  f i rm ’s  o u t s t a nd in g  sh a r es .

O t he r  t he o r i e s  t h a t  h a v e  b ee n  a dv a nc e d  t o  ex p l a in  t h e  c a p i t a l

s t ru c t u re  o f  f i rms  in c lu de  ba nk r up t cy  c o s t ,  a ge n c y t h e o r y,  a n d

t h e  p ec k i n g  o r de r  t h e o r y.  T h e s e  t h eo r i e s  a re  d i s c uss e d  in  t u rn .

Ba n k ru p t c y c o s t s  a r e  t he  c os t  d i r e c t l y  i n c u r r ed  w h e n  t he

p e r c e i v ed  p ro ba b i l i t y t h a t  t h e  f i rm  w i l l  d e f au l t  o n  f i na n c in g  i s
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gr e a t e r  t h a n  z e r o .  T h e  b an kr up t c y p r o b a b i l i t y  i n c r e a se s  w i t h  de b t

l e v e l  s i n c e  i t  i n c re a s e s  t h e  f e a r  t h a t  t h e  co mp a n y m i gh t  n o t  b e

a b l e  t o  ge n er a t e  p r o f i t s  t o  p a y b a c k  t he  i n t e r es t  a nd  th e  l o an s .

T h e  p o t en t i a l  co s t s  o f  b an k ru p t c y  m a y b e  b o th  d i r e c t  a nd

i nd i r e c t .  Ex a mpl e s  o f  d i r e c t  b a nk r up t c y c o s t s  a r e  t h e  l e ga l  a nd

a d min i s t r a t i v e  c os t s  i n  t h e  b a nk r up t c y p r o c e s s .  Ex am pl es  o f

i nd i r e c t  b a nk ru p t cy  c o s t s  a r e  t h e  l o s s  i n  p r o f i t s  i nc u r re d  b y t h e

f i rm  a s  a  r e su l t  o f  t h e  u nw i l l i n gne s s  o f  s t a k eh o l de r s  t o  d o

b us in e s s  wi t h  t h em  .T h e  us e  o f  d eb t  i n  c ap i t a l  s t r u c tu r e  o f  t h e

f i rm  a l so  l e ad s  t o  a ge n c y c o s t s .  A ge nc y  c o s t s  a r i s e  a s  a  r e s u l t  o f

t h e  r e l a t i on sh i ps  be t w e en  sh a r eh o l de r s  a nd  m an a ge r s  and  th os e

b e tw e e n  d e b t -h o ld e r s  a nd  sh a r eh o ld e r s .  T he  n e ed  t o  b a l anc e  ga i ns

a n d  c os t s  o f  d eb t  f i na n c i n g  em e r ged  a s  a  t h eo r y k n o wn  as  t h e

s t a t i c  t r a d e - o f f  t he o r y b y  M ye r s .  I t  v a lu e s  t h e  co mp an y a s  t h e

v a lu e  o f  t h e  f i rm  i f  u n l ev e l e d  p lus  t h e  p re s en t  v a l ue  o f  t h e  t ax

s h i e l d  min us  t h e  p re s e n t  v a l u e  o f  b a nkr u p t c y a n d  a ge n c y c o s t s .

In  s u mm a r y,  t h e r e  i s  no  un iv e r s a l  t h eo r y  o f  t h e  d eb t - eq u i t y

c h o i c e .  D i f f e r en t  v i ew s  h a v e  b e en  p u t  f o r w a rd  r e ga rd in g  t he

f i na n c i n g  ch o i c e .

R i ma  D ev i  S hr e s th a ( S h r e s t h a  R i m a  D e v i ,  F o c u s  o n  C a p i t a l  S t r u c t u r e ,

P r a v a h a  J o u r n a l  o f  M a n a g e m e n t ,  N e p a l  C o m m e r c e  C a m p u s ,  K a t h m a n d u ,

1 9 9 3  V o l .  1 0 : 4 0 )

Ri m a D ev i  S h r es t ha  c on du c te d  a  s tud y o n  t h e  t o p i c  ‘Fo c us  on

C a p i t a l  S t ru c t u r e  o f  s e l e c t e d  an d  l i s t e d  p ub l i c  co mp a n i e s . ’  The

s tu d y u s e d  d a t a  f r o m 19  c omp a n i es ,  w h i ch  co v e re d  d i f f e r en t

s e c t o r s su c h  as  m an u f a c tu r i n g ,  f i n an ce ,  u t i l i t y  s e r v i c e  an d  o t he r

a l l i ed  a r e as .  I t  w a s  f o un d  t ha t  m os t  o f  t h es e  co mp a n i es  ha v e  deb t
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c a p i t a l  r e l a t i v e l y v e r y h i gh e r  t h a n  eq u i t y  c a p i t a l .  C ons e qu e n t l y

m os t  o f  t h em  a r e  op e r a t i n g  a t  l o s s es  t o  t h e  ex t e n t  t h a t  p aym e n t  o f

i n t e r es t  on  l oa n  h as  b ee n  s e r i ous  i s su e s .  M os t  o f  t h e  l o s s e s  a r e

a f t e r  c h a r g i n g  i n t e r es t  on  l o an .  I t  h a s  su gge s t ed  t h a t  t h e

go v e r nm en t  h as  t o  c o n s i de r  t h e  p ub l i c  e n t e rp r i s es  i n  ev a lu a t in g

t h e  r e l a t i o ns h ip  b e t w e en  u s e  o f  d e b t  a nd  i t s  im pa c t  on  ov e r a l l

e a r n i n g  o f  pu b l i c  e n t e r p r i s e s .  So  go v e r nm en t  s ho u l d  be  s u r e  i n

k n ow in g  h ow  us ing  d e b t  c ap i t a l  w i l l  m ax im iz e  r e t u rn .  I t  s h o u l d

d e v e l op  a  s u i t a b l e  c a p i t a l  s t r u c tu r e  gu i d e l i n e  t o  m a ke  p ub l i c

e n t e r p r i s e s  aw a r e  o f  i t s  r e sp on s ib i l i t y  t o  r e p a y t h e  d e b t

s c h ed u l es .  Go v er nm e n t  ha s  t o  an a l yz e  c o s t  a nd  r i sk  r e tu r n  t r ad e

o f f .  Th us ,  c a p i t a l  s t r uc tu r e  n e ed s  t o  be  m ad e  mo r e  d e t e rm in a t e  b y

r e a l i s t i c  a n a l ys i s  o f  co s t .  La s t l y ,  sh e  co n c l ud ed  t h a t  p o l i c y

m a k er s  h av e  t o  be  c a r e fu l  i n  d e v e l op in g  th e  s u i t a b l e  c a p i t a l

s t ru c t u re  gu i d e l i n es  i n  m ak i n g  pu b l i c  e n t e r p r i s e s  a s  w e l l  a s  l i s t ed

c o mp a n i es  t o  b e  awa r e  o f  f i n a n c i a l  a cco u n t ab i l i t y .

2 .5 .2 . Review Of Artic les

Sudh i r  Poud ya l ( P o u d y a l  S .  “ C a p i t a l  S t r u c t u r e :  I t ’ s  I m p a c t  o n  V a l u e  o f

a  F i r m ,  S e m i n a r  o n  E m e r g i n g  I s s u e s  a n d  C h a l l e n g e s  i n  C o r p o r a t e  F i n a n c e

i n  N e p a l ,  R e s e a r c h  P a p e r  S u b m i t t e d  t o  F a c u l t y  o f  M a n a g e m e n t ,  T . U ,

K a t h m a n d u ,  N e p a l ,  2 0 0 2 )

“  A  s t ud y o n  C ap i t a l  S t ru c tu r e :  I t ’ s  im p a c t  on  v a lu e  o f  a  F i rm ” ,

a n  a r t i c l e  b y S u d h i r  P ou d ya l  c o n c e n t r a t e d  t o  ex am in e  t h e

i n t e r re l a t i on sh i p  be t w e en  th e  ob j ec t iv e  o f  a c h i ev i n g  a n  o p t im a l

c a p i t a l  s t r u c tu r e  an d  to  p r ov id e  co nc e p tu a l  f r a m ew o rk  f o r  t he

d e t e r min a t io n  o f  t he  op t im a l  c ap i t a l  s t r u c t u r e .
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Fo r  t h i s ,  a  h yp o t h e t i c a l  f i rm  i s  c o ns t r u c t ed  a nd  d i f f e r en t

a s su mpt io ns  a r e  l a i d  d o wn  t o  a na lyz e  t h e  e f f e c t  o f c a p i t a l

s t ru c t u re .  V a r i ou s  s t a t i s t i c a l  an d  f i na n c i a l  t oo l s  l i k e  r a t i o

a n a l ys i s  a re  u s e d  to  ex t r ac t  r e as on a b le  f i gu r e  fo r  t h e  h yp o t h e t i c a l

f i rm .  I t  i s  o bs e r ved  th a t  t he  mi n im um  w ei gh t ed  a ve r a ge  c o s t  o f

c a p i t a l ,  m ax im um v a l ue  o f  t h e  f i rm  a n d  p r i c e  p e r  s h a r e a re

a t t e nd e d  a t  d e b t  r a t i o  o f  30 %.

Fu r th e rm o re ,  i f  t he r e  i s  f l ex ib i l i t y  t o  s e l e c t  c a p i t a l  s t ru c tu r e  i n

a n y p r o p o r t i on ,  op t i ma l  c ap i t a l  s t r uc tu r e  r a n ge  f r om  3 0 %  t o  40 %.

A n  op t im a l  c a p i t a l  s t ru c t u r e  w ou ld  fu l f i l l  t h e  i n t e r e s t  o f  e qu i t y

s h a r eh o ld e r  an d  f i n a n c i n g  r eq u i r em en t  o f  a  c omp a n y a s  w e l l  a s

o th e r  c on c e rn e d  g r o u ps .

Pa u l  Ma r sh ( M a r s h  P .  “ T h e  C h o i c e  b e t w e e n  E q u i t y  a n d  D e b t ”  T h e

J o u r n a l  o f  F i n a n c e ,  v o l .  X X V I I  N o .  1 ,  M a r c h ,  1 9 8 2 )

In  t h e  a r t i c l e ,  “ The  C ho i c e  be tw e e n  E q u i t y  a n d  D e b t ” ,  f o l l o wi n g

i s s u es  a r e ex p r e s s ed

 W h e th e r  c omp a n i es  a r e  h av in g  th e  t a r ge t e d  de b t  r a t i o .

 W h e th e r  t h e y h a v e  s im i l a r  t a r ge t s  f rom  th e  c om po s i t i on  o f

t h e i r  d eb t .

 W h e th e r  d eb t  r a t i o  o r  t h e  ch o i c e  o f  t h e  f i n a n ce  i n s t r ume n t

a r e  i n f lu e n c ed  b y o t h e r  f a c to r s .

 H o w  a cc u r a t e l y  c a n  w e  p r ed i c t  w h e th e r  t h e  c om p an y w i l l

i s s u e  eq u i t y  o r  d eb t?
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T h en  h e  s u gge s t e d  t h a t

 W h i l e  p l a nn i n g  th e i r  i s s u es ,  c ompa n y s h ou ld  co ns id e r

f u tu r e  a s  w e l l  a s  c u r r e n t  d e b t  r a t i o .

 I f  t h e  c om p an ie s  a re  l oo k i n g  a t  b oo k  v a lu e  d eb t  r a t i o ,  t he r e

w i l l  c h an ge  d u r in g  t h e  i n t e r e s t - i s su ing  p e r io d  o f  r e t en t io ns

a n d  b an k  lo an s .

 A n y o v e r a l l  c h ange  i n  t ax  l e v e l  c o u l d  c a us e  i s su in g

c o mp a n i es  t o  sh i f t  t h e i r  p e r f o rm an c e  to w a rd s  e i t h e r  d e b t  o r

e q u i t y .

 Sm a l l  co mp an i es  r e l y  o n  b a nk  l o an  r a th e r  t h an  lo n g - t e r m

d e b t  b e ca us e  o f  l oc a t i on ,  co s t an d  p r o b l em s  o f  a c c es s  t o

c a p i t a l  m a rk e t .

 E q u i t y  i s su e s  s e em  to  b e  f av o ra b l e  a s  i t  p ro v i de s  s t r o n g

s h a r e  p r i c e  an d  ov er a l l  m a rk e t  p e r fo r ma n c e .

2 .5 .3 . Review Of Thesis

M s .  An j ana  Sh ah ( S h a h  A .  “  A  S t u d y  O n  T h e  C a p i t a l  S t r u c t u r e  O f

S e l e c t e d  M a n u f a c t u r i n g  C o m p a n i e s  ( N e p a l  L e v e r  L t d . ,  B o t t l e r s  N e p a l  L t d . ,

S r i r a m  S u g a r  M i l l s ,  J y o t i  S p i n n i n g  M i l l s ,  A r u n  V a n a s p a t i  U d h y o g ) ” ,

U n p u b l i s h e d  M a s t e r ’ s  T h e s i s ,  T . U . ,  K a t h m a n d u ,  2 0 0 4 )

M s.  An j an a  S ha h  m a d e  th e  s tu d y w i t h  a  pu r po s e  t o  a cc e s s  t h e

d e b t  s e r v i n g  c ap a c i t y  o f  t h e m en t i on ed  m an u fa c tu r i n g  c om p an i e s ,

ex a min in g  t he  r e l a t i on  b e t w e en  R e t u rn  o n  Eq u i t y  a n d  T o ta l  D eb t ,

R e t u rn  o n  E qu i t y  a n d  D e b t  R a t i o ,  Ea r n i n g  A f t e r  T ax  a n d  T o t a l

D e b t  an d  In t e r e s t  an d  E a rn in g  Be f o r e  In t e r e s t  a nd  T ax .
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Bo t h  f i n a n c i a l  t o o l s  s u ch  a s  r a t i o  ana l ys i s  a s  w e l l  a s  s t a t i s t i c a l

t oo l s  s u ch  as  c o r r e l a t i o n  co - e f f i c i en t  a n d  re g r e s s io n  an a l ys i s  h a s

b e e n  us e d  as  t h e  me t ho do l o g y.

T h e  s t ud y r e v e a l ed  t ha t  N e pa l  Le v e r  Lt d  i s  f u l l y  e q u i t y  b a s ed  an d

h a s  n o t  b e e n  us in g  Lo n g  T e r m  D eb t .  T h e  Bo t t l e r s  N ep a l  Lt d .  i s

f r e e  o f  Lo n g - t e rm D e b t  b e c au s e  o f  im pr ov e d  c a sh  f l o w s  a nd

e f f e c t iv e  m an a ge me n t .  Th e  S r i r a m  Sp i nn in g  Mi l l s  h as  66 . 33 %  o f

a s s e t s  f i n a n ce d  wi th  d e b t  a nd  h en c e  the r e  i s  l e s s  f l ex i b i l i t y  t o  t h e

o w n er s .  Th e  D e gre e  o f  F i n an c i a l  Le v e r a ge  a n a l ys i s  o f  J yo t i

S p in n i n g Mi l l s  sh ow s  th e  f a i l u r e  o f  t he  c o mp a n y t o  ga i n  ex p e c t ed

p r o f i t s .  A nd  T h e  A r u n  V an as p a t i  U dh yo g  h a s  a  f l u c tu a t in g  D e b t

E q u i t y  R a t i o .  I t s  Lo n g  T e r m  De b t  i s  de c r e as in g  a n d  on l y

c r e d i to r s  m a ke  a  sm al l  sh a r e  o f  f i n anc e .

M s .  M an ju  Ku ma r i  Pa nd ey ( P a n d e y  M .  K . ,  “ T h e  S t u d y  O n  C a p i t a l

S t r u c t u r e  O f  S t a n d a r d  C h a r t e r e d  B a n k  L t d .  A n d  N e p a l  B a n g a l d e s h  B a n k

L t d . ”  U n p u b l i s h e d  M a s t e r ’ s  T h e s i s ,  T . U . ,  K a t h m a n d u ,  2 0 0 3 )

T h e  b as i c  ob j ec t i ve  o f  t h e  s tu d y m a d e  b y M s .  M a n ju  K um a r i

P a nd e y w a s  t o  a na l yz e  t h e  i n t e r r e l a t i o ns h i p  o f  c a p i t a l  s t r uc tu r e

w i t h  v a r i ou s  im po r t a n t  v a r i ab l e  suc h  a s  ea r n i n g  pe r  s h a r e ,

d iv id en d  p e r  sh a r e  a nd  ne t  w or th  o f  t h e  j o i n t  v e n tu r e  ba n ks  and

t o  p ro v id e  s u gge s t io ns  t o  ov e r co m e va r i ou s  i s s u es  a nd  gap s .

T h e  s tu d y h a s  u s e d  f i n a n c i a l  t oo l s  s u ch  a s  R a t i o  A n a l ys i s ,  E BIT -

E PS  an a l ys i s ,  ov e r a l l  c a p i t a l i z a t i o n  r a t e ,  e qu i t y  c a p i t a l i z a t i on

r a t e ,  t o t a l  v a lu e  c a l c u l a t i on  e t c  a nd  S t a t i s t i c a l  t oo l s  su ch  a s  K a r l

P e a rs on ’s  co r r e l a t i o n  a nd  p r ob a b l e  e r ro r s .
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T h e  s tu d y c o n c l ude d  th a t  a l l  t h e  j o in t  v e n tu r e  ba nk s  a r e  u s in g

h i gh  pe r c en t a ge  o f  t o t a l  d e b t  i n  r a i s i n g  th e  a s s e t s  an d  a l l  t he

b a nk s  a r e  ab l e  t o  p a y t h e  i n t e r es t .  Th e  s t ud y s u gge s t e d  t h a t  t he

b a nk  mu s t  c on t r o l  t o t a l  d ep os i t  a nd  t h e  b a nk  mu s t  a l so  c o n t ro l

i nv e s tm e n t .  Th e  ba n k  n e e ds  t o  r ed uc e  i t s  ex p en se s  and  c on t ro l

f l uc tu a t io ns  i n  t h e  e a r n i n gs  p e r  sh a r e  t o  im pr ov e  i t s  m a rk e t  p r i ce

p e r  s h a r e .

M r .  Ka ma l  Bah adu r  R aj law a t ( R a j l a w a t  K . B ,  “ T h e  C a p i t a l  S t r u c t u r e

o f  N e c o n  A i r  L i m i t e d ” ,  U n p u b l i s h e d  M a s t e r ’ s  T h e s i s ,  T . U . ,  K a t h m a n d u ,

1 9 9 9 )

T h e  m ai n  o b j e c t i ve  o f  t h e  s t ud y i s  t o  a n a l yz e  a n d  ex am in e  t he

c a p i t a l  s t r u c tu r e  o f  N e co n  A i r  Li m i t e d ,  ex am in e  t he  f i na n c i a l

p os i t i on ,  h i gh l i gh t  t h e i r  g r o wth  a nd  p o l i c i e s  a nd  r ev i ew  v a r i ous

p r e v io us  s tu d i e s  r e l a t i n g  to  t h e  s t ud y.  T h e  s t ud y u s e d  p r i ma r y a s

w e l l  a s  s e c on d a r y d a t a  f o r  t h e  an a l ys i s .  T he me th od o lo g y u s e d

i n c lu d es  f i n an c i a l  t o o l s  su c h  as  R a t io  A na l ys i s  a nd  s t a t i s t i ca l

t oo l s  su c h  as  Co r re l a t i o n  co - e f f i c i e n t  a nd  P ro b ab l e  E r r o r .  The

s tu d y h a s  f o u nd  th a t  N ec on  A i r  Li m i t ed  h as  d eb t  equ i t y  r a t i o

h i gh er  t h a n  r e qu i r e d .  T h i s  h i gh e r  d e b t  c ap i t a l  i s a  s e r i ou s

i mp l i ca t i on  f r om th e  f i rm ’s  p o i n t  o f  v i ew .  In  t h i s  c on d i t i o n ,  t h e

c a p i t a l  s t ru c tu r e  wi l l  l e a d  t o  i n f l ex ib i l i t y  i n  t h e  op e r a t i o n  o f  t h e

f i rm  as  c r ed i to r s  w o u ld  ex e r c i s e  p r e s s u r e  a nd  i n t e r f e r e  wi th

m a n a gem e n t .  N e co n  Ai r  h a s  r a i s e d  d e b t  f r om  d i f f e r e n t

c o mm e r c i a l  b a nk s  a n d  h as  t o  p a y h e a v y p o r t i o n  o f  p r o f i t  a s

i n t e r es t ,  s o  t h e  p aym e n t  o f  t h e  i n t e re s t  w i l l  b e  h az a rdo us  w h en

p r o f i t  i s  de c l in in g .  So ,  i t  i s  s u gge s t e d  th a t  N e co n  Ai r  Lt d  sh ou ld

d e c r e as e  i t s  d e b t  ca p i t a l  a s  f a r  a s  po ss ib l e .  I t  h as  a dd ed  t ha t th e

r a t i o  o f  2 :1  i s  t h e  be s t  r a t i o  f o r  o p t im a l  c ap i t a l  s t ru c tu r e .
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CHAPTER 3

RESEARCH METHODOLOGY

R e se a r ch  me th od o lo g y d e a l s  wi t h  r e s e a r ch  d es i gn ,  n a tu r e  an d

s ou r c es  o f  d a t a ,  da t a  c o l l e c t i o n  p r oc e d u re  a n d  m e th od  o f  d a t a

a n a l ys i s .  Ho w  re s e a r ch  i s  a c com pl i sh e d  d e p en ds  o n  th e

r e s e a r ch e r .  R es e a rc h  m e th od o lo g y i s  t h e  w a y o f  do i n g  an d

c o mpl e t in g  r e se a r ch  wo r k

3.1. Research Design

R e se a r ch  d es i gn  i s  t h e  p l an ,  s t ru c t u re  a nd  s t r a t e g y o f

i nv e s t i ga t i on s  c onc e i ve d  s o  a s  t o  o b t a i n  an sw e rs  t o  r e s e a r c h

q u es t io ns  a nd  t o  con t ro l  v a r i an c es .  I t  i n c lu d es  a n  o u t l i n e  o f  w ha t

t h e  i nv e s t i ga to r  wi l l  do  f ro m  w r i t i ng  t h e  h yp o th e s es  a n d  t h e i r

o p e r a t i on a l  im p l i ca t i on s  t o  t h e  f i na l  a n a l ys i s  o f  d a t a .   T he

s t ru c t u re  o f  t h e  r e s e a r ch  i s  mo r e  sp ec i f i c .   I t  i s  t h e  ou t l i n e ,  t h e

s c h em e ,  a n d t he  s t an d a rd  o f  t h e  o p e ra t i on  o f  t h e  v a r i a b l es .   W h en

w e  d r aw  d i a g r am s  th a t  o u t l i n e  t h e  v a r i a b l es  an d  th e i r  r e l a t i o n  a nd

j ux ta po s i t i o n ,  we  b u i l d  s t ru c t u r a l  s c h em es  fo r  a c c om pl i sh in g

o p e r a t i on a l  r e s e a r ch  p u rp os es .   S t r a t e g y,  a s  u s e d  h e re ,  i s  a l s o

m o re  s p e c i f i c  t h a n  p l an .   In  o t h e r  wo rd s ,  s t r a t e g y i mp l i es  h o w th e

r e s e a r ch  ob j e c t iv es  wi l l  b e  r e a ch ed  a nd  ho w  t h e  p r ob le m

e n c ou n t e r ed  in  t h e  r e s e a r ch  w i l l  b e  t ac k l ed .

T h e  m et ho d  an d  de f in i t e  t e c hn i qu e ,  w h ic h  gu i d es  t o  s tu d y a n d

g i v e  w a ys  t o  p e r fo r m  r es e a r ch  wo r k  i s  kn o wn  as  r e se a r ch  d es i gn .
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I t  i s  mo s t  n e c es sa r y t o  c om pl e t e  t h e  r e s e a r ch  an d  fu l f i l l  t he

o b j e c t iv e  o f  t h e  r e se a r c h .

F i r s t  o f  a l l ,  i n f o rm at io n  an d  d a t a  a r e  c o l l e c t ed .  T he  i mp or t an t

i n fo rm at io n  a nd  da t a  a re  s e l e c t ed .  T he n  d a t a  i s  a r r a n ge d  i n  u s e fu l

m a nn e r . A f t e r  t h a t ,  da t a  a r e  an a l yz ed  b y u s i n g  a pp r op r i a t e

f i na n c i a l  a nd  s t a t i s t i c a l  t o o l s .  In  a n a lys i s  p a r t ,  i n t e r p r e t a t i on  and

c o mm en t s  a r e  a l s o  m a d e  wh e r eve r  n e c e s s a r y.  R e s u l t  a n d

c o n c l us i on  a re  g ive n  a f t e r  a na l ys i s  o f  d a t a ,  r e com m en da t i on  an d

s u gge s t io n  i s  a l so  g i v e n .  T h e  th e s i s  h as  b e e n  a do p te d  f ro m

p r e v io us  r e s e a r ch  w o r ks .  P r e v io us  t he s i s  s t yl e s  a nd  f o rm at s  h a v e

b e e n  f o l l ow e d .

T h e  m ai n  o b j e c t ive  o f  r e s e a r ch  w ork  i s  t o  ev a lu a t e  t h e  c a p i t a l

s t ru c t u re s  o f  Ban k  o f  Ka th ma nd u ,  Him al a ya n  Ba n k  Li mi t e d ,  a nd

N e p a l  In v e s tm en t  Ba n k  Li m i t ed .  T o  co mp le t e  t h i s  s t u d y,

f o l lo wi n g  d e s i gn  an d  f o rm at  h as  b e e n  a do p t e d .

3.2. Data Collection Procedure

3 .2 .1 . Nature  and Sources  o f  Data

M a in l y,  t h e  s t ud y i s  c on du c te d  o n  the  b as i s  o f  s e c on d ar y d a t a .

T h e  r e qu i r e d  da t a  a r e  ex t ra c t e d  f r om b a l a nc e  s h ee t s ,  P r o f i t  a nd

Lo s s  a c c o un t s  a nd  d i f f e r e n t  f i n an c i a l  s ch e du le s  o f  c o n c e rn ed

b a nk s ’  a nn u a l  r e po r t s .  O t h e r  s up p l em e n t a r y d a t a  a r e  c o l l e c t ed

f r om  a  n umb e r  o f  i n s t i t u t i on s  an d  r e gu l a t i n g  a u t ho r i t i e s  l i ke

N e p a l  R as t r a  Ba n k ,  N ep a l  S t oc k  E x c h an ge  Lt d . , s e c u r i t y

ex c h an ge  bo a rd ,  e t c .  a nd  f r om  d i f f e r e n t  r e l a t e d  w eb s i t e s .  T h i s

s tu d y i s  b a s ed  o n  th e  h i s t o r i c a l  d a t a  o f  5 - ye a r  p e r io d .
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3 .2 .2 . The  Populat ion  and Sample

T h e r e  a r e  a l l  t o ge th e r  1 7  co mm e rc i a l  b a nk s  fu n c t i on in g  in  N e p a l ,

w h ic h  i s  t h e  s i z e  o f  t h e  po pu l a t i on . Ou t  o f  t h em ,  3  l e a d i n g

p r iv a t e  co mm er c i a l  b a nks ,  Ban k  o f  Ka t hm an du  Lt d . ,  H im al a ya n

Ba n k  Lt d . ,  an d  N ep a l  In v e s tm e n t  Ban k  Lt d . ,  a re  c on s id e r e d  as

s a mpl e s  t o  c a r r y o u t  t h i s  t he s i s .

3.3. Tools  for Analysis

Fo r  t h e  pu r po s e  o f  d a t a  a n a l ys i s ,  v a r io us  f i n an c i a l  a nd  s t a t i s t i c a l

t oo l s  w i l l  be  u s ed  t o  a c h i ev e  t he  ob j e c t i v e  o f  t h e  s tu d y.  T h e

e v a lu a t io n  o f  d a t a  w i l l  b e  c a r r i e d  o u t  t o  t h e  p a t t e r n  o f  d a t a

a v a i l ab l e .

D i f f e r e n t  t o o l s  h ave  b e en  s e l e c t e d  a c co r d i n g  to  t h e  n a tu re  o f  d a t a

a s  w e l l  a s  s ub je c t  ma t t e r .  Th e  ma jo r  t o o l em plo ye d  f o r  t h e

a n a l ys i s  o f  t h e  da t a  i s  r a t i o  an a l ys i s ,  w h i ch  es t ab l i s h es  t he

n um e r i c a l  r e l a t i o ns h i p  b e t w e en  tw o  v a r i a b l es  o f  t h e  f i na n c i a l

s t a t em en t .  Bes id es ,  t h e  s t a t i s t i c a l  t o o l s  a r e  a l so  u se d .

3 .3 .1 . Financial  Tools

Fi n an c i a l  a n a l ys i s  i s  t h e  p ro c e s s  o f  i d e n t i f yi n g  th e  f i na n c i a l

s t r e n g th  a nd  w e ak n es s  o f  t h e  f i rm  b y  p r o p e r l y  e s t a b l i sh i n g

r e l a t i on sh ip  b e t w e en  th e  i t em s  o f  t h e  ba l a nc e  sh e e t .   In  t h i s  s t u d y

r a t i o  a n a l ys i s  i s  u se d  as  t he  f i n a n c i a l  t oo l  fo r  t h e  d a t a  ana l ys i s .
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T h e  f in an c i a l  t o o l s  t h a t  w i l l  be u s ed  fo r  d a t a  an a l ys i s  a r e :

 R at io  an a l ys i s

 Le v e r a ge  a n a l ys i s

 C a p i t a l  s t r u c t u r e  an a l ys i s

 T r a d i t i o n a l  a n a l ys i s

 M od i g l i an i – M i l l e r ’ s  a pp r o a ch

3 .3 .1 .1 . Ratio  Analys is

R at io  a n a l ys i s  i s  a  t e c h n i qu e  o f  a n a l yz i n g  a n d  i n t e r p r e t i n g

f i na n c i a l  s t a t em en t s  t o  ev a l u a t e  t h e  p e r fo rm a nce  o f  an

o r ga n iz a t io n  b y  c r e a t i n g  th e  r a t i o s  f ro m  t h e  f i gu r es  o f  d i f f e r en t

a c c o un t s  c on s i s t i ng  i n  b a l a nc e  s h e e t  a nd  i n co me  s t a t em e n t .  The

q u a l i t a t i v e  j ud gm en t  co n c er n i n g  f i n an c i a l  pe r f o r m an c e  o f  a  f i rm

c a n  b e  c a r r i ed  ou t  w i t h  t h e  he lp  o f  r a t i o  an a l ys i s .  Ev en  th ou gh

t h e r e  a r e  m an y r a t i o s ,  o n l y t h o s e  r a t i o s  h a v e  b e e n  co v e r ed  i n  t h i s

s tu d y,  w h i ch  a r e  r e l a t e d  t o  i n v es tm en t  o pe r a t i o n  o f  t h e  ba n k .

T h i s  s t ud y c o n t a i ns  f o l l o win g  r a t i o s :

 L ong  T e r m D eb t  to  T o ta l  De bt

T h e  l on g - t e r m  d e b t  t o  t o t a l  d e b t  r a t i o m e as u r es  t h e  p e r c en t a ge  o f

l on g - t e rm d eb t  t o  t o t a l  d eb t  u s e d  i n  t h e  co mp a n i es .  S o ,  i t  i s  t he

p e r c en t a ge  o f  l on g - t e rm  d eb t  a mo n g  t h e  t o t a l  d eb t  e mpl o ye d  b y

t h e  c omp a n y.
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T h e  Lo n g  T e r m D eb t  t o  T o t a l  D e b t  i s  c a l cu l a t ed  as :

100
DebtTotal

DebtTermLong
RatioDebtTotaltoDebtTermLong

 L ong -T e r m D eb t  to  Cap i t a l  E mpl oy ed

T hi s  r a t i o  i s  u s ed  t o  ex p r es s  t h e  r e l a t i o ns h ip  b e t w e en  lo n g - t e rm

d e b t  a nd  c ap i t a l  em pl o ye d  b y t h e  f i rm .  I t  s ho ws  th e  p r op o r t i on  o f

l on g  t em  d eb t  an d  s h a r eh o ld e r s '  f und  in  t h e  c a p i t a l  s t r uc tu r e .

T h i s  r a t i o  i s  c a l cu l a t e d  as :

EmployedCapital

DebtTermLong
EmployedCapitaltoDebtTermLong 

T h e  h i gh er  r a t i o  o f  l on g - t e rm  d e b t  t o  c a p i t a l  e mpl oye d  r a t i o

s ho w s  th e  h i gh e r  c o n t r i bu t io n  o f  l on g  t e rm  d eb t  t o  t h e  c a p i t a l

s t ru c t u re  an d  v i c e  v e r s a .

 D e b t  to  T ot a l  A ss e t s

T hi s  r a t i o  m e as u re s  t h e  ex t en t  t o  w h ic h  b o r r ow e d  fu n ds  h a ve

b e e n  us e d  to  f i n an c e  t h e  c omp a n y’ s  a s s e t s .  I t  i s  r e l a t e d  t o

c a l cu l a t e  t o t a l  d e b t  t o  t h e  t o t a l  a s s e t s  o f  t he  f i rm .   T he  to t a l  d eb t

i n c lu d es  l on g - t e rm d e b t  an d  c u r re n t  l i a b i l i t i e s .  Th e  t o t a l  a s s e t s

c o ns i s t  o f  p e rm a nen t  a s s e t s  a nd  o t h e r  a s s e t s .  I t  i s  c a l c u l a t e d as .

100
AssetsTotal

DebtTotal
RatioAssetTotaltoDebt
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T h e  l ow e r  t o t a l  de b t  t o  t o t a l  a s s e t s  r a t i o  i nd i c a t es  t h a t  t he

c r e d i to r s  c l a im  i n  t h e  t o t a l  a s se t s  o f  t h e  c omp a n y i s  l ow e r  t h an

t h e  ow n e r ' s  c l a i m  an d  v i c e  v e r s a .

 D e b t to Equ i t y R at i o

T h e  d eb t - e qu i t y  r a t i o  m e asu r e s  t h e  l o n g - t e rm  c om p on e n t s  o f

c a p i t a l  s t r u c tu r e .  Lo n g - t e r m  d e b t  a nd  sh a r eh o ld e r ’ s  equ i t y  a r e

u s ed  i n  f i n a nc in g  a s s e t s  o f  t h e  c om p an i e s .  S o ,  i t  r e f l e c t s  t he

r e l a t i v e  c l a im s  o f  c r e d i to r s  a nd  sh a r eho ld e r s  a ga in s t  t h e  a s s e t s  o f

t h e  f i rm .  De b t  t o  E q u i t y  r a t i o  i nd i c a t e s  t h e re l a t i v e  p ro p or t i o ns

o f  d e b t  a nd  e qu i t y .  T h e  r e l a t i on sh i p  be t w e en  o u t s id e r s  c l a im  a nd

o w n er s '  c a p i t a l  ca n  b e  sh o wn  b y  d e b t - e qu i t y  r a t i o .  I t  i s

c a l cu l a t ed  as :

100
'


EquitysrShareholde

DebtTermLong
RatioEquitytoDebt

T hi s  r a t i o  i s  a l so  k n ow n  a s  d eb t  t o  n e t  w or th  r a t i o .  A  h i gh  d eb t

e q u i t y r a t i o  i nd i c a t e s  t h a t  t h e  c l a ims  o f  t h e  c r ed i to r s  a re  g r e a t e r

t h an  th a t  o f  t h e  sh a r e h o ld e r s  o r  o w n ers  o f  t he  co mp a n y.

 I n t e r es t  C ov e r ag e  R a t i o

T hi s  r a t i o  i nd i c a t es  t h e  a b i l i t y  o f  t h e  c o mp a n y t o  m e e t  i t s  an nu a l

i n t e r es t  c os t s  o r  i t  m e a su r es  t h e  d e b t  s e r v i c i n g  c a p ac i ty  o f  t h e

f i rm .   I t  i s  d e t e rmin e d  b y u s i n g  f o l low i n g  f o rmu l a :

Interest

TaxandInterestBeforeEarning
RatioCoverageInterest 
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H e n c e ,  h i ghe r  In t e r e s t  Co v e ra ge  r a t i o  i nd i c a t es  t h e  c o mp a n y ' s

s t ro n g  c ap a c i t y  t o  m e e t  i n t e re s t  ob l i ga t i ons .  A  f i rm  a l w a ys

p r e f e r s  In t e r e s t  Co v e r a ge  ra t i o  b e c a u s e  l o w  In t e r e s t  C ov e r a ge

r a t i o  i s  a  d an ge r  s ign a l .  Lo w e r  In t e r e s t  Co v er a ge  r a t i o  m e a ns  t he

f i rm  i s  u s i n g  ex c es s iv e  d eb t  a nd  d o es  n o t  h a v e  an  a b i l i t y  t o  o f f e r

a s su r ed  p a ym e n t  o f  i n t e r e s t  t o  t h e  c red i t o r s .

 R e t ur n  on  T o ta l  As s e t s

R et u rn  on  to t a l  a s s e t s  r a t i o  m e as u r es  t h e  p ro f i t a b i l i t y  o f  b ank

t h a t  ex p la in s  a  f i rm  to  e a r n  s a t i s f a c t o r y r e t u r n  o n  a l l  f i na n c i a l

r e s ou r c es  i n v es t e d  i n  t h e  b an ks ’  a s se t s .  T h e  r a t i o  ex p l a i ns  n e t

i n com e  fo r  e a c h  un i t  o f  a s s e t s .

T h e  r e tu r n  o n  to t a l  a s s e t s  r a t i o  i s  ca l c u l a t ed  us in g  the f o rm ul a

b e lo w:

assetsATotal

TaxAfterrofitPNet
AssetsTotalonturn Re

H i gh e r  r a t i o  i n d i c a t e s  e f f i c i en c y i n  u t i l i z i n g  i t s  o v e ra l l  r e s ou r c es

a n d  v i c e  v e r s a .  F r o m  th e  po in t  o f  v i e w  o f  j ud g i n g  o pe r a t i on a l

e f f i c i en c y,  r a t e  o f  r e tu r n  on  t o t a l  a s s e t s  i s  mo r e  us e f u l  me a s u re .

 R e t ur n  on  Sh a r eh o ld e rs  Equ i t y

S h ar e ho ld e r s  a re  t h e  ow n e rs  o f  t h e  c om p an y.  T o  m ea s u r e  t he

r e tu r n  o f  sh a r eh o ld e r s ,  w e  u s e  r e tu rn  o n  s ha r e ho l d e r s ’  e q u i t y .

T hi s  r a t i o  a n a l yz e  w h e t h e r  t h e  co mp an y h a s  b e en  a b l e  t o  p ro v id e

h i gh er  r e tu r n  on  i nv e s tm e n t  t o  t h e  own e r s  o r  n o t .
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T h i s  r a t i o  i s  c a l cu l a t e d  as :

EquityrsShareholde

TaxAfterrofitPNet
EquitysSharholderonturn

'
'Re 

A  c o mp a n y’ s  o w n e r s  a lw a ys  p r e f e r  h i gh e r  r a t i o  o f  r e tu r n  on

s h a r eh o ld e r s ’  eq u i t y .  A n d  h i ghe r  r a t i o  r ep r es e n t s  t he  h i ghe r

p r o f i t a b i l i t y  o f  t h e  f i rm  an d  v i c e  v e r s a .

 E a rn in g Pe r Sh a r e ( E PS )  An a l ys i s

T h e  p ro f i t a b i l i t y  o f  b a n k  f rom  t h e  p o i n t  o f  v i e w  o f  t he  o r d i na r y

s h a r eh o ld e r s  i s  e a rn in g  p e r  sh a r e .  The  r a t i o  ex p l a i ns  ne t  i n com e

f o r  e a c h  un i t  o f  s ha r e .  E a rn in g  p e r  sha r e  o f  a n  o r ga n iz a t i on  g i v es

t h e  s t r en g th  o f  t h e  s h a r e  i n  t h e  ma r k e t .  I t  s h o ws  ho w  mu ch  o f  t h e

t o t a l  e a rn in gs  b e lo n g  to  t h e  o r d i na r y s h a r e h o l de r s .  E PS  i s

c a l cu l a t ed  as  b e l o w

dingntaOutsSharesofNo

IncomeNet
EPS

.


 D i v id end  Pe r  Sha re  ( D PS)  Ana lys i s

D i v id e nd  p e r  sh a r e  i s  c a l cu l a t ed  t o  kn o w  t he  s ha r e  o f  d iv id end

t h a t  t h e  sh a r eh o l d e r s  r e c e i v e  i n  r e l a t i o n  to  t h e  p a i d  u p  v a lu e  o f

t h e  s ha r e .  A  l a r ge  n um b er  o f  p r es e n t  a n d  p o t e n t i a l  i n ve s t o r s  m a y

b e  in t e r e s t ed  i n  t he  d iv id en d  pe r  sh a r e ,  r a t h e r  t h a n  t h e  e a r n i n g

p e r  s ha r e .  Th e r e fo r e ,  a n  i n s t i t u t i o n  o f f e r in g  a  h i gh  d iv id e nd  p e r

s h a r e  i s  r e ga rd ed  a s  e f f i c i e n t  i n  f u l f i l l i n g  s h a r e h o l d e r s

ex p e c t a t i on s ,  wh ich  wi l l  a l s o  e n ab l e  o  i n c r e a se  t h e  v a l u e  o f  a n

i ns t i t u t i on .
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D i v id e nd  p e r  s h a r e  i s  t h e  e a r n i ng  d i s t r i bu t e d  t o  o r d i n a r y

s h a r eh o ld e r s  d iv id e d  b y  t h e  n um b er  o f  o rd in a ry  s h a r e s

o u t s t an d i n g ,  i . e . ,

SharesOrdinaryofNo

DividendTotal
DPS

.


3 .3 .1 .2 .Leverage  Analysis

T h e  d e g r e e  o f  f i n an c i a l  l e v e r a ge  a s  pa r t  o f  l ev e r a ge  a n a l ys i s  a l so

r e f l e c t s  t h e  l e v e rage  o f  t h e  f i rm  as  s i mi l a r  a s  a bo v e  r a t i o s .  Th e

d e gr e e  o f  f i n a n c i a l  l e v e ra ge  a n a l yz es  t h e  b u rd e n  o f  i n t e re s t

ex p en s es  a nd  f i nan c i a l  r i sk  o f  t he  c om p an y.  T h e  de g r e e  o f

f i na n c i a l  l e v e ra ge  ( D FL)  i s  d e f in e d  as  t h e  p e r c en t a ge  c ha n ge  EPS

d u e  t o  a  g i v en  p e rce n t a ge  c h an ge  in  EB IT  o r  t h i s  i s  a  r e l a t i on sh ip

b e tw e e n  E BIT  a n d  E BT.  In  t h i s  s t u dy  t h e  f o l l ow in g  r e l a t i on sh ip

w i l l  be  u s ed .  I t  i s  ex p r es se d  a s :

EBITinChange

EPSinChange
DFL

%

%
 Or

EBT

EBIT
DFL 

T h e  h i ghe r  r a t i o  o f  D FL i n d i c a t e s  t h e  h i gh e r  f i n an c i a l  r i sk  a s

w e l l  a s  h i gh e r  f i x ed  ch a r ge s  o f  t h e  c om p an y a n d  v i c e  v e r s a .

3 .3 .1 .3 .Capita l  Structure Analys is

V a r io us  a pp r o ac h es  h a v e  b e e n  de v e lo p ed  u nd e r  t h e  r e l e v a n c y  o f

t h e  c ap i t a l  s t ru c tu re ,  w h i c h  h e lp s  t o  e v a lu a t e  v a l u e  o f  t h e  f i rm ,

s u ch  as  N e t  In c o m e a pp ro a c h  ( NI ) ,  N e t  Op e r a t in g  In c o m e

a p p ro a ch  ( N O I) ,  T ra d i t i on a l  M et ho d  an d  M M  ap p ro a ch .  T h es e  a l l
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a p p ro a ch e s  a re  b ase d  on  th e  m a r k e t  va l u e .  P r a c t i c a l  u s ua l n es s  o f

o th e r  a pp r o ac h es  a r e  b i t  c om pl ex  t hu s  N I  a n d  N O I a p p r o a c h e s  a re

u s ed  i n  t h i s  s t u d y.

)()()( SequityofvalueMarketBdebtofvalueMarketVfirmofvalueMarket 

)(

)(
)(

VFirmtheofValueMarketTotal

EBITIncomeOperatingNet
KoratetioncapitalizaoverallofCost 

 
)(

)(

SStockofValueMarket

NIHoldersStockCommonToAvailableEarning
KeequityofCost 

3 .3 .2 . Stat is t ical  Tools

T o  m e e t  t h e  o b j e c t i v es  o f  t h e  s t ud y s t a t i s t i c a l  t o o l s  a r e  e q u a l l y

i mp or t an t .  I t  h e l ps  u s  t o a n a l yz e  t h e  r e l a t i on sh ip  b e t w ee n  t wo  o r

m o re  v a r i a b l e s .  In  t h i s  r e s e a r c h ,  t h e  f o l l o wi n g  s t a t i s t i c a l  t o o l s

a r e  u s ed .

T h e  s t a t i s t i ca l  t o o l s  t h a t  w i l l  b e  u s e d  f o r  d a t a  an a l ys i s  a re :

 M e a n

 St a nd a r d  D ev i a t i o n

 K a r l  P e a r s on ’ s  C o ef f i c i en t  o f  C o r r e l a t i on

 P ro b ab l e  Er r o r
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S ta t i s t i ca l  t oo l s  u se d .

3 .3 .2 .1 .Mean

T h e  a r i t hm et i c  m e an  i s  t h e  su m  o f  t o t a l  va lu e s  t o  t h e  n um b er  o f

v a lu es  i n  t h e  s am ple

3 .3 .2 .2 .Standard Deviat ion  (S.D)

St a nd a r d  d e v i a t i on  i s  a n  ab so l u t e  me a s u re  o f  d i s p e r s io n .  T h e

s t an da r d  de v i a t i o n  i s  t h e  sq ua r e  r oo t  o f  m e an  s qu a r ed  d e v i a t i on

f r om  t h e  a r i t hm et i c  m e an .

3 .3 .2 .3 .Correla t ion Coef f ic ient  (r )

Co r r e l a t i on  Co - e f f i c i e n t  me a su r es  t he  r e l a t i on sh ip  b e tw e e n  t wo

a n d  mo r e  t h a n  t w o  v a r i ab l es ,  wh e n  th e y a r e  so  r e l a t e d  t h a t  t he

c h a n ge  i n  t he  v a lu e  o f  on e  v a r i a b l e  i s  a c c om p an i ed  b y t h e  c h a n ge

i n  t h e  v a l u e  o f  t h e  o t h e r .  O r  i t  i nd i c a t es  t h e  d i rec t i on  o f

r e l a t i on sh ip  amo n g v a r i ab l es .

A  m et ho d  o f  m e as u r i n g  co r r e l a t i o n  i s  c a l l e d  P ea r so n ’s  coe f f i c i en t

o f  c o r r e l a t i on .  I t  i s  d en o t e d  b y ‘ r ’ .  T h e  co r r e l a t i o n  co - e f f i c i en t

c a n  b e  ca l cu l a t e d  by u s i n g  fo l lo wi n g  fo r mul a :

   2222 YYNXXN

YXXYN
r
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W h e r e ,

N = num b e r  o f  o bs e r v a t io ns .

X  a nd  Y  a re  v a r i ab l es .

T h e  d e c i s io n  c r i t e r i a :

W h e n ,

r  =   0 ,  t he r e  i s  n o  re l a t i o ns h ip  b e tw e en  t h e  v a r i ab l e s .

r  =   1 ,  t he  v a r i ab l es  h av e  p e r f e c t l y p o s i t i v e  co r r e l a t e d .

r  = -1 ,  t h e  v a r i ab l es  h av e  p e r f e c t l y  n e ga t iv e  co r r e l a t e d .

3 .3 .2 .4 .Probable  Error  (P.  E)

P .E  i n t e rp r e t s  t h e  v a lu e  o f  c o r r e l a t i on  c o - e f f i c i en t .  I t  h e lp s  t o

d e t e r min e  ap p l i c a b i l i t y  f o r  t h e  m e a su r e m en t  o f  r e l i a b i l i t y  o f  t he

c o mp ut ed  v a l ue  o f  t he  c o r r e l a t i on  c o e f f i c i e n t  ' r ' .  I t  c a n  b e

c a l cu l a t ed  as :

 
N

r
EP

216745.0
6.




W h e r e ,

r = c o r r e l a t i o n  co - e f f i c i e n t

N = num b e r  o f  p a i r s  o f  o bs e rv a t io ns .

I f  t h e  v a l u e  o f  r  i s  l e s s  t h an  t he  p r ob a b l e  e r r o r  t h e r e  i s  n o

e v id e nc e  o f  co r r e l a t i o n ,  i . e .  t h e  v a l u e  o f  r  i s  no t  s i gn i f i c an t .

I f  t h e  v a l u e  o f  r  i s  mo r e  t h a n  6  t im e s  o f  p ro b ab l e  e r r o r  t h e

c o e f f i c i e n t  o f  co r r e l a t i o n  i s  p r a c t i ca l l y  c e r t a in ,  i . e .  t h e  va l u e  o f  r

i s  s i gn i f i c a n t .
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CHAPTER 4

DATA PRESENTATION AND ANALYSIS

T hi s  i s  t h e  m os t  im po r t a n t  c h ap t e r  o f  t h e  s tu d y.  In  t h i s  c h ap t e r

t h e  d a t a  c o l l ec t ed  w i l l  b e  a n a l yz e d  a nd  p r es e n t ed  m at hem at i c a l l y .

A l l  t h e  a bo v e -m en t io ne d  f i n a n c i a l  an d  s t a t i s t i c a l  t oo l s  w i l l  be

u s ed  t o  p r e s en t  t h e  d a t a .

T h e  m ain  o b j e c t iv e  o f  t h i s  s t ud y i s  t o  e v a l ua t e t he  c a p i t a l

s t ru c t u re  o f  BO KL,  H B L a n d  N IB L.  To  a n a l yz e  t h e  f i na n c i a l

p e r f o r ma n c e  i n  r e sp e c t  t o  c a p i t a l  s t ru c tu r e ,  v a r io us  p r es e n t a t i on

a n d  an a l ys i s  h a v e  b e e n  p r es e n t ed  in  t h i s  ch a p t e r  a c co r d i n g  to

a n a l yt i c a l  r e s e a r ch  d e s i gn  m en t io n ed  i n  t h e  t h i r d  ch a p te r u s i n g

v a r i ou s  f i n an c i a l  an d  s t a t i s t i ca l  t o o l s .

I t  i s  a l r e a d y s t a t e d  t h a t  Ca p i t a l  S t r uc tu r e  r e f e r s  t o  t h e

c o mbi n a t i on  o f  p re f e r e n c e  sh a r e ,  equ i t y  s h a r e  c a p i t a l  i n c lu d i n g

r e s e rv e  a nd  su r p lus  a s  w e l l  a s  l o n g - t e rm  d eb t .  Op t im a l  c a p i t a l

s t ru c t u re  r e f e r s  t o  t ha t  c om bin a t io n  o f  fu nd s ,  wh ic h  max imiz es

t h e  EPS ,  v a lu e  o f  t h e  f i rm  a nd  o v er a l l  c os t  o f  c ap i t a l .  T h us  t h i s

c h a p t e r  em ph a s i z es  t h e  pos i t i on  o f  c a p i t a l  s t r uc tu r e  o f  BO K L,

H B L,  a n d  N IB L.  T h e  an a l ys e s  i n  t h i s  c h ap t e r  a r e  d iv id e d  i n to

f o l lo wi n g  s e c t i on s ,  w h ic h  a r e  d i r e c t l y  a n d  i n d i r e c t l y  r e l a t e d  t o

t h e  c ap i t a l  s t r u c tu re .
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 R at io  A n a l ys i s

 A n al ys i s  o f  Ca p i t a l  S t ru c t u r e

 Le v e r a ge  A n a l ys i s

 C o rr e l a t i o n  A n a l ys i s

4.1. Ratio Analysis

4 .1 .1 . Long Term Debt  to  Total  Debt  Ratio

T h e  r e l a t i on sh ip  be t w e en  l on g  t e rm  d e b t  an d  t o t a l  deb t  h a s  a

d e c i s i v e  imp a c t  on  th e  f i na n c i a l  s t r u c t u re  o f  t h e  c om pa n i e s .  T h i s

r e l a t i on sh ip  i nd i c a t e s  wh a t  pe r c e n t a ge  o f  t o t a l  d e b t  i s  cov e r e d  b y

l on g- t e rm  d eb t  o f  t h e  f i rm .  No rm al l y  f i rm s  us e  sh o r t - t e r m  a nd

l on g- t e rm  d e b t .  Cur r e n t  l i ab i l i t i e s  a nd  p ro v i s io ns  a r e  a l s o  n e e d ed

d u r i n g  th e  o p e r a t i on  o f  t h e  f i rm .  S imp l y d i v i d i n g  l on g - t e r m  d eb t

b y t h e  t o t a l  d e b t  c a n  d e r i v e  t h e  r e l a t i on sh ip  b e t w e en  t h e  l o n g -

t e rm  d e b t  an d  to t a l  de b t  o f  t h e  f i r m .  T h e  to t a l  d eb t  i n c l ud e s  a l l

t yp e s  o f  b o r r ow e d  f u nd ,  cu r r en t  l i ab i l i t i e s  an d  p r o v i s i ons .  I f  t he

f i rm  us e s  l a r ge  a m ou n t  o f  sh o r t  t e r m  lo a ns  a nd  o c cu r  c u r r en t

l i a b i l i t i e s  an d  p rov i s i o n  in  t h e  l a r ge r  a m ou n t ,  t h e  pe r ce n t a ge  o f

l on g  t e r m  d eb t  on  t o t a l  d e b t  w i l l  be  l o w  an d  v i c e  v e r s a .  Th e

h i gh er  r a t i o  o f  l ong  t e r m  d eb t  t o  t o t a l  de b t  i nd i c a t es  t h e  h i gh e r

c l a i m  o f  l o n g  t e rm  d e b t  h o l d e r s  up on  th e  t o t a l  de b t  an d  th e  l o we r

r a t i o  i nd i c a t e s  t h e  h i gh er  po r t i o n  o f  sh o r t  t e rm  lo an s  and  c u r r e n t

l i a b i l i t i e s  i n  t h e  t o t a l  d eb t  o f  t h e  f i r m .  Th e  am ou n t  o f  s ho r t - t e rm

l o an s  an d  cu r r en t  l i a b i l i t i e s  u s ed  d ep e nd s  u po n  t h e  l i qu id i t y  o f

t h a t  f i rm .  Th i s  r e l a t i on sh ip  o f  l on g  t e r m  d e b t  an d  to t a l  d e b t  i s

p r e s en t e d  i n  t h e  f o l l o win g  t a b l e  a lo n g  w i t h  t h e  p e r c e n t a ge  c h a n ge

i n  t h a t  r a t i o  t o  sh o w  t he  mo v em en t  o f  t r en d  i nd i v i du a l l y .  In
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a d d i t i o n  t h e  av e ra ge  ( s t an d a rd )  r a t i o s  a r e  a l so  c a l cu l a t ed  t o

c o mp a r e  w i t h  e a c h  o th e r .  Bu t  t h e  de t a i l e d  c a l cu l a t i on  i s  s ho w n  in

t h e  a pp en d ix  2 .

100
DebtTotal

DebtTermLong
RatioDebtTotaltoDebtTermLong

T abl e  N o . 1

L ong -T e r m D eb t  and  To t a l  D eb t  Pos i t i on .

F i s c a l  y ea r s

L ong -T e r m D eb t  to  T o ta l  De bt (% )

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

0 . 05

0 . 05

0 . 36

-

-

0 . 09

0 . 17

0 . 17

1 . 92

1 . 76

1 . 74

1 . 15

0 . 71

0 . 63

0 . 90

0 . 19

0 . 16

0 . 52

S ou r ce :  A pp end i x  1

T h e  a bo ve  c a l cu l a t i on  sh o ws  t h a t  t h e  r a t i o  o f  l o n g - t e rm d e b t  t o

t o t a l  d eb t  o f  BO KL c o n s t i t u t ed  0 . 05  %  i n  f i s c a l  ye a r  2 0 04 / 05 .

T h i s  m e a ns  t h e  con t r ib u t i on  o f  l on g - t e rm  d eb t  i n  t o t a l  d eb t  i s

0 . 05  %  a nd  t he  r em ai n i n g  p o r t i on  i s  c o n t r ib u t ed  b y t h e  c u r r e n t

l i a b i l i t i e s .  T h i s  r a t i o  o f  BO K L i s  c o ns t an t  i n  f i s c a l  ye a r  2 0 0 5 /0 6

a n d  th e n  i n c re a s ed  to  0 .3 6  %  in  f i s ca l  ye a r  2 0 0 6 /0 7 .  Bu t ,  t he n

a f t e r  t h i s  t h e  c om p an y s t op p ed  us in g  lo n g - t e rm  de b t .  The

c o mp a n y h a s  0 .0 9  %  o f  a ve r a ge  l on g - t e rm  d e b t  t o  t o t a l  de b t  r a t i o .
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In  t h e  c a s e  o f  H BL,  i t  sh o ws  i n  t h e  f i s c a l  ye a r  2 0 0 4 / 05 th e  r a t i o

i s  0 .1 7% ,  w h i c h  in d i c a t e s  t h e r e  i s  0 . 1 7%  c on t r i bu t i o n  o f  l on g -

t e rm  d e b t  i n  t o t a l  d e b t  a nd  r e m ain ing  p o r t i on  i s  c o n t r ib u t e d  b y

c u r r en t  l i a b i l i t i e s .  In  t h e  ye a r  2 0 0 5 / 06 a l s o ,  t h e  r a t i o  i s  0 . 17 % ,

w h ic h  i s  i n c r e as e d  t o  1 .9 2%  in  20 0 6 / 07 ,  d e c r e as ed  to  1 . 76 %  in

t h e  ye a r  2 0 07 /0 8 a n d  a ga in  d ec r ea s e d  to  1 .7 4 %  in  t he ye a r

2 0 08 / 09 .T h e  a v er age  r a t i o  i s  1 . 15 % .

S i mi l a r l y ,  i n  t h e  ca s e  o f  N IB L t h e  r a t i o  i n  f i s c a l  ye a r  20 0 4 /0 5 i s

0 . 71 %,  wh i c h  in d i c a t es  t h e r e  i s  0 . 71%  c on t r ib u t i on  o f  l on g - t e rm

d e b t  i n  t o t a l  de b t  an d  r e m ain in g  po r t i o n  i s  co n t r i bu t e d  by  c u r r e n t

l i a b i l i t i e s .  Th e  r a t i o  d e c r e as e s  t o 0 .6 3 %  i n  t h e  f o l l o wi n g  ye a r

2 0 05 / 06 b u t  i n c r e as e s  t o  0 .9 0 % i n  t he  ye a r 2 0 06 /0 7 .  Af t e r  t h a t

t h e  d e c r e as i n g  t r e nd  s t a r t s  w h er e  t h e  r a t i o  d e c r e as es  t o  0 . 19 %  in

t h e  ye a r  2 0 0 7 / 08 a n d a ga i n  t o  0 .1 6%  i n  t h e  ye a r  2 0 08 /0 9 .  Th e

a v e r a ge  r a t i o  i s f oun d  to  b e  0 .5 2 %.

4 .1 .2 . Long-Term Debt  to  Capita l  Employed Ratio

T h e  o p t i ma l  c a p i t a l  s t ru c t u re  h as  im po r t a n t  r e l a t i on sh ip  w i t h  t h e

l on g - t e rm  d e b t  t o  c a p i t a l  em plo ye d  r a t i o .  T h i s  r e l a t i on sh ip

s u gge s t s  t h e  p o r t i on  o f  l on g  t e rm  d e b t  a n d  c ap i t a l  em ploye d  u s e d

i n  t h e  ca p i t a l  s t ru c t u re  o f  t h e  f i rm .  Th i s  r a t i o  h i gh l i gh t s  t h e  n e e d

o f  l on g – t e rm  d e b t  i n  t h e  ca p i t a l  em pl o ye d  b y t h e  f i r m .  Lo n g -

t e rm  d eb t  i n c l ud e s  t h e  d eb t ,  wh ic h  m at u r es  i n  mo r e  t h a n  o ne

a c c o un t in g  p e r i od  w h e r e as  c ap i t a l  em pl o ye d  i n c l ud e s  l on g  t e rm

d e b t  a nd s ha r e ho ld e r s  eq u i t y  o f  t h e  f i rm .  Th e  r e l a t i on sh ip  o f

l on g - t e rm  d e b t  an d  c ap i t a l  emp loye d  c a n  b e  a na lyz e d  b y

e s t a b l i sh in g  th e  r a t i o  b e t w e en  t he m.  Th i s  r a t i o  i s  ca l l ed  t h e  l on g -

t e rm  d eb t  t o  c a p i t a l  d eb t  r a t i o .  La r ge r  t h e  r a t i o ,  l a r ge r  t h e
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p r op o r t i on  o f  l on g - t e rm  d e b t  i n  t h e  c a p i t a l  em plo ye d  a n d  v i c e

v e r s a .  Th i s  r a t i o  c an  b e  c a l c u l a t e d  b y d iv id i n g  th e  l o n g - t e r m  d eb t

w i t h  c a p i t a l  e mp loye d  b y  t h e  f i r m .  Th i s  r a t i o  i s  a l so  kn o wn  a s

d e b t  t o  p e rm a n en t  c a p i t a l  r a t i o ,  wh e re a s  p e rm a ne n t  c a p i t a l  m e an s

t o t a l  a s s e t s  mi nu s  c u r r e n t  l i a b i l i t i e s .  T he  l on g - t e r m d e b t  t o

p e rm a n en t  c ap i t a l  r a t i o  i s  p r es e n t ed  i n  t h e  f o l l o wi n g  t ab l e :

EmployedCapital

DebtTermLong
RatioEmployedCapitaltoDebtTermLong 

T abl e  N o .  2

C o mp a ra t i v e  L ong - T e r m D eb t  to  Cap i t a l  E mplo y ed  R at i o

F i s c a l

y e a rs

L ong -T e r m D eb t  to  Cap i t a l  E mpl oy ed  ( t i me s )

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

0 . 00 8

0 . 00 9

0 . 03 9

-

-

0 . 01

0 . 04 8

0 . 04 3

0 . 30 8

0 . 26 9

0 . 23 5

0 . 18

0 . 05 5

0 . 05 9

0 . 07 1

0 . 02 5

0 . 02 6

0 . 05

S ou r ce :  A pp end i x  2

T h e  a bo v e  t a b l e  s h o ws  th a t  t h e  l o n g - t e rm  d e b t  t o  c a p i t a l

e m plo ye d  r a t i o s  o f BO K  i n  t h e  FY  20 04 /0 5 ,  2 00 5 /0 6 ,  a n d  2 0 06 / 07

a r e  8 % ,  9 %,  3 . 9 %  r e s p ec t iv e l y  a n d  f ro m  i n  t h e  ye a r  2 0 0 7 /0 8  a nd

2 0 08 / 09 t h e  com p an y h a s  n o t  u s ed  l on g - t e rm  d e b t .  T he  a v e r a ge

r a t i o  i s  1 %.
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S i mi l a r l y  H B L h a s  f l u c tu a t in g  t r e nd  o f  l o n g - t e rm  d eb t  t o  c a p i t a l

e m plo ye d r a t io .  In  t h e  FY  20 04 / 05 th e  r a t i o  i s  4 . 8 %  t ha t  m ea ns

t h e  co n t r ib u t io n  o f  l on g - t e r m  d e b t  i n  t o t a l  c ap i t a l  emp lo ye d  i s

4 . 8%  an d  ow n e r  o f  t h e  com p an ie s  c on t r ib u t e d  r em ai n i ng  9 5 .2%.

In  t h e  f o l l o wi n g  ye a r  2 00 5 /0 6 ,  t h e  r a t i o  d e c r e a s es  t o  4 . 3% .  In  t h e

FY  2 0 06 /0 7 ,  20 07 /0 8 an d  20 08 /0 9 t h e  r a t i o s  a r e  3 0 . 8 %,  2 6 .9 %,

a n d  2 3 . 5%  r es p ec t iv e l y.  T h e  av e r a ge  o f  f i ve  ye a r s ’  da t a  s ho ws  a

r a t i o  o f  18 %.

A t  t h e  s a m e  t im e  in  c as e  o f  N IB L t h e  l o n g - t e rm  d eb t  t o  c ap i t a l

e m plo ye d  r a t i o s  i n  t h e  FY  2 00 4 /0 5 ,  2 0 05 / 06 ,  2 00 6 /0 7 ,  2 0 07 / 08

a n d  20 08 /0 9 a r e  5 .5 % ,  5 . 9 %,  7 .1 % ,  2 . 5 % a nd  2 .6 %  r e spe c t i v e l y.

A n d  th e  a v e ra ge  r a t i o  i s  5 %.

4 .1 .3 . Debt  to  Total  Assets  Ratio

D e bt  t o  t o t a l  a s se t s  r a t i o  ex p r es s  t h e  r e l a t i o ns h i p  b e tw e en

c r e d i to r s  fu nd  an d  to t a l  a s s e t s .  I t  i s  a l so  t he  l e v e r a ge  r a t i o ,

w h ic h  i s  ge n er a l l y  c a l l ed  t h e  d eb t  r a t i o .  Th i s  t yp e  o f  c a p i t a l

s t ru c t u re  r a t i o  i s  a  v a r i a n t  o f  d eb t  e qu i t y  r a t i o .  C a l cu l a t i n g  d eb t

t o  t o t a l  a s s e t s  i s  on e  c a l c u l a t i on  ap p ro a c h  o f  t h e  d e b t  t o  c ap i t a l

r a t i o .  De b t  i nc lu d es  a l l  l o an s  a nd  T o ta l  a s s e t s  i n c lu de  a l l  t yp e s  o f

a s s e t s  o f  t h e  f i rm .  I t  m e as u r e s  t h e  p e r ce n t a ge  o f  t o t a l  f un ds

p r ov id e d  b y c r e d i t o r s .

T h i s  r a t i o  c an  b e  ca l c u l a t ed  b y s i mp ly  d i v i d in g  l on g - t e rm  d eb t  b y

t h e  t o t a l  a s s e t s  o f  t h e  f i rm .

100
AssetsTotal

DebtTotal
RatioAssetsTotalDebt
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T abl e  N o .  3

C o mp a ra t i v e  D eb t – A ss e t  Ra t io s

F i s c a l  y ea r s

D e b t  to  Ass e t  (% )

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

0 . 00

0 . 00

0 . 00

0 . 00

0 . 00

0 . 00

0 . 00

0 . 00

0 . 02

0 . 02

0 . 02

0 . 01

0 . 01

0 . 01

0 . 01

0 . 00

0 . 00

0 . 00

S ou r ce :  A pp end i x  3

A l l  t he  s am pl e  b a nk s  h av e  n e g l ig i b l e  l on g - t e rm  d e b t  i n

c o mp a r i so n  to  t o t a l  a s s e t s .  H e nc e ,  t he  d eb t  r a t i o  o r  d e b t  t o  t o t a l

a s s e t s  r a t i o  o f  BO K ,  H BL,  a n d  N IB  i s  n e g l i g i b l e .  Th e re f o r e  t he

d e b t  r a t i o  i s  i n s i gn i f i c a n t .

4 .1 .4 . Debt  Equity  Ratio

D e bt  eq u i t y  r a t i o  i s  u s ed  t o  sh ow th e  r e l a t i on sh ip  b e t w e en

b o r ro w ed  f un ds a n d  o wn e rs ’  c a p i t a l .  I t  r e f l e c t s  t h e  r e l a t i v e

c l a i ms  o f  c r e d i t o r s  an d  sh a r e ho l d e r s  a ga i ns t  t h e  a s s e t s  o f  t he

f i rm .  I t  i s  an  imp o r t a n t  t oo l  fo r  t h e  f i n a n c i a l  a n a l ys i s  t o  a p p r a i s e

t h e  f i n a nc i a l  s t r u c t u re  o f  a  f i rm .  T he  r a t i o  r e f l e c t s  t h e  r e l a t i ve

c o n t r i bu t i o n  o f  o wn e r s  an d  c r e d i t o r s  c a p i t a l  o f  b us i n es s  i n  i t s

f i na n c i n g .  In  o t he r  w o rd s ,  t h i s  r a t i o  ex h i b i t s  t h e  r e l a t i ve

p r op o r t i on s  o f  c a p i t a l  c on t r i bu t ed  b y o w n er s  a nd  c r ed i to r s .  D e b t

e q u i t y  r a t i o  c a n  b e  c a l c u l a t e d  i n  t h e  ba s i s  o f  sh a r eh o ld e r s ’  e q u i t y

a n d  lo n g - t e r m  d eb t .  Sh a r eh o l de r s ’  eq u i t y  i n c lu d es  r e se r v e  an d
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a c c um ul a t e d  p ro f i t ,  p r e f e r en c e  s ha r e  a n d  e qu i t y  s h a r e  c a p i t a l .

W h e r e  l on g - t e rm  de b t  i n c lu d es  t o t a l  d e b t  min us  s ho r t - t e r m  d eb t

o r  cu r r en t  l i ab i l i t i e s ,  h e r e  d eb t  e qu i ty  r a t i o  i s  a l so  co mp u t e d  b y

s im pl y d i v id in g  lo n g - t e r m  d eb t  o f  t h e  f i r m  b y s h a r e h o ld e r s '

e q u i t y .  T h e  h i gh  D/ E  r a t i o  s ho w s  t h e  l a r ge  s h a r e  o f  f i n an c in g  in

t h e  c ap i t a l  b y t h e  c r e d i to r s  t h e n  t he  o w n er s  o r  i t  a l so  r e f l e c t s

t h a t  t he  c r ed i to r s  c l a i m  i s  h i gh e r  a ga i ns t  t h e  a s s e t s  o f  f i rm  and

v i c e - v e r s a .  D /E  r a t i o s  o f  c on c e r ne d  co mp a n i es  a r e  s ho wn  i n  t h e

f o l lo wi n g  t a b l e  t h a t  i s  r e f e r r ed  f rom  th e  ap p en d ix  1 .

100
'


EquitysrShareholde

DebtTermLong
RatioEquityDebt

T abl e  N o .  4

C o mp a ra t i v e  D eb t – Equi t y  Ra t i os

F i s c a l  y ea r s

D e b t  to  Equ i t y  (% )

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

0 . 01 2

0 . 01 2

0 . 04 6

-

-

0 . 01 4

0 . 11 1

0 . 10 8

0 . 97 7

0 . 61 8

0 . 75 9

0 . 51 5

0 . 18

0 . 17

0 . 24

0 . 06

0 . 07

0 . 14

S ou r ce :  A pp end i x  4

T h e  d e b t  e qu i t y  r a t i o  a nd  av e r a ge  r a t i o  h as  b e en  c a l cu l a t e d  i n  t h e

a b ov e  t ab l e .  F i ve  ye a r s  d a t a  h av e  b e e n  p r es e n t ed  h e r e .
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T h e  t ab l e  sh o ws  t ha t  D / E  r a t i o s  o f  BO K L a r e  0 . 01 2 ,  0 .0 1 2 ,  an d

0 . 04 6  in  f i s c a l  ye a r s  20 04 /0 5 ,  20 05 /06 ,  a nd  20 06 /0 7 re sp e c t iv e l y.

T h en  a f t e r w a rds  t he  D /E  r a t i o s  a r e  z e r o  i n  t h e  ye a r s ,  2 00 7 / 08  a nd

2 0 08 / 09 .  Th e  av e r age  D /E  r a t i o  o f  BOK L i s  0 . 01 4 .

C a l c u l a t e d  v a lu e  o f  H B L s h o ws  t ha t  t h e  D/ E  r a t i o s  o f  H B L h a v e

f l uc tu a t in g  t r en d .  In  t h e  f i s c a l  ye a r  2 0 0 4 /0 5 ,  D / E  r a t i o  i s  0 . 111 ,

w h ic h  de c r e as e s  t o  0 . 10 8  i n  t he  FY  20 0 5 /0 6 .  T he  r a t i o  i n c r e as es

t o 0 . 97 7  i n  t h e  f o l l o wi n g  ye a r  2 0 0 6 /0 7 bu t  t h en  a f t e r  t h e  r a t i o

d e c r e as e s t o  0 .6 18  a n d  0 . 75 9  i n  t h e  ye a r s  2 0 0 7 / 08  a nd  2 0 08 / 09 .

T h e  a v e ra ge  D/ E  r a t i o  o f  H BL i s  0 .5 15 .

S i mi l a r l y ,  N IB L a l s o  h as  a  f l u c t u a t i ng  t r e nd .  In  t h e  FY  2 0 04 / 05 ,

t h e  r a t i o  i s  0 . 18 , w h ic h  in  t h e  f o l l ow i n g  ye a r  2 0 05 /0 6 d e c r e as es

t o  0 .1 7 .  In  t h e  t h i r d  ye a r ,  i t su dd en l y r i s e s  t o  0 .2 4  b u t  t h en

a f t e rw a r ds  i t  de c r ea s e s  d r as t i c a l l y  t o 0 . 06  a nd  0 .0 7  i n  t h e  ye a r s

2 0 07 / 08  a nd  2 00 8 /0 9 r esp e c t iv e l y.  T h e  a ve r a ge  r a t i o  ho w e v er  i s

0 . 14 .

4 .1 .5 . Interest  Coverage  Ratio

T h e  in t e r e s t  c ov e ra ge  r a t i o  i s  u s e f u l  t o o l  t o  m e a su r e  l o n g - t e rm

d e b t  s e rv in g  c a p ac i t y  o f  t h e  f i rm .  I t  i s  a l s o  c a l l ed  i n t e r e s t  e a r n ed

r a t i o .  In t e r es t  i s  f i x e d  c ha r ge s  o f  t h e  com p an ie s ,  w h i ch  i s

c h a r ge d  in  l o n g - t e r m  a nd  s ho r t - t e rm  l o a ns .  G en e r a l l y ,  In t e r e s t

c o v e ra ge  r a t i o  m e as u r es  t h e  d e b t  s e rv in g  c a p a c i t y  o f  a  f i rm  an d i t

i s  co nc e r n ed  wi t h  l on g - t e rm  l o ans .  I t  s ho w s  h ow  ma n y t i me s  t he

i n t e r es t  c h a r ge s  a re  c o v e r ed  b y  E B IT  o u t  o f  w h i ch  th e y  w i l l  be

p a id .  Th i s  r a t i o  u se s  t h e  c o n ce p t  o f  ne t  p ro f i t  b e f o r e  t ax  b e c a us e

i n t e r es t  i s  t ax  d ed uc t i b l e  o r  t ax  i s  c a l cu l a t ed  a f t e r  p a yi n g  in t e r e s t
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o n  l o an .  Th i s  r a t i o  e x a mi ne s  t h e  i n t e r e s t  p a yi n g  c a p a c i ty  o f  t h e

f i rm  b y h o w  m a ny t i m es  t h e  i n t e r es t  c h a r ge s  a re  c ov e r e d  b y

E B IT .

In t e r e s t  c ov e r a ge  ra t i o  i s  c a l c u l a t e d  d iv id i n g  E BIT  b y  i n t e r es t .

S o ,  i t  i s  n e c es s a r y  t o  a na l yz e  E B IT  a n d  i n t e r es t .  Th i s  r a t i o  i s

u s e fu l  t o  me a su r e  l on g - t e rm d eb t  s e rv in g  c a pa c i t y  o f  t h e  f i rm .

T h e  h i gh  r a t i o  sho w s  t h a t  t h e  f i rm  m a y i m p l y  u n use d  d e b t

c a p a c i t y  a n d  t h e  f i rm  h as  g r e a t e r  c ap ac i t y  t o  h an d l e  f i x ed  c h a r ges

l i a b i l i t i e s  o f  c r e d i t o r s .  W h e r e as ,  l ow r a t i o  i s  a  s i g n a l  t h a t  t h e

f i rm  i s  u s i n g  ex c es s iv e  d eb t  a nd  d oe s  n o t  h av e  th e  a b i l i t y  t o  o f f e r

a s su r ed  p a ym e n t  o f  i n t e r e s t  t o  t h e  c r e d i to r s .  T h e  ca l c u l a t ed

i n t e r es t  c ov e r a ge  ra t i o s  o f  t h re e  c omp a n i es  a r e  p r es en te d  in  t h e

f o l lo wi n g  t a b l e .

Interest

EBIT
RatioCoverageInterest 

T abl e  N o . 5

C o mp a ra t i v e  I n t e re s t  C ov e r ag e  R a t io

F i s c a l

y e a rs

I n t e r es t  C ov e r ag e  R a t i o  ( t i me s )

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

1 . 43

1 . 30

1 . 09

1 . 44

1 . 64

1 . 38

1 . 53

1 . 59

1 . 60

1 . 65

1 . 86

1 . 65

1 . 91

1 . 58

1 . 60

1 . 90

1 . 71

1 . 74

S ou r ce :  A pp end i x  5
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In  t h e  a b ov e  t ab l e ,  t h e  av e r a ge  r a t i o  o f  BO K L i s  1 . 38 ,  wh i ch

i mpl i es  t h e  n umb e r  o f  t im es  t h e  i n t e r es t  c ov e r ed  b y i t s  EB IT .  T h e

i n t e r es t  c o ve r a ge  r a t i o  o f  BO K L s h ow s  a  f l u c t u a t i n g  t r e n d .  T he

i n t e r es t  c o ve r a ge  o f  BO K L i n  FY  2 0 0 4 /0 5 i s  1 . 43  t ime s ,  wh i ch

d e c r e as e s  t o  1 .3 0  t i me s  i n  2 00 5 / 06  a nd  1 .0 9  in  2 00 6 /0 7 .  T h en  th e

i n c r e a s in g t r e nd  s t a r t s  f r om  th e  ye a r  2 0 07 / 08 to  t h e  r a t i o  o f  1 .4 4

t im es  an d  1 . 64  t ime s  i n  20 08 / 09 .

In  c a s e  o f  H BL,  t h e  i n t e r e s t  c ov e r age  r a t i o  i s  1 .5 3 ,  1 . 5 9 ,  1 . 6 0 ,

1 . 65 ,  an d  1 .8 6  i n  t h e  FY 2 00 4 / 05 ,  20 0 5 /0 6 ,  2 00 6 / 07 ,  2 0 07 / 08 ,

a n d  20 08 /0 9 r es p e c t iv e l y.

S i mi l a r l y ,  i n  t h e  ca s e  o f  N IB L t h e  ra t i o s  a r e  1 .9 1 ,  1 . 58 ,  1 .6 0 ,

1 . 90 ,  an d  1 .7 1  i n  t h e  F y 2 0 0 4 /0 5 ,  20 05 /0 6 ,  2 00 6 /0 7 ,  2 007 /0 8  an d

2 0 08 / 09 r esp e c t iv e ly  a n d  th e  a v e r a ge  ra t i o  i s  1 .7 4

4 .1 .6 . Return on Total  Assets

R et u rn  on  to t a l  a s s e t s  r a t i o  m e as u r es  t h e  p ro f i t a b i l i t y  o f  b ank

t h a t  ex p la in s  a  f i rm  to  e a r n  s a t i s f a c t o r y r e t u r n  o n  a l l  f i na n c i a l

r e s ou r c es  i n v es t e d  i n  t h e  b an ks ’  a s se t s .  T h e  r a t i o  ex p l a i ns  n e t

i n com e  fo r  e a c h  un i t  o f  a s s e t s .

H i gh e r  r a t i o  i n d i c a t e s  e f f i c i en c y i n  u t i l i z i n g  i t s  o v e ra l l  r e s ou r c es

a n d  v i c e  v e r s a .  F r o m  th e  po in t  o f  v i e w  o f  j ud g i n g  o pe r a t i on a l

e f f i c i en c y,  r a t e  o f  r e tu r n  on  t o t a l  a s s e t s  i s  mo r e  us e f u l  me a s u re .
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T h e  r e tu r n  o n  to t a l  a s s e t s  r a t i o  i s  ca l c u l a t ed  us in g  the  f o rm ul a

b e lo w:

AssetsTotal

TaxAfterrofitPNet
AssetsTotalonturn Re

T abl e  N o .  6

Po s i t i o n  o f  co mp ar a t i v e  R e tu rn  on  T o ta l  Ass e t s

S ou r ce :  A pp end i x  6

T h e  a bo v e  t ab l e  s ho w s  t h e  c om p ar a t ive  po s i t i o n  o f  r e t u r n  o n  t o t a l

a s s e t s  o f  t h e  t h r e e  c o mm e r c i a l  b an ks .  F r o m  t h e  t a b l e ,  t h e  R O A  o f

BO K L i n  t h e  ye a r ’ s  2 00 4 / 05 ,2 005 /0 6 , 20 06 /0 7 , 20 07 /0 8  a nd

2 0 08 / 09 a r e  1 .5 1 ,  1 .0 2 , 0 . 15 ,  1 . 10  a n d  1 .3 4  r e sp e c t i ve l y.  T h e

a v e r a ge  r a t i o  i s  1 . 02 .

S i mi l a r l y ,  T h e  RO A  of  H BL i n  t h e  ye a r ’ s  2 0 04 / 05 , 2 00 5 /0 6 ,

2 0 06 / 07 ,  20 07 /0 8  an d  2 00 8 /0 9 a r e  1 .26 ,  1 .4 4 ,  1 .1 4 ,  0 .9 1  a n d  1 . 06

r e s p ec t iv e l y a n d  t he  a v e r a ge  r e t u rn  i s  1 . 16 .

Fi s c a l

y e a rs

R e t ur n  on  T o ta l  As s e t s

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 0 /8 /0 9

A v e r a ge

1 . 51

1 . 02

0 . 15

1 . 10

1 . 34

1 . 02

1 . 26

1 . 44

1 . 14

0 . 91

1 . 06

1 . 16

1 . 91

1 . 10

1 . 15

1 . 30

1 . 15

1 . 32
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A ga i n ,  f rom  t h e  ab o ve  t a b l e ,  t he  RO A  o f  N IB L a r e  1 . 9 1 ,  1 .1 0 ,

1 . 15 ,  1 . 30  a nd  1 .1 5  in  t h e  ye a r s  2 0 0 4 /0 5 ,  2 00 5 / 06 ,  2 0 06 / 07 ,

2 0 07 / 08  an d  20 08 /0 9 r e sp e c t i v e l y.  T he  a v e r a ge  r e t u rn  i s  1 . 32 .

4 .1 .7 . Return on Shareholders’  Equity

S h ar e ho ld e r s '  f un d  r e p r es e n t s  t h a t  pa r t  o f  l on g - t e rm  so u r c e  o f

f u nd s ,  w h i c h  i s  co l l e c t e d  b y  i s su i n g  e q u i t y  s h a r e s  a n d  p re f e r e n ce

s h a r es .  S h ar e ho l d e r s  a r e  a c tu a l l y  t h e  o wn e rs  o f  t he  c o mp a n y.

S h ar e ho ld e r s  h a ve  u l t i m a t e  c l a im  in  t h e  r e tu r n  o f  t h e  co mp a n y.

T o  m e as u r e  t h e  r e tu r n  e a rn e d  b y s h a r e ho ld e r s ,  r e tu r n  o n

s h a r eh o ld e r s  e qu i t y  ( R OS HE )  i s  u s e d  o r  t h i s  r a t i o  i s  c a l cu l a t ed  t o

f i nd  o u t  t h e  p ro f i t ab i l i t y  o n  t h e  o wn e rs '  c a p i t a l  o r  i nv es tm e n t .

I f  t h e  c om p an y’ s  e a r n in g  i s  goo d ,  sh a r eh o ld e r s ’  ea r n i n g  i s

gr e a t e r  t h a n  ou t s i de  i n v es t o r s  b e c au se  t h e y a r e  u l t i m a te  o w n ers

a n d  th e y a r e  b e a r in g  h i gh  r i s k  a s  w e l l .  Bu t  ou t s i d e  i nve s to r s  ge t

r e tu r n  b e f o r e  t h e  ow n e rs  t h a t  i s  f i x ed .  S h ar e ho ld e r s  ge t  t h e  r e t u rn

a f t e r  p a yi n g  t h e  f i x e d  in t e r e s t  ch a r ge  t o  t h e  c r e d i t o r s  an d  t ax  t o

t h e  go v e rnm e n t .   E a r n i n g  a f t e r  t ax  ( E A T )  i s  t h e  p r o f i t  o f  t he

s h a r eh o ld e r s .  Th e re f o r e  t h i s  r a t i o  i s  c a l c u l a t e d  o n  t h e  b a s i s  o f

E A T.  In  t h i s  s t u d y,  t h e  s amp le d  c ompa n i es  h av e  no t  em pl o ye d  t h e

p r e f e r en c e  sh a r e  t h us  i t  i n c lu d es  o n l y r e t u r n  on  s h a reh o l d e r s ’

e q u i t y .

T h e  h i gh  RO SH E  re p r e se n t s  t h e  h i gh  p r o f i t a b i l i t y  o f  t h e  f i rm  and

v i c e  v e r s a .  S o ,  h i gh  R OS H E i s  d es i r ab l e  f ro m th e  p o i n t  o f  v i e w

o f  t h e  o wn e rs  o f  t he  f i rm .  Th i s  r a t i o  ca n  b e  c a l c u l a t e d  s im p l y b y
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d iv id i n g  e a r n in g  a f t e r  t ax  b y s h a r e ho ld e r s '  e q u i t y  ( S H E ) ,  wh i ch

i s  p re s en t e d  in  t h e  f o l l o wi n g  t a b l e .

EquityrsShareholde

TaxAfterrofitPNet
EquitysSharholderonturn

'
'Re 

T abl e  N o .  7

Po s i t i o n  o f  co mp ar a t i v e  RO SHE

S ou r ce :  A pp end i x  7

A b ov e  t ab l e  ex h ib i t s  R e t u rn  o n  S ha r eh o l d e r ’ s  Eq u i t y  o f  s a mpl ed

c o mp a n i es .  In  c a s e o f  BO K L,  i n  t he  f i s c a l  ye a r  2 0 0 4 /0 5 ,  t h e  r a t i o

i s  27 .6 8 %  th a t  im p l i e s  t h a t  o n e  r up e e  i nv e s t me n t  b y

s h a r eh o ld e r s ’  e qu i ty  e a r n e d  2 7 . 68  p a i s a  i n  o n e - ye a r .  In  t h e  f i s ca l

ye a r  2 0 0 5 / 06 i t  i s  d e c r e a se d  b y t o  19 .9 8 %.  I t  h a s  f u r t h e r

d e c r e as e d t o  1 . 78%  i n  t h e  f i s c a l  ye a r  2 0 06 / 07 .  S imi l a r l y  i n  t h e

f i s c a l  ye a r  2 0 0 7 /08 t h e  r a t i o i s  14 .18 % ,  a nd  in  t he  ye a r  2 0 08 /0 9

t h e  r a t i o  i s  1 9 . 59 %.  Th e  a v e ra ge  r a t i o  i s  1 6 . 6 4 % .

S i mi l a r l y  i n  t h e  ca s e o f  H BL,  i n  t h e  f i s c a l  ye a r  2 0 0 4 / 05 t he

R OS HE  i s  37 .9 0% .  In  t h e  fo l l o wi n g  ye a r  i t  i s  38 .9 5 %  in c r e as e d

Fi s c a l

y e a rs

R e t ur n  on  Sh a r eho ld e r’ s  Equ i ty

BO KL HB L N IB L

2 0 0 4 / 0 5

2 0 0 5 / 0 6

2 0 0 6 / 0 7

2 0 0 7 / 0 8

2 0 0 8 / 0 9

A v e r a g e

2 7 . 6 8

1 9 . 9 8

1 . 7 8

1 4 . 1 8

1 9 . 5 9

1 6 . 6 4

3 7 . 9 0

3 8 . 9 5

2 7 . 3 9

1 9 . 9 5

1 9 . 8 7

2 8 . 8 1

1 7 . 7 1

1 2 . 0 2

1 0 . 9 1

1 8 . 3 0

2 0 . 9 4

1 5 . 9 8
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b y 1 . 0 5 %.  A f t e r  t ha t  R OS HE  o f  H BL a r e  d e c re a s i n g  g r a du a l l y .  In

t h e  f i s c a l  ye a r s  2 0 0 6 /0 7 ,  2 00 7 /0 8  an d  20 08 /0 9 ,  t h e  r a t i o s  a r e

2 7 .3 9% ,  1 9 . 95 % ,  a n d  1 9 . 87 %  r es p ec t i v e l y.  A v e r a ge  r a t i o  i s

2 8 .8 1% .

S i mi l a r l y  i n  t h e  ca s e o f  N IB L,  i n  t h e  f i s c a l  ye a r  2 0 04 /0 5 ,  t h e

r a t i o  i s  1 7 . 71 %,  wh i ch  sh ow s  t h a t  t he  c o mp a n y’ s  o w n e r  c a n  e a rn

1 7 .7 1  pa i s a  i n v es t i n g  r u p e e  o ne .  Bu t  i t  h as  d e c r e as e d  g r a d u a l l y

a n d  t h e  r a t i o s  a r e  1 2 . 02 % ,  1 0 . 91 % ,  1 8 .3 0%  a nd  20 .9 4%  i n  t h e

f i s c a l ye a r s  2 00 5 / 06 ,  2 00 6 / 07 ,  2 00 7 / 08 ,  an d  2 00 8 /09

r e s p ec t iv e l y.  T h e  av e r a ge  r a t i o  i s  15 .98 % .

4 .1 .8 . Earning  per share

T h e  p ro f i t a b i l i t y  o f  b a n k  f rom  t h e  p o i n t  o f  v i e w  o f  t he  o r d i na r y

s h a r eh o ld e r s  i s  e a rn in g  p e r  sh a r e .  The  r a t i o  ex p l a i ns  ne t  i n com e

f o r  e a c h  un i t  o f  s ha r e .  E a rn in g  p e r  sha r e  o f  a n  o r ga n iz a t i on  g i v es

t h e  s t r e n g th  o f  t he  s h a r e  i n  t h e  ma r k e t .  I t  s h ow s  ho w  mu c h

t h eo r e t i c a l l y  b e l o ngs  t o  t h e  o r d i n a r y  s ha r e ho l d e r s .  Th e  EPS  i s

c a l cu l a t ed  as  b e l o w:

dingntaOutsSharesofNo

IncomeNet
SharePerEarning

.
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T abl e  N o .  8

Po s i t i o n  o f  co mp ar a t i v e  E PS

S ou r ce :  A pp end i x  8

T h e  e a rn i n gs  p e r  s h a r e  o f  BOK L a r e  4 0 . 73 ,  2 7 . 97 ,  2 .0 0 ,  1 7 .72

a n d  27 .5 0  i n  t h e  ye a r s  20 04 /0 5 ,  2 00 5 / 06 ,  20 06 / 07 ,  20 07 / 08  a nd

2 0 08 / 09 r esp e c t iv e l y.  T h e  a v e r a ge  E PS  i s  2 3 . 18 .  The  ov e r a l l

t r en d  i s  v e r y f l u c tu a t in g .  Th e h i gh e s t  E PS  i s  4 0 . 73  i n  t h e  ye a r

2 0 04 / 05 .

S i mi l a r l y ,  t h e  e a rn i n gs  p e r  sh a r e  o f  H B L i n  t h e  ye a r s  2 0 04 / 05 ,

2 0 05 / 06 ,  2 00 6 /0 7 ,  2 0 07 / 08  an d  2 00 8 /0 9 ar e  8 3 . 08 ,  9 3 . 56 ,  6 0 . 26 ,

4 9 .4 5  a nd  49 .0 5  re s p e c t i v e l y.  A n d  th e  a ve r a ge  EPS  i s  67 .0 8 .

H e r e ,  t h e  o v e r a l l  t r en d  i s d ec r e as ing .  T h e  EPS  d e c re as e s  f rom

8 3 .0 8  i n  t h e  ye a r  2 0 0 4 /0 5 to 4 9 . 05  in  t h e  ye a r  2 00 8 / 09 .

A n d ,  t he  e a rn i n gs  p e r sh a r e  o f  N IB L i n  t h e  ye a r s  2 0 04 / 05 ,

2 0 05 / 06 ,  2 00 6 /0 7 ,  2 0 07 / 08  an d  2 00 8 /0 9 ar e  5 3 . 68 ,  3 3 . 17 ,  3 3 . 59 ,

Fi s c a l

y e a rs

E a rn in g  Pe r  Sh a r e

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

4 0 .7 3

2 7 .9 7

2 . 00

1 7 .7 2

2 7 .5 0

2 3 .1 8

8 3 .0 8

9 3 .5 6

6 0 .2 6

4 9 .4 5

4 9 .0 5

6 7 .0 8

5 3 .6 8

3 3 .1 7

3 3 .5 9

3 9 .5 6

5 1 .7 0

4 2 .3 4
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3 9 .5 6  a nd  51 .7 0  re s p e c t i v e l y.  A n d  th e  a ve r a ge  EPS  i s  42 .3 4 .

H e r e ,  t h e  o ve r a l l  t r e n d  i s  d e c r ea s i n g .

4 .1 .9 . Dividend Per Share (DPS)  Analys is

D i v id e nd  p e r  sh a re  i s  ev a l u a t ed  t o  k n ow  t he  s h a r e  o f  d i v i d en d

t h a t  t h e  sh a r eh o l d e r s  r e c e i v e  i n  r e l a t i o n  to  t h e  p a i d  up  v a lu e  o f

t h e  sh a r e .  D i v id en d  p e r  sh a r e  i s  t h e e a rn in g  d i s t r i b u t e d  to

o r d i na r y s h a r e ho lde r s  d iv id e d  b y t h e  n um b er  o f  o rd in a r y s h a r e s

o u t s t an d i n g ,  i . e ,

SharesOrdinaryofNo

DividendTotal
SharePerDividend

.


T abl e  N o .  9

Po s i t i o n  o f  co mp ar a t i v e  D PS  ( i n  Rs . )

S ou r ce :  A pp end i x  9

T h e  d i v id e nd s  p e r  s h a r e  o f  BO KL a r e  R s . 32 .7 4 ,  R s .0 .0 0 ,

R s . 10 .0 0 ,  Rs .5 .0 0  a n d  Rs .1 0 . 00  i n  t he  ye a r s  2 00 4 ,  2 005 ,  2 00 6 ,

2 0 07  a nd  2 00 8 r esp e c t iv e l y.  T h e  a v e r a ge  D PS  i s  R s . 11 . 5 5 .  Th e

Fi s c a l

y e a rs

D i v id end  Pe r  Sha re

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

3 2 .7 4

0 . 00

1 0 .0 0

5 . 00 .

1 0 .0 0

1 1 .5 5

5 0 .0 0

2 7 .5 0

2 5 .0 0

1 . 31

0 . 00

2 0 .7 6

2 5 .0 0

0 . 00

0 . 00

2 0 .0 0

1 5 .0 0

1 2 .0 0
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h i gh es t  D PS  p a id  i s  Rs .3 2 . 74  i n  t h e  ye a r  2 00 4 w he r e as  i t  h a s  p a i d

n o d i v i de nd  a t  a l l  i n  t h e  ye a r  2 00 5 .

S i mi l a r l y ,  H B L s h o w s  a  DP S  o f  R s .5 0 .0 0 ,  R s . 27 .5 0 ,  R s . 25 .0 0 ,

R s . 1 . 31  a nd  Rs . 0 .0 0  i n  t h e ye a r s  2 0 0 4 ,  20 05 ,  2 00 6 ,  2 0 07  and

2 0 08 r e sp e c t iv e l y.  T h e  av e r a ge  DPS  i s  R s . 20 .7 6 .  IT  p a i d  a

h i gh es t  d iv id e nd  o f  Rs .5 0 . 00  i n  t h e  ye a r  2 0 0 4 an d  th e  l ow e s t

d iv id en d  Rs . 1 . 31  in  t h e  ye a r  2 0 0 3 .  In  t h e  ye a r  2 0 0 8 ,  t h e  c o m pa n y

p a id  n o  d iv id e nd  a t  a l l .

A ga in ,  N IB L s h o w s  a  DPS  o f  R s . 25 .0 0 ,  Rs .0 .0 0 ,  R s .0 .0 0 ,

R s . 20 .0 0  a nd  Rs . 15 . 00  in  t h e  ye a r s  2 0 0 4 ,  20 05 ,  20 06 ,  2 0 07 and

2 0 08 r es p e c t i ve l y.  T h e  av e r a ge  DPS  i s  R s . 12 .0 0 .  I t  p a i d  a  h i gh es t

d iv id en d  o f  R s . 25 .0 0  in  t h e  ye a r  2 0 0 4 a nd  t he  l ow e s t  d i v id e nd

R s . 15 .0 0  i n  t h e  ye a r  2 00 8 .  In  t h e  ye a r s  20 0 5 a nd  2 00 6 ,  i t  p a id  no

d iv id en d .

T h e  av e r a ge  d i v ide n d  p e r  s h a re  o f  BO K  i s  R s . 11 .5 5 .  S i mi l a r l y;

H B L s h ow s  an  av e r a ge  D PS  o f  Rs .  20 . 76 .   A ga in ,  N IB  s ho w s  a n

a v e r a ge  DPS  o f  Rs .  12 .0 0 .  Am on g  th e  t h r e e ,  H BL h a s  p a id  t h e

h i gh es t  d iv i d en d .

4.2. Capital  Structure

4 .2 .1 . Net  Income (NI)  Approach

N e t  In c o m e  ( N I)  a p p ro a c h  i s  kn ow n  a s  d ep e nd en t  h yp o t h es i s  o f

c a p i t a l  s t r u c tu r e .  T h e  es s e n c e  o f  t h i s  a pp ro a c h  i s  t h a t  t he  f i rm

c a n  r e du c e  i t s  c os t  o f  c a p i t a l  b y  u s in g  d e b t  a nd  to t a l  v a lu a t io n  o f

t h e  f i rm  t h r ou gh  t he  r e d uc t i on  i n  t h e  c o s t  o f  c a p i t a l  l ea d i n g  to  an
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i n c r e a s e  i n  t h e  co s t  o f  c a p i t a l  t h us  l ea d in g  to  a n  i n c r e a se  i n  t he

d e gr e e  o f  l ev e r a ge .  T h i s  t he o r y a s s u me s  th a t  t h e  co s t  o f  d e b t  a nd

c o s t  o f  eq u i t y  r e m ai n  c on s t an t  a s  c h a n ge  in  t h e  f i rm ' s  c a p i t a l

s t ru c t u re . In  o t h e r  w o r ds ,  t h e  f i rm  c a n  i n c r e as e  i t s  va lu e  o r  l ow er

t h e  o v er a l l  co s t  o f  c a p i t a l  b y i n c r e a s in g  t h e  p ro po r t i o n  o f  d e b t  i n

t h e  c ap i t a l  s t ru c tu re .  I t  g i v e s  a t t e n t ion  o n  ov e r a l l  c a p i t a l i z a t i o n

r a t e .  A cc o rd in g  t o  t h i s  t h eo r y,  o p t im um  c ap i t a l  s t ru c tu r e  i s  t ha t ,

w h e r e  t h e  t o t a l  v a lu e  o f  t h e  c omp a n y i s  h i gh es t  an d  th e  o ve r a l l

c a p i t a l i z a t i o n  r a t e  i s  l o w es t .  Th e  ov er a l l  c ap i t a l i z a t i o n  r a t e  c an

b e  c a l c u l a t e d  s imp l y b y  d i v i d in g  E B IT  b y t h e  v a lue  o f  t h e

c o mp a n y.  C a lc u l a t e d  r a t e s  a re  p r e sen t ed  b e l o w th a t  i s  r e f e r re d

f r om  ap p en d ix  10 .

T abl e  N o .  1 0

C o mp a ra t i v e  Po s i t i on  o f  Ov e ra l l  C ap i t a l i z a t ion  Ra t e

Fi s c a l

Y e a rs

BO KL HB L N IB L

C o st  o f

C ap i t a l

( Ko )

V a lu e

of  F i r m

( in

mi l l i o n

R s )

C o s t

o f

c a p i ta l

( Ko )

V a lu e

of  F i r m

( in

mi l l i o n

R s )

C o s t

o f

c a p i ta l

( Ko )

V a lu e

of  F i r m

( in

mi l l i o n

R s )

2 0 04 / 05 1 9 .6 7% 1 , 73 4 . 77 2 2 .0 9% 4 , 10 6 . 65 1 1 .5 4% 1 , 92 0 . 27

2 0 05 / 06 2 0 .3 1% 1 , 98 8 . 86 2 5 .7 6% 4 , 53 2 . 52 1 2 .9 5% 1 , 98 4 . 02

2 0 06 / 07 2 6 .0 2% 1 , 19 8 . 78 2 1 .6 6% 4 , 28 1 . 07 1 5 .6 6% 1 , 33 2 . 07

2 0 07 / 08 4 3 .4 5% 9 1 7 . 89 2 2 .9 8% 3 , 97 8 . 60 1 5 .2 0% 2 , 36 3 . 81

2 0 08 / 09 3 4 .4 4% 1 , 36 7 . 56 1 8 .5 7% 4 , 91 1 . 48 1 9 .9 5% 2 , 79 5 . 23

A v e r a ge 2 8 .7 8% 1 , 43 6 . 34 2 2 .2 1% 4 , 11 4 . 19 1 5 .0 6% 2 , 05 3 . 23

S ou r ce :  A pp end i x  1 0
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A b ov e  co mp ut ed  ov e r a l l  c a p i t a l i z a t i on  r a t e  o f  BO K  s ho w s  tha t

t h e  c os t s  a r e  19 .6 7% ,  2 0 . 31 % ,  26 .0 2%,  4 3 .4 5%  a n d  28 .7 8%  i n  t h e

f i s c a l  ye a r s  2 0 0 4 /0 5 ,  2 00 5 /0 6 ,  2 00 6 / 07 ,  2 00 7 / 08 ,  an d  2 0 08 /09

w h e n  t h e  v a lu es  o f  t h e  f i rm  a r e  Rs .  1 , 73 4 . 77 ,  Rs .  1 , 988 . 86 ,  Rs .

1 , 19 8 . 78m ,  R s .  9 17 . 8 9  an d  R s .  1 , 36 7 . 56  mi l l i on  r e sp e c t i ve l y.  T h e

a v e r a ge  co s t  i s  28 . 78 % a t  an  av e ra ge  v a l u e  o f  R s .  1 ,4 36 .3 4

m i l l i on .

S i mi l a r l y ,  i n th e  c a s e  o f  H BL,  t h e  c o s t s  a r e  22 .0 9 %,  2 5 . 76 %,

2 1 .6 6% ,  22 .9 8 % a nd 18 .5 7%  i n  t h e  f i s c a l  ye a r s  2 00 4 / 05 ,  2 0 05 / 06 ,

2 0 06 / 07 ,  20 07 / 08 an d  20 08 /0 9 r es pe c t i v e l y.  A n d  t h e  v a lue s  o f  t h e

f i rm  a r e  Rs .  4 ,1 06 . 6 5 ,  Rs .  4 , 53 2 . 52 ,  R s .  4 ,2 81 .0 7 ,  Rs .  3 , 97 8 . 60 ,

a n d  Rs .  4 , 91 1 . 48  mi l l i on  r e sp e c t iv e l y.  T h e  av e r a ge  c os t  i s

2 2 .2 1%  a t  a n  a v e r age  v a lu e  o f  R s .  4 ,11 4 .1 9  m i l l i on .

In  t h e  c a s e  o f  NIB ,  t h e  c os t s  a re  1 1 .5 4% ,  1 2 . 95 % ,  1 5 .6 6% ,

1 5 .2 0%  a nd  19 .95 %  in  t h e  f i s c a l  ye a r s  2 0 0 0 /0 1 ,  2 0 01 / 02 ,

2 0 02 / 03 ,  20 03 / 04 an d  20 04 /0 5  r es pe c t i v e l y.  A n d  t h e  v a lue s  o f  t h e

f i rm  a r e  Rs .  1 ,9 20 . 2 7 ,  Rs .  1 , 98 4 . 02 ,  R s .  1 ,3 32 .0 7 ,  Rs .  2 , 36 3 . 81 ,

a n d  Rs .  2 , 79 5 . 23  mi l l i on  r e sp e c t iv e l y.  T h e  av e r a ge  c os t  i s

1 5 .0 6%  a t  a n  a v e r age  v a lu e  o f  R s .  2 ,05 3 .2 3  m i l l i on .

4 .2 .2 . Net  Operating Income (NOI)  Approach

I t  i s  a n  i n d ep en d en t  h yp o t h es i s  o f  ca p i t a l  s t r uc tu r e  d ec i s io n  o f

t h e  f i r m  a nd  wh i c h  i s  i r r e l e v an t  t o  t he  v a l u e  o f  f i r m  a nd  ov e r a l l

c o s t  o f  c ap i t a l .  C ha n ge  i n  l e v e r a ge  wi l l  no t  l e ad  t o  an y c h a n ge  in

t h e  t o t a l  v a l u e  o f  t h e  f i r m  an d  m ark e t  p r i ce  o f  sh a r e ,  a s  t h e

o v e r a l l  c os t  o f  c a p i t a l  i s  i n d ep en d en t  o f  t h e  d e g r e e  o f  l e v e r a ge .

T h e  i n c r ea s e  i n  l e ve r a ge  l e a ds  t o  a n  i n c r e as e  i n  f i n an c i a l  r i sk  o f
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t h e  o rd in a r y s h a r eh o l d e r s .  To  m in i miz e  t he  f i n an c i a l  r i sk ,  t h e

s h a r eh o ld e r s  w a n t  a  h i gh er  r e tu rn  on  t h e i r  i nv es tm en t .  In c r e as e s

i n  Ko  a r e  ex ac t l y  o f f se t  b y u s i n g  c he a p e r  d eb t  f un d  kee p in g  K o

c o ns t a n t .  S o ,  e qu i ty  c a p i t a l i z a t i on  r a t e  ‘ K e ’  i s  c a l c u l a t ed  h e r e  b y

s im p l y d i v id in g  EBT  b y t h e  m a rk e t  v a lu e  o f  com mo n  e q u i t y ,

w h ic h  i s  p r es en t ed  i n  t h e  fo l l o wi n g  t a b l e .  D e t a i l  c a l c u l a t i o n  o f

‘ K e ’  i s  p r e se n t e d  in  t h e  a pp en d ix .

T abl e  N o .  1 1

C o mp a ra t i v e  Po s i t i on  Of  Ef f e c t  o f  De b t  on  Equ i ty

C ap i t a l i z a t i on  Ra te

Fi s c a l

y e a rs

BO K HB L N IB

C o st  o f

Equ i ty

( Ke )

L ong -

T e r m

D e b t

( in

mi l l i o n

R s )

C o s t

o f

Equ i ty

( Ke )

L ong -

T e r m

D e b t  ( in

mi l l i o n

R s )

C o s t

o f

Equ i ty

( Ke )

L ong -

T e r m

D e b t

( in

mi l l i o n

R s )

2 0 04 / 05 6 % 2 . 04 7 . 6% 6 . 65 5 . 5% 2 4 .0 2

2 0 05 / 06 4 . 7% 2 . 83 9 . 6% 3 2 .5 2 4 . 7% 2 9 .2 5

2 0 06 / 07 2 . 2% 2 1 .2 9 8 . 2% 3 8 1 . 07 5 . 9% 4 0 .2 2

2 0 07 / 08 1 3 .3 % 0 . 00 9 . 0% 3 9 2 . 16 7 . 2% 1 6 .2 5

2 0 08 / 09 1 3 .5 % 0 . 00 8 . 6% 4 0 6 . 98 8 . 3% 1 9 .5 0

A v e r a ge 7 . 9% 5 . 23 8 . 6% 2 4 7 . 88 6 . 3% 2 5 .8 5

S ou r ce :  A pp end i x  1 1

T h e  eq u i t y  c a p i t a l i z a t i o n  r a t e s o f  BO K  in  t h e  f i s c a l  ye a r s

2 0 04 / 05 ,  20 05 /0 6 ,  2 0 06 / 07 ,  20 07 /0 8  a n d  20 08 /0 9 a r e  6% ,  4 .7 %,

2 . 2% ,  1 3 . 3 %  an d  13 . 5%  r e sp e c t i v e l y.  A n d  t h e i r  r e sp e c t iv e  l o n g -

t e rm  d e b t s  a r e  Rs .  2 . 04 ,  R s . 2 . 83 , R s .  2 1 .2 9 ,  Rs .  0 . 00  a nd  R s .  0 . 00
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m i l l i on  r es p ec t i ve ly .  T h e  a v e r a ge  c os t  i s  7 .9 %  a t  a n  a v e r a ge

l on g- t e rm d eb t  o f  R s .  5 .2 3  m i l l i o n .

T h e  eq u i t y  c a p i t a l i z a t i o n  r a t e s  o f  HB L a r e  7 . 6% ,  9 .6% ,  8 . 2% ,

9 . 0% ,  a nd  8 . 6%  i n  t h e  f i s c a l  ye a r s  20 0 4 /0 5 ,  20 05 / 06 ,  20 0 6 /0 7 ,

2 0 07 / 08  a nd  2 00 8 /0 9 r es p e c t i v e l y.  A n d  t h e  l on g - t e rm  d e b t s  a r e

R s .  6 .6 5 ,  Rs .  32 .5 2 ,  R s .  3 81 .0 7 ,  Rs .  39 2 . 16 ,  a nd  R s .  40 6 .98

m i l l i on  r es p ec t i ve ly .  T h e  a v e r a ge  c os t  i s  8 .6 %  a t  a n  a v e r a ge

l on g- t e rm d eb t  o f  R s .  2 47 .8 8  m i l l i o n .

S i mi l a r l y ,  t h e  e q u i t y  c a p i t a l i z a t i o n  r a t e s  o f  N IB  a r e  5 . 5 % ,  4 .7 %,

5 . 9% ,  7 .2 % ,  an d  8 . 3%  in  t h e  f i s c a l  ye a r s  2 0 04 / 05 ,  2 0 05 / 06 ,

2 0 06 / 07 ,  20 07 /0 8  a n d  20 08 /0 9 r es p ec t i v e l y.  A nd  t h e  l o n g - t e rm

d e b t s  a r e  Rs .  2 4 . 02 ,  R s .  29 .2 5 ,  Rs .  4 0 .2 2 ,  R s .  16 .2 5 ,  a n d  Rs .

1 9 .5 0mi l l i o n  r e sp ec t i v e l y.  T h e  a v e ra ge  c os t  i s  6 .3 %  a t  an  a ve r a ge

l on g- t e rm d eb t  o f  R s .  2 5 . 85  mi l l i on .

4.3. Leverage Analysis

Le v e r a ge  a n d  c a p i t a l  s t r uc tu r e  a r e  c lo s e l y  r e l a t ed  c on c e p t s  l i n ked

t o  co s t  o f  c ap i t a l  a nd  th e r e fo r e  ca p i t a l  bu d ge t in g  d e c i s i on .

Le v e r a ge  r e s u l t s  f r o m  th e  us e  o f  f i xe d - c os t  a s s e t s  o r  t e n ds  t o ,

m a gn i f y r e t u r n  t o  t h e  f i rm ’s  o wn e r s .  C h an ge s  i n  l ev e r age  r e s u l t

i n  ch a n ges  i n  l e ve l  o f  r e t u rn  an d  a s so c i a t e d  r i s k .  Ge n e r a l l y ,

i n c r e a s e  i n  l ev e r a ge  r e s u l t  i n  i n c r ea se  i n  r e tu r n  an d  r i sk ,  wh e r e

a s  d e c r e as e  i n  l e ve r a ge  r e s u l t  i n  de c r e a s ed  r e tu r n  an d  r i sk .  T h e

a m ou n t  o f  l e v e r a ge  i n  t h e  f i rm ’s  c ap i t a l  s t ru c t u r e  t h e  mix  o f

l on g - t e rm  d eb t  a n d  e qu i t y  m a i n t a i n ed  b y t h e  f i rm ,  ca

s i gn i f i c an t l y  a f f e c t s  i t s  v a lu e  b y a f f e c t in g  r e tu r n  an d  r i sk .

Be c a u s e  o f  i t s  e f f e c t  o n  v a lu e ,  t he  f i n a n c i a l  m a n a ge r  mu s t
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u n de r s t an d  h o w  t o  m e as u re  a nd  e v a lu a t e  l e v e r age  w h e n

a t t e mpt in g  to  c r e a t e  t h e  b es t  c ap i t a l  s t r u c t u r e .

G e n e r a l l y ,  Le v e r a g e  r e f e r s  t o  t h e  us e  o f  s p ec i a l  f o r c e  o f  p o w er  t o

h a v e  mo r e  t ha n  n o rm al  r e s u l t s  f r om  a  p a r t i cu l a r  a c t i on .  S i mi l a r l y

i n  f i n an c i a l  t e rm  i t i s  u s ed  to  d e s c r ibe  a bo u t  u t i l i z a t i o n  o f  fu nd s

f o r  w h i c h  th e  f i r m  h a s  t o  p a y f i x ed  cos t  a nd  t o  h av e  mo re  r e t u rn

t h an  no rm a l  h a v ing  m o r e  r i sk  a s  w e l l .  Le v e r a ge  m a y b e  u s ed  to

b o os t  o wn e rs ’  r e tu r n s ,  b u t  i t  i s  u s e d  a t  t h e  r i sk  o f  i nc r e a s i n g

l o s s es ,  i f  t h e  f i r m’ s  e c on omi c  fo r t un e  d e c l i n es .  T hu s  ga i n  and

l o s s es  a r e  m a gn i f i e d  b y l e v e r a ge ,  an d  th e  h i gh e r  t h e  l e v e r a ge

e m plo ye d  b y a  f i rm ,  t h e  g r e a t e r  w i l l  b e  t h e  v o l a t i l i t y  o f  i t s

r e tu r ns .  Th e r e  a r e  t h r e e  t yp e s  o f  l ev e r a ge s :  o p e r a t i n g  l e v e r a ge ,

f i na n c i a l  l e ve r a ge  a n d c om bin e  l ev e ra ge .  O pe r a t in g  l e ve r a ge  i s

t h e  f un c t io n  o f  f i x e d  co s t ,  c on t r ib u t io n  m a r g i n  an d  sa l es  vo l um e .

F i n an c i a l  l ev e r a ge  i s  t h e  r e l a t i on sh i p  b e tw e e n  E BIT  a n d  E BT  a nd

c o mbi n ed  l ev e r a ge  i s  t h e  c omb in e d  e f f e c t  o f  o p e r a t i n g  l e v e r a ge

a n d  f in a n c i a l  l e ve r a ge .  Th e  op e r a t i n g  l e v e ra ge  i nd i c a t es  t h e

i mp a c t  o f  ch a n ges  s a l es  a n  op e r a t i n g  in c om e  an d  f i na n c i a l

l e v e r a ge  ex i s t  wh en  t h e  c a p i t a l  s t ru c t u re  o f  t h e  f i rm  co mp r i s es

d e b t  c ap i t a l .  F i n anc i a l  l e ve r a ge  i s  r e l a t e d  t o  t h e  c ap i t a l  s t ru c t u re

o f  t h e  f i rm .  S o ,  f i n a n c i a l l e v e ra ge  i s  t h e  r e l e v an t  i s su e  o f  t h i s

s tu d y,  w h i ch  i s  ex p l a i n ed  i n  t h i s  s e c t io n .
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4 .3 .1 . Analys is  of  Financial  Leverage

W h e n  t h e  c omp a ny e m p lo ys  d e b t  o r  o t h e r  f u nd  c a r r yi n g  f i x ed

c h a r ge s  i . e .  i n t e r es t  i n  t h e  ca p i t a l  s t r uc tu r e ,  f i n a n c i a l  l e v e ra ge

ex i s t s .  I f t h e  f i n an c i a l  c h a r ge  i s  h igh  th e  co mp a n y c a n  ha ve

a d v an ta ge  o f  t ax  sh i e ld  b u t  i t  w i l l  a f f e c t  t o  ow n e rs ’  r e t u r n  i . e .

n e t  p ro f i t  a s  we l l .  F i n an c i a l  l ev e r a ge  ex p l a i ns  t h e  r e l a t i on sh ip

b e tw e e n  e a r n i n g  be f o r e  i n t e r es t  a nd  t ax es  an d  ne t  p r o f i t  o f  t h e

c o mp a n y.

T w o  m e th ods :  e i t h e r  d i v i d in g  p e r c en t a ge  c h an ge  i n to  E PS  b y

p e r c en t a ge  c ha n ge  i n t o  E BIT  o r  d i v id i n g  p e rc e n t a ge  c h an ge  i n t o

E BT  b y E B IT  c a n  c a l cu l a t e  d e g r e e  o f  f i n an c i a l  l ev e r a ge .  In  t h i s

a n a l ys i s  o f  f i n an c i a l  l ev e r a ge  s e co nd  m et ho d  i s  c ho s en .  H i gh  th e

f i na n c i a l  l e v e r a ge ,  h i gh  wi l l  b e  t h e  f i n an c i a l  r i sk  an d  a l so  h i gh

w i l l  b e  t h e  s h a r e ho l d e r s ’  r e tu r n .  Th e  d e g r e e  o f  f i n a n c i a l  l e v e r a ge

o f  s am pl e d  co mp a n i e s  i s  p r es en t e d  in  t h e  fo l l ow in g  t a b l e .

EBITinChange

EPSinChange
DFL

%

%


Or

EBT

EBIT
DFL 
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T abl e  N o  12

C o mp a ra t i v e  D eg re e  o f  F in an c ia l  L ev e r ag e

Fi s c a l

y e a rs

D e g r e e  o f  F in an c ia l  L e v e ra g e

BO KL HB L N IB L

2 0 04 / 05

2 0 05 / 06

2 0 06 / 07

2 0 07 / 08

2 0 08 / 09

A v e r a ge

3 . 30

4 . 33

1 1 .6 1

3 . 27

2 . 55

5 . 01

2 . 89

2 . 68

2 . 66

2 . 54

2 . 17

2 . 59

2 . 09

2 . 74

2 . 67

2 . 11

2 . 41

2 . 40

S ou r ce :  A pp end i x  1 2

A b ov e  c a l c u l a t e d  D FL o f  BO K L i n d i c a t e s  f l u c tu a t io n  t r en d .  In

t h e  f i s c a l  ye a r  2 0 04 /0 5 th e  D FL i s  3 .3 0  t im e s .  In  t h e  sec o nd  ye a r

i . e .  2 00 5 / 06 t h e  DF L i s  4 .3 3 t im e s .  In  t h e  f i s c a l  ye a r s  2 00 6 /0 7 ,

2 0 07 / 08 ,  20 08 / 09 t h e  D FL i s  1 1 .6 1 ,  3 .2 7 ,  a n d  2 .5 5  t im es

r e s p ec t iv e l y.

T h e  t r e nd  o f  H BL i s  d e c r e as i n g  t r end .  T he  D F L o f  H B L i n  t h e

f i s c a l  ye a r  2 0 0 4 / 05 ,  20 05 /0 6 ,  20 06 /0 7 ,  2 00 7 / 08  a nd  20 0 8 /0 9 i s

2 . 89 ,  2 .6 8 ,  2 .6 6 ,  2 .5 4  a nd  2 .1 7  r es p e c t iv e l y.  T h e  a v e r a ge  D F L o f

H B L i s  2 . 59  t i m es .

S i mi l a r l y ,  t h e  t r end  o f  N IB L i s  i n  f l u c tu a t in g  t r e nd .  The  D F L o f

H B L i n  t h e  f i s c a l  ye a r  2 0 0 5 /0 6 ,  2 005 /0 6 ,  2 00 6 / 07 ,  20 07 /0 8 a nd

2 0 08 / 09 i s  2 .0 9 ,  2 . 74 ,  2 .6 7 ,  2 .1 1  a n d  2 . 41  r e sp e c t iv e l y.  T h e

a v e r a ge  D FL o f  H BL i s  2 . 40  t i m es .
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4.4. Correlation Analysis

C o rr e l a t i o n  an a l ys i s  e n ab le s  u s  t o  h av e  a n  i d ea  a bo u t  t h e  d e g r e e

a n d  d i r e c t i on  o f  t h e  r e l a t i o ns h ip  be t w e en  th e  t wo  o r  m or e

v a r i a b l es .  T h e  c o r re l a t i o n  i s  a  s t a t i s t i c a l  t oo l  w h i ch  s tud i es  t he

r e l a t i on sh ip  b e t wee n  tw o  o r  mo r e  v a r i a b l es  a nd  co r r e l a t i o n

a n a l ys i s  i n vo l v es  v a r io us  m e th od s  a n d  t e c hn i q ue s  u s ed  f o r

s tu d yi n g  a n d  m e a su r i n g  th e  ex t e n t  o f  t h e  r e l a t i on sh i p  b e tw e e n  th e

t w o  o r  mo r e  v a r i ab l es .  I t  i s  d en o t e d  b y ‘ r ’ .  Ho w ev e r ,  i t  f a i l s  t o

r e f l e c t  u po n  th e  c a us e  a nd  e f f e c t  r e l a t i o nsh ip  b e tw e e n  t he

v a r i a b l es .  A l th ou gh  t h e re  a r e  t h r ee  t yp e s  o f  c o r re l a t i o n  i . e .

s im p l e ,  p a r t i a l  an d  m ul t i p l e  b u t  h e r e  w e  fo c us  on  s i mp l e

c o r r e l a t i o n  b a s ed  o n  ‘P e a r s on ’s  c o e f f i c i e n t  o f  c o r r e l a t i o n ’ .   In

t h e  fo l l o wi n g  s e c t io n  c o r r e l a t i o n  be tw e e n  d i f fe r e n t  v a r i a b l es  a re

c a l cu l a t ed  an d  p re se n t ed  o f  t h e  s am pl ed  co mp a n i es .

 T ot a l  de b t  an d  sh a re h o l d e r s  e qu i t y

 Lo n g  t e r m  d eb t  an d  e a r n in g  p e r  sh a r e

 E B IT  a n d  i n t e r es t

 E B IT  a n d  DPS

4 .4 .1 . Total  Debt  and Shareholders  Equi ty

T h e  r e l a t i o ns h i p  be t w e en  t o t a l  d eb t  ( TD )  a n d  sh a r eh o l d e r s  e q u i t y

( S HE )  h av e  b e en  sh o wn  in  t h e  f o l l ow i n g  t a b l e  b e l ow .  T h e  to t a l

d e b t  i n c l ud e s  a l l  t yp e s  o f  l on g - t e rm  bo r ro w e d  f un ds ,  c u r re n t

l i a b i l i t i e s  an d  p r ov i s io ns .  W h e r e as  sha r e h o ld e r s ’  e qu i t y  i n c lu d es

s h a r e  c ap i t a l  r e se r v e  a n d  s u rp lus .  T h i s  c o r r e l a t i o n  in d i c a t e s

w h e t h e r  t h e re  i s  pos i t i v e  o r  n e ga t i v e  c o r r e l a t i o n  b e t we en  T D  a n d

S HE  a n d  t h e i r  r e sp e c t iv e  p ro b ab l e  e r r o r  i s  a l s o  p r e s en t e d .  P .E
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i n t e rp r e t s  t h e  v a lu e  o f  c o r r e l a t i on  c o - e f f i c i en t .  I t  h e lp s  t o

d e t e r min e  ap p l i c a b i l i t y  f o r  t h e  m e a su r e m en t  o f  r e l i a b i l i t y  o f  t he

c o mp ut ed  v a l u e  o f  t h e  c o r re l a t i on  c o e f f i c i e n t  ( r ) .  D e t a i l

c a l cu l a t i on s  a r e  p re s e n t ed  i n  t h e  a pp en d ix  13 .

T abl e  N o . 13

C o r r e l a t ion  Co ef f i c i en t  B etw e en  TD  a nd  S HE Wi th  Pr ob ab l e

E r ro r

BO KL HB L N IB L

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P r o b a b l e

e r r o r

6 ( P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P r o b a b l e

e r r o r

6 ( P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P r o b a b l e

e r r o r

6 ( P . E . )

0 . 86 0 . 48 6 0 . 97 0 . 10 8 0 . 97 0 . 10 8

S ou r ce :  A pp end i x1 3

K a r l  P e a r s on ’s  c o r r e l a t i on  c o e f f i c i en t  b e t we e n  t o t a l  d e b t  a nd

s h a r eh o ld e r s  e qu i t y  o f  BO K L i s  0 . 86 .  T h e re  i s  p o s i t i v e

c o r r e l a t i o n  b e tw e en  T D  a nd  S H E.  Th e  p ro b ab l e  e r r o r  6 (P E )  o f

BO K L i s  0 .4 86 .  PE  i s  l e s s  t h an  co r r e l a t i on  co e f f i c i e n t  ( r ) .

S i mi l a r l y ,  t h e  c o r re l a t i o n  co e f f i c i e n t  o f  H BL i s  0 .9 7 ,  w h ic h  i s

c l os e r  t o  1  a nd  pos i t i v e .  T h e  p r ob a b l e  e r r o r  i s  0 .1 08 ,  w h ic h  i s

l e s s  t h a n  r .

In  t h e  c a s e  o f  N IB L t h e  c o r r e l a t i o n  co e f f i c i e n t  i s  0 . 97 ,  w h ic h  i s

c l os e r  t o  o n e  an d  po s i t i v e  s o  i t  i s  a l s o  go o d  co r r e l a t e d .  Th e  P E  o f

r e s p ec t ed  c o r re l a t i o n  i s  0 .1 08 ,  i . e .  v a l u e  o f  r  i s  g r e a t e r  t h a n  PE .



85

4 .4 .2 . Long-Term Debt  and Earning  Per  Share

Lo n g  t e m  d e b t  i s  t h e  so u r c e  o f  l on g - t e r m  f i n an c i n g  o r  l o n g - t e r m

f u nd s .   Co mp a n y s h o u ld  p a y  i n t e r e s t  f o r  t h i s  de b t  c a p i t a l .  W h e r e

a s  e a r n in g  p e r  sh a r e  ( EPS )  i s  e a rn ing  o f  a  s h a r e  o f  a  f i rm  f o rm

o n e - ye a r  b u s i ne s s .  E PS  h as  p os i t i v e  r e l a t i o ns h ip  w i t h  c om p an y’ s

e a r n i n g .  In  t h i s  s e c t io n  th e  r e l a t i o ns h i p  b e t w e en  th e s e  tw o

v a r i a b l es  h as  b een  sh o wn  us i n g  K a r l  P e a r so n ’s  co r r e l a t i o n

c o e f f i c i e n t  m e t ho d .  I t  t r i e s  t o  a n a l yz e  t h a t  t h e  i n c r em e n t  i n  LT D

l e a ds  t o  i nc r em e n t  i n  t he  EPS  o r  n o t .  T he  c a l c u l a t e d  co r r e l a t i on

c o e f f i c i e n t  a nd  t he i r  r e sp e c t i v e  p ro bab l e  e r ro r  h av e  b e en  s ho w n

i n  th e  f o l l o win g  t ab l e  r e f e r r e d  fo rm  ap p en d ix .

T abl e  N o . 14

C o r r e l a t ion  Co ef f i c i en t  B etw e en  Long - Te r m D eb t  ( LT D)  and

E a rn in g  Pe r  Sh a r e  ( E PS )  and  Th e i r  R e sp e c t i ve  Pr ob ab l e  E r ro r

BO KL HB L N IB L

C o rr e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

( P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

( P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

( P . E . )

- 0 .7 7 0 . 72 - 0 .9 6 0 . 14 4 - 0 .5 7 1 . 2

S ou r ce :  A pp end i x  1 4

In  t h e  b a s i s  o f  a bov e  t ab l e ,  co r r e l a t i on  c o e f f i c i en t  b e tw ee n Lo n g-

t e rm  de b t  ( LT D )  an d  e a r n i n g  p e r  s h a r e  ( EPS )  o f  BOK L i s –0 . 77 ,

w h ic h  imp l i es  t h a t  t h e r e  i s  n e ga t i v e  co r r e l a t i o n  b e t we e n  LT D  a n d

E PS .  Th e  p r ob ab l e  e r r o r  (P E )  o f  BO KL i s  0 .7 2 .  P E  i s  g r ea t e r  t h a n

c o r r e l a t i o n  c oe f f i c i e n t  ( r ) .
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In  t h e  c a s e  o f  H BL,  t h e  c o r r e l a t i o n  c o e f f i c i e n t  i s –0 .96 ,  wh i c h

i mpl i es  t h a t  t h e r e  i s  n e ga t i ve  c o r r e l a t i o n  b e t w e en  LT D  a n d  E PS .

T h e  p r ob ab l e  e r ro r  (P E )  o f  H BL i s  0 .1 44 .  PE  i s  g r e a t e r  t h an

c o r r e l a t i o n  c oe f f i c i e n t  ( r ) .

S i mi l a r l y  i n  t h e  c as e  o f  N IB L t h e  c o r re l a t i o n  c o e f f i c i en t  i s –0 .5 7 ,

w h ic h  imp l i es  t h a t  t h e r e  i s  n e ga t i v e  co r r e l a t i o n  b e t we e n  LT D  a n d

E PS .  T h e  p r ob a b l e  e r r o r  (P E )  o f  N IB L i s  1 .2 ,  i . e .  P E  i s  g r e a t e r

t h an  co r r e l a t i on  coe f f i c i en t  ( r ) .

4 .4 .3 . EBIT and Interest

Lo n g- t e r m  d e b t  ho l d e r s  ge t  t h e  i n t e re s t  a s  r e tu r n  an d  E B IT  i s

o p e r a t i n g  p r o f i t  o f  t h e  c om p an y.  H e re  c o r r e l a t i on  c o e f f i c i e n t  o f

i n t e r es t  an d  E BIT  h as  p r e se n t e d  o f  c on c e r ne d  c om p an i es  t o

a n a l yz e  w h e th e r  t he r e  i s  p os i t i v e  o r  ne ga t iv e  c o r re l a t i on  b e t w e en

i n t e r es t s  an d  op e r a t i n g  p ro f i t ,  t ho s e  a r e  c a l cu l a t e d  o n  the  b a s i s  o f

K a r l  P e a r s on ’s  c o r r e l a t i on  c o e f f i c i en t .  Fo l lo wi n g  t ab l e  sh o ws  the

r e l a t i on sh ip  be tw ee n  th es e  v a r i ab l e s  o f  s amp l ed  co mp a n i e s .  And

t o  ch e c k  th e  s i gn i f i c a nc e  o f  t he s e  c a l c u l a t ed  c o r r e l a t i o ns ,  P E  i s

a l so  p r es e n t ed ,  w h ic h  i s  r e fe r r ed  f rom  a p p en d ix :
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T abl e  N o . 1 5

C o r r e l a t ion  Co ef f i c i en t  B etw e en  EBIT  and  In t e r es t ,  and  Th e i r

R e sp e c t i ve  Pr ob ab l e  E r ro r

BO KL HB L N IB L

C o rr e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

( P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

( P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

( P . E . )

0 . 39 1 . 5 0 . 90 0 . 34 2 0 . 99 0 . 00

S ou r ce :  A pp end i x  1 5

In  t h e  a b ov e  t a b l e ,  c o r r e l a t i o n  co e f f i c i e n t  o f  BO K L i s  f o un d  to

b e  0 . 39 ,  i . e .  t h e re  i s  p os i t i v e  c o r r e l a t i on  b e t w e en  i n t e r e s t  a nd

E B IT .  P E  o f  r e s p ec t e d  co r r e l a t i on  i s  1 . 5 ,  w h i ch  i s  g r e a t e r  t h an

c o r r e l a t i o n c oe f f i c i e n t .

S i mi l a r l y ,  i n  c as e  o f  H BL,  t h e  co r re l a t i o n  co e f f i c i en t  b e tw e en

i n t e r es t  a nd  op e r a t i n g  p ro f i t  i s  0 . 90 .  I t  i s  p os i t i v e  a nd  c l os e r  t o

1 .  Th e  PE  o f  r e spe c t ed  c o r r e l a t i on  i s  0 .3 42 ,  wh i ch  i s  l e s s  t h an

c o r r e l a t i o n  c oe f f i c i e n t .

In  t h e  c a s e  o f  N IB L,  t h e  c o r r e l a t i o n  c o e f f i c i e n t  b e t w e en  in t e r es t

a n d  o p e ra t i n g  p r o f i t  i s  0 .9 9 .  I t  i s  p os i t i v e  an d  a lm os t  e qu a l  t o  1 .

T h e  PE  o f  r e sp e c t ed  co r r e l a t i o n  i s  n e g l i g i b l e .

4 .4 .4 . EBIT and DPS

S h ar e ho ld e r s  ge t  t h e  d i v i d en d  as  r e tu r n  an d  E BIT  i s  o p e r a t i n g

p r o f i t  o f  t h e  co m pa n y.  H e r e ,  c o r r e l a t i on  c o e f f i c i e n t  o f  E B IT  a n d

D PS  ha s  b e e n  p re s e n t ed  o f  co n ce rn e d  co mp a n i es  t o  a n a l yz e



88

w h e t h e r  t h e re  i s  p os i t i v e  o r  n e ga t i v e  c o r r e l a t i on  b e t w e en

d iv id en ds  a n d  ope r a t i n g  p ro f i t .  Fo l l ow in g  t a b l e  sho w s  t h e

r e l a t i on sh ip  be tw ee n  th es e  v a r i ab l e s  o f  s amp l ed  co mp a n i e s .  And

t o  ch e c k  th e  s i gn i f i c a nc e  o f  t he s e  c a l c u l a t ed  c o r r e l a t i o ns ,  P E  i s

a l so  p r es e n t ed ,  w h ic h  i s  r e fe r r ed  f rom  a p p en d ix .

T abl e  N o .  1 6

C o r r e l a t ion  Co ef f i c i en t  B etw e en  EBIT  and  D PS  a nd  The i r

R e sp e c t i ve  Pr ob ab l e  E r ro r

BO K HB L N IB

C o rr e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

6 (P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

6 (P . E . )

C o r r e l a t i o n

c o e f f i c i e n t

( r )

P ro b ab l e

e r r o r

6 (P . E . )

- 0 .4 1 1 . 51 0 . 17 1 . 76 0 . 28 1 . 67

S ou r ce :  A pp end i x  1 6

In  t h e  a b ov e  t ab l e ,  c o r r e l a t i o n  co e f f i c i e n t  o f  BO K  i s  f ou n d  to  be

- 0 .4 1 ,  i . e .  t h e r e  i s  n e ga t iv e  co r r e l a t i o n  b e t w e en  E BIT  a n d  DPS .

6 PE  o f  r e s p e c t ed  c o r r e l a t i o n  i s  1 .5 1 ,  w h i ch  i s  g r ea t e r  t ha n

c o r r e l a t i o n  c oe f f i c i e n t .

S i mi l a r l y ,  i n  c as e  o f  H BL,  t h e  co r re l a t i o n  co e f f i c i en t  b e tw e en

o p e r a t i n g  p ro f i t  a nd  d i v i d en d i s  0 . 17 .  I t  i s  p os i t i v e .  Th e  6 PE  o f

r e s p ec t ed  c o r r e l a t i on  i s  1 . 76 ,  wh i c h  i s  g r e a t e r  t h a n  t h e

c o r r e l a t i o n  c o e f f i c i e n t .  In  t h e  c a se  o f  N IB ,  t h e  co r r e l a t i on

c o e f f i c i e n t  be tw e en  o pe r a t i n g  p r o f i t  a n d  d iv id en d  i s  0 .2 8 .  I t  i s

p os i t i v e  bu t  t h e  6PE  o f  r e s pe c t e d  c o r re l a t i o n  i s  h i gh e r  t ha n  r .
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4.5. Major Findings of  the Study

T h e  p e r c e n t a ge  o f  t o t a l  d e b t  o f  t he  f i rm  c o ve r e d  b y l on g - t e rm

d e b t  i s  i nd i ca t ed  b y Lo n g - t e r m  d eb t  t o  To t a l  D e b t  r a t i o .   BO K

h a s  0 . 09  %  o f  a v e r a ge  l on g - t e rm  d e b t  t o  t o t a l  d eb t  r a t i o .

S i mi l a r l y  H B L a n d  N IB  h a v e  a v e r a ge  r a t i o  o f  1 .1 5%  a nd  0 .5 2%

r e s p ec t iv e l y.  In  a l l  t h e  t h r e e  c as e s ,  t h e  t o t a l  d eb t  i s  c on t r ib u t ed

b y c u r r e n t  l i ab i l i t i e s  t o  a  l a r ge  ex t e n t .  Th e  a n a l ys i s  o f  a l l  t h r ee

c o mp a n i es  r ev e a l s  t h e  f l u c tu a t i n g  t r end  o f  l on g - t e rm  d e b t  t o  t o t a l

d e b t  r a t i o .  A mo n g t h e  t h r e e ,  BOK  ha s  us e d  mi n im um  lo n g - t e rm

d e b t  i n  c omp a r i so n  t o  H BL a n d  N IB L.   In  t h e  f i s c a l  ye a r  2 0 03 / 04

a n d  20 04 / 05 ,  BOK  h a s  s to pp ed  us i n g  th e  l o n g - t e rm d e b t  o f

f i na n c i n g .

T h e  an a l ys i s  sh o ws  t h a t  amo n g  t h e  t h r e e  b a nk s  BO K,  H B L,  a nd

N IB L,  BO K  h a s  l e as t  an d  H BL h a s  t h e  h i gh es t  Lo n g - t e r m d e b t  t o

c a p i t a l  emp lo ye d  r a t i o  o f  0 . 01  an d  0 .1 8  r es p e c t i ve l y.  T h i s

i nd i c a t es  t h a t  H BL i s  u s i n g  mo r e  Lo n g - T e rm  d e b t  f i n an c in g  a s  i t s

c a p i t a l .   S imi l a r l y ,  N IB L h a s  t h e  a v e r a ge  o f  0 . 05 ,  wh i ch  i s  a l so

g r e a t e r  t h an  BO K. I t  c a n  b e  sa id  t h a t  l on g - t e rm  d e b t  t o  c a p i t a l

e m plo ye d  r a t i o  o f  a l l  t h r ee  co mp a n i es  a r e  i n ap p ro pr i a t e .

T h e  l on g - t e r m d eb t  f o r  f i n a n c in g  u se d  b y a l l  s am pl e  co mp a n i es  i s

v e r y m i n im um  o r  ne g l i g ib l e .  H en c e ,  t h e  d eb t  t o  t o t a l  a s se t s  r a t i o

o f  BOK ,  H BL,  a n d  N IB  i s  n e g l i g ib l e .
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T h e  D e b t -E q u i t y  r a t i o  s ho ws  t h e  c l a i m  o f  c r ed i to r s  on  th e  t o t a l

a s s e t  o f  t h e  co mp an y.  T h e  t r e nd  a n a lys i s  s ho w s  f l uc tu a t i n g  t r en d

i n  a l l  s a mpl e  c om pa n i es .  T h e  a v e r a ge  D e b t  Eq u i t y  r a t i o  o f  BO K

i s  0 . 0 14 ,  w h i ch  s ho w s  th a t  t h e  c r e d i to r s  h a v e  1 . 4%  c l a im  on  t he

a s s e t s  o f  BO K.  I t  a l so  i n d i c a t es  t h a t  t h e  c omp a n y h a s  u s ed  l e s s

a m ou n t  o f  d eb t  a s  f i na n c i n g  a nd  h a s  l e s s e r  amo un t  t o  be  p a id  as

i n t e r es t  o n  d eb t .  HB L h a s  t h e  h i gh e s t  d e b t - eq u i t y  r a t i o  am on g  t h e

t h re e  wi t h  t h e  av e ra ge  r a t i o  o f  0 . 51 5 .   I t  i mp l i e s  t h a t  t h e  c l a i m  o f

c r e d i to r s  i s  5 1 . 5%,  wh i ch  i s  h i gh e r  t h an  t h a t  o f  o wn e rs  o f  t h e

c o mp a n y.  S i mi l a r ly ,  t h e  a v e r a ge  r a t i o  o f  N IB L i s  0 .14 ,  w h i ch

s ho w s  1 4 %  c l a im  o f  c r e d i to r s .  Th e  r a t i o  s ho w s  t ha t  H BL h a s  us ed

a lm os t  eq u a l  a mo un t  o f  d e b t  a nd  e q u i t y  f o r  f i n a n c in g  w he r e  a s  i n

c a s e  o f  BO K  an d  N IB L,  t h e  c on t r ib u t io n  o f  d e b t  i s  l ow  in

c o mp a r i so n  t o  t h e  eq u i t y .

T h e  a n a l ys i s  s ho w s  t h a t  a l l  t h e  s am pl e  c o m pa n i e s  BO K,  H B L,  a n d

N IB L a r e  a b l e  t o  pa y  t h e  i n t e r es t  am ou n t .  Amo n g  th e  t h re e ,  N IB

h a s  t h e  h i gh es t  i n t e r e s t  c ov e r a ge  ra t i o  o f  1 . 74  a nd  BOK  h as  t h e

l o we s t  r a t i o  o f  1 .38 ,  wh i c h  sh o ws  t h a t  t h e  f i r m  i s  a b l e  t o  p a y t h e

i n t e r es t  a mo un t .  In  c a s e  o f  H BL,  t h e  t r en d  i s  i n c r ea s i n g  w i th  t h e

a v e r a ge  o f  1 .6 5 ,  wh i ch  i s  a  go od  s i gn .

In  c o m p a r i so n ,  N IB L s e e ms  to  h a v e  th e h i gh es t  a v e r a ge  r e tu r n  on

a s s e t  o f  1 . 32 .   T he  a v e r a ge  o f  BOK  a n d  H BL a r e  1 . 02  a n d  1 .1 6

r e s p ec t iv e l y.   T he  o v er a l l  r e tu rn  o n  as se t  o f  t h e  a l l  t h r e e

c o mm e r c i a l  b an ks  i s  f l uc tu a t in g  i n  t r en d .
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T h e  R e tu rn  o n  Sh a r e ho l d e r ’ s  Eq u i ty  o f  BO K  a n d  N IB L i s

f l uc tu a t in g  a n d  H BL i s  d e c r e as i n g  o ve r  t h e  pe r i od  o f  f i v e  ye a r s .

T h e  a v e ra ge  o f  r e tu r n  o f  BO K  i s  16 .6 4  w h i ch  i nd i c a t e s  t h a t  t he

s h a r eh o ld e r s  e a r ne d  1 6 . 64  p a i s a  i nv e s t i n g  r up e e  o n e .  B y

a n a l yz i n g  th e  av e ra ge  r e t u rn ,  w e  c a n  c o n c l ud e  t h a t  r e t u r n  e a rn ed

b y t h e  sh a r eh o l d e r s '  e q u i t y  o f  N IB  i s  l e a s t  i . e .  1 5 . 98 % a n d  th e

r e tu r n  o f  H BL i s  h igh e s t  am on g  th r e e  c o mp a n i es  i . e .  28 .81 % .

T h e  e a r n in g  p e r  sha r e  ex p l a i ns  n e t  i nc o m e fo r  ea c h  un i t  o f  sh a r e .

I t  s h o w s  th e  m ar k e t  po s i t i o n  o f  t h e  ma r k e t .  T h e  av e r a ge  e a r n i n g

p e r  sh a r e  o f  B O K  i s  Rs .  23 .1 8 .  T h e  av e r a ge  e a r n i n g  p e r  s h a r e  o f

H B L i s  Rs .  6 7 . 08 .  S imi l a r l y ,  t h e  a ve r a ge  e a r n in gs  p e r  s h a r e  o f

N IB  i s  Rs .  42 .3 4 .  A m on g  t h e  t h r e e ,  H B L h a s  t h e  h i gh es t  e a rn in g

p e r  s h a r e .

D i v id e nd  p e r  s h a r e  i s  t h e  e a r n i ng  d i s t r i bu t e d  t o  o r d i n a r y

s h a r eh o ld e r s .  T h e  a n a l ys i s  sh ow s  amo n g  th e  t h r ee  b an ks  H BL h a s

p a in  t h e  h i gh e s t  ave r a ge  d iv i d en d  o f  R s  2 0 . 76  an d  BOK h a s  p a i d

t h e  l e a s t  o f  R s .  11 . 55 ,  wh ic h  i s  l e s s  t h an  th e  d i v i d end  p a id  b y

N IB L o f  Rs .  12 .0 0 .

U n d er  t he  N I  A p p ro a c h ,  t h e  i n t e r e s t  r a t e  a nd  th e  c os t  o f  e q u i t y

a r e  d ep e nd en t  o f  t h e  c ap i t a l  s t r u c tu re .  W i th  t h e  i n c r e a se d  us e  o f

l e v e r a ge ,  ov e r a l l  co s t  o f  c a p i t a l  d ec l i n es  an d  t he  t o t a l  v a lu e  o f

f i rm  r i s e .  F r om  t he  c a l c u l a t i on s ,  H BL h a s  t h e  op t imum  c a p i t a l

s t ru c t u re  be c a us e  i t  h a s  t h e  l e as t  c os t  o f  ca p i t a l  a n d  t h e  h i gh e s t

v a lu e  o f  t h e  f i r m .

N e t  Op e r a t i n g  In c o m e  ( N O I)  a p p ro a c h  i s  a n  i nd ep e nd e n t

h yp o t h es i s  o f  c ap i t a l  s t ru c t u re .  A n y c h a n ge s  i n  l e v e ra ge  w i l l  no t
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l e a d  t o  an y c h a n ge  i n  t h e  t o t a l  v a lu e  o f  t h e  f i rm  a nd  m a rk e t  p r i c e

o f  sh a r e .  F ro m th e  p os i t i on  o f  a ve r a ge  c o s t  o f  eq u i t y ,  i t  i s  f ound

t h a t  H BL h a s  a n  a v e r a ge  c o s t  o f  e q u i t y  o f  8 . 6 %  w i th  a n  a v e r a ge

l on g- t e rm  d eb t  o f  R s .  24 7 . 88 m,  w h i ch  i n  com p a r i s on  to  BO K  a n d

N IB  i s  l e s s e r  wh e re ,  BO K  a n d  N IB  h a v e  a v e r a ge  c os t  o f  e q u i t y  o f

7 . 9%  a n d  6 . 3%  a t  l on g - t e rm  d eb t s  o f R s ,  5 .2 3m  a n d  R s .  2 5 . 85m

r e s p ec t iv e l y.  S o ,  w e  c a n  s a y t h a t  HB L h a s  t h e  o p t i mum  c a p i t a l

s t ru c t u re  co mp a r ed  to  t he  o th e r  tw o .

T h e  f i n a n c i a l  l e v e r a ge  a n a l ys i s  h e lps  t o  ev a l u a t e  t he  f i na n c i a l

r i sk  o f  t h e  f i rm .   T h e  a ve r a ge  d e g re e  o f  f i n an c i a l  l ev e r a ge  o f

BO K ,  H BL,  a n d  N IB L a r e  5 . 0 1 ,  2 .5 9  an d  2 . 40  r e sp e c t i v e ly ,  w h i c h

c o n c l ud es  t h e  BOK  i s  b e a r in g  t he  h i gh es t  r i sk ,  an d  N IB L i s

b e a r i n g  t h e  l e a s t  f i n a n c i a l  r i s k  am on g  t h e  t h r e e .

BO K  h a s  p os i t i v e  co r r e l a t i o n  b e tw e e n  T D  a nd  SH E  o f  0 .86  th a t  i s

t h e y d e v i a t e  i n  t h e  m a k e  d i re c t i o n .   L i k e w i s e ,  t he  p r oba b l e  e r ro r

i s  0 . 48 6 ,  l e s s  t ha n  co r r e l a t i o n  c oe f f i c i en t ,  i . e . ,  r e l a t i on sh ip

b e tw e e n  TD  a nd  S HE  i s  s i gn i f i c an t .   In  c a s e  o f  H B L t h e

c o r r e l a t i o n  c oe f f i c i e n t  i s  0 .9 7 ,  c lo se r  t o  1  a nd  p os i t i v e .  T he

6 (P . E . )  o f  H BL i s  0 .1 08  wh i ch s how s  t h a t  t h e  v a l ue  o f  r  i s

s i gn i f i c an t .  S i mi l a r l y ,  i n  t h e  ca se  o f  N IB  t h e  co r r e l a t i o n

c o e f f i c i e n t  i s  0 .9 7 .  T h e  6 ( P . E . )  o f  r e sp e c t iv e  c o r r e l a t i o n  i s  0 .1 08

w h ic h  in d i c a t es  t h a t  t he  v a lu e  o f  r  i s  s i gn i f i ca n t .

C o r r e l a t i o n  co e f f i c i e n t  an d  PE  r a t i o  b e tw e e n  l o n g- t e rm d e b t  an d

e a r n i n g  p e r  s ha r e  o f  BO K,  H BL a n d  N IB L s h o w s  t h a t  t h e re  i s

n e ga t i v e  c o r r e l a t i o n  a nd  in s i gn i f i ca n t  r e l a t i o nsh ip  as  P E  i s

g r e a t e r  t h a n  c o r r e l a t i on  co - e f f i c i e n t .
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T h e  co r r e l a t i on  coe f f i c i en t  b e t w ee n  E B IT  a n d  in t e r e s t  o f  a l l  t h e

t h re e  b an ks a r e  po s i t i v e .  In  c a s e  o f  BO K ,  t h e  v a l u e  i s  n o t

s i gn i f i c an t  s i n c e  r  i s  l e s s  t h an  P .E .  In  t h e  c as e  o f  H BL,  t h e  v a l ue

i s  s i gn i f i c an t  a s  r  i s  g r e a t e r  t h an  P .E .  S i mi l a r l y ,  i n  c a s e  o f  N IB L,

t h e  P . E .  i s  n e g l i g ib l e  a nd  c o r r e l a t i o n  i s  a lmo s t  1 ,  w h i c h  s ho ws  i t

i s  s i gn i f i c a n t .

T h e  c o r r e l a t i on  co e f f i c i en t  b e t w ee n  EB IT  a n d  DPS  o f  BO K  i s

- 0 .4 1  a nd  6P E  i s  1 .5 1  i nd i c a t i n g  n e ga t i v e  a nd  i n s ign i f i c a n t

c o r r e l a t i o n .  In  c a s e  o f  H BL a n d  N IB L t h e  c o r r e l a t i on  i s  p os i t i v e

a n d  l e s s  t h an  p ro b ab l e  e r ro r  i n d i c a t i n g  in s i gn i f i c a n t  c o r r e l a t i o n .
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CHAPTER 5

SUMMARY, CONCLUSION AND

RECOMMENDATION

T hi s  i s  t h e  co n c lu d i n g  c h ap t e r  o f  t h i s  s t ud y.  T h i s  ch a p t e r  i s

d iv id ed  in to  t h re e  s e c t io ns :  Sum ma r y,  C o nc lu s io ns  a nd

R e co mm en d a t i on s .  In  t h i s  c h ap t e r ,  w e  sum m ar i z e  t h e  s t ud y i n

b r i e f .  In  t h e  l a s t  s e c t i on  o f  t h i s  c h ap t e r  s om e  r e co mme n d a t i ons

h a v e  g iv e n ,  w h i ch  a r e  u s e fu l  t o  s t ak e ho ld e r s  a nd  t o  c o n c er n ed

c o mp a n i es  a s  w e l l .  T h e y c a n  u s e  t h ese  r e c o mm en d a t i on s  t o  t ak e

s om e  c o r re c t iv e  a c t i on s  t o  d r aw  d e c i s io ns .

5.1. Summary

In  t h i s  s t ud y,  t o  a n a l yz e  a b ou t  c a p i t a l  s t r uc tu re ,  t h r ee

c o mm e r c i a l  b a nks  h a v e  b e en  ch os e n .  T h es e  b an ks  a r e  Ba n k  o f

K a th m an du  Lt d . ,  H im al a ya n  Ba n k  Lt d ,  a n d  N ep a l  In v es tm en t

Ba n k  Lt d .  A l l  t hes e  b an ks  a r e  l i s t ed  i n  NEP SE .  T o  m a k e  th e

s tu d y  m o r e  r e l i ab l e ,  t he  w h o l e  s tu d y h a s  b e en  d iv i d ed  i n t o  f i ve

c h a p t e r s .  Th e  s umm a r i e s  o f  e a ch  c h ap t e r  a r e  p r e s en t e d  fo l l ow in g .

F i r s t  ch a p t e r  s t a r t s  w i th  h i s to r i c a l  ba c k gr o un d  o f  t he  s tu d y.  In

t h i s  c h ap t e r  an  i n t ro du c t io n  to  b an k i n g  i nd us t r y  i n  N e p a l ,

i n t ro du c t io n  o f  t h e  b a nk s  s e l e c t ed  fo r t h e  s t ud y,  d e s c r ip t i on  o f

t h e  c a p i t a l  s t ru c tu re  i s  p re s en t e d  b r i e f l y .  T h i s  s t ud y e n d e a v o rs  t o

e v a lu a t e  c ap i t a l  s t ru c tu r e  o f  c omm e r c i a l  b an ks  wi th  r e f e r e n c e  t o
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Ba n k  o f  K a thm a nd u  Lt d . ,  H im al a ya n  Ba nk  Lt d ,  a nd  N ep a l

In v e s t m en t  Ba nk  Lt d .  Th e  m ai n  qu e s t i on s  p r es en t ed  as  t h e  ‘ fo c us

o f  t h e  s tu d y”  a r e  w h a t  a re  t h e  c on d i t i o n  o f  c ap i t a l  s t ru c tu r e  o f

t h e  c omm e r c i a l  b a nk s  o f  N ep a l?  W h eth e r  o r  n o t  t h e y  a r e  u s i n g  a n

a p p ro p r i a t e  f i n a n c i a l  m ix?  I f  n o t ,  w ha t  m a y b e  t h e  s u gge s t ed  to

i mp ro v e  o r  t o  m a ke  a p pr op r i a t e  c ap i t a l  s t r u c t u r e?  Do es  C ap i t a l

S t r u c tu r e  h e l p  t o  m ax im iz e  t h e  v a lue  o f  t h e  f i r m  in  t he  Co n tex t

o f  N ep a l e s e  f i rm s?  T h e  ‘ s t a t em e n t  o f  t he  p r ob l ems ’  d ea l s  wi th

t h e  e f f e c t  o f  t h e  ca p i t a l  s t r u c t u r e  on  t he  g r o wt h  o f  t h e  f i rm ,  t h e

ex t en t  t o  wh i c h  the  c a p i t a l  s t r uc tu r e  p o l i c y i s  fo l l ow ed  b y t h e

c o mm e r c i a l  b an ks ,  an d  th e  m a i n  p ro b l em s  f a c ed  b y t h e

c o mm e r c i a l  b an ks  i n  d ev e l op i n g  a nd  im p l em e n t i n g  the  c a p i t a l

s t ru c t u re .

T h e  m ai n  o b j e c t i ve s  o f  t h e  s tu d y p r e s e n t ed  a r e  t o  e v a l u a t e  t he

r o l e  o f  c ap i t a l  s t r uc t u r e  o n  th e  g r ow th  o f  t h e  com m er c i a l  b a nk s  i n

N e p a l ,  t o  a n a l yz e  t h e  e f f e c t i v en es s  a n d  e f f i c i e n c y  o f  c a p i t a l

s t ru c t u re  o f  t he  co mm e r c i a l  b an ks  o f  N e p a l  a nd  t o  ana l yz e  t h e

r e l a t i on sh ip  o f  c ap i t a l  s t ru c tu r e  wi th  v a r i a b l es  su c h  as  e a r n in g

p e r  s h a r e ,  d i v id e nd  p e r  sh a r e ,  an d  n e t  w o r t h .

F i n a l l y ,  ‘ s i gn i f i c anc e  o f  t h e  s t ud y’  a n d  ‘ l im i t a t i o ns  o f  t he  s t ud y’

a r e  a l so  p r es e n t ed  in  t h e  f i r s t  c h ap t e r .

In s e c o n d c h ap t e r  v a r i ou s  bo ok s ,  r e s e a r ch  s tu d i es  an d  a r t i c l e s

c o n c er n ed  wi t h  t he  c a p i t a l  s t ru c t u r e  h a ve  be e n  r e v i ew e d  and

p r e s en t e d  as  t h e  r e v i ew  o f  l i t e r a t u re  t o  m ak e  t h e  con c e p t  o f

c a p i t a l  s t ru c t u r e  mo r e  c l e a r .   C ap i t a l  s t ru c t u r e  t h e o r i e s  s u ch  a s

N I  a p p r o a ch ;  N O I a p p r o ac h ,  M M  mo d e l ,  a nd  o t h e r  t he o r e t i ca l

a p p ro a ch e s  t o  e s t ab l i s h  a pp ro p r i a t e  ca p i t a l  s t ru c t u re  a re
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d e s c r ib e d  in  t h i s  c h a p t e r .  R ev i ew o f  d i f f e r en t  m an a ge m en t

j ou r na l s ,  a r t i c l e s  a s  w e l l  a s  r e l a t ed  N e p a l e se  s t ud i e s  ha v e  b ee n

p r e s en t e d  a s  w e l l .

In t h i r d ch a p t e r  t he  s t ep s  t o  ad op t  r ea l i s t i c  s t ud y n e e d e d  f o r  t he

r e s e a r ch e rs  h av e  b e e n  p r e se n t e d .  Th e  m eth od o l o g y,  r e s e a r ch e r

c a n  u se  t o  ge t app r op r i a t e  gu i d e l i nes  a n d  kn ow le d ge  a b o u t  t h e

v a r i ou s  se qu e n t i a l  s t ep s  t o  ad op t  a  s ys t em at i c  a n a l ys i s  ha s  b e en

ex p l a i n ed  in  t h i s  c h a p t e r .  Mo s t  o f  d a t a  u se d  i n  t h i s  s t u d y a r e

s e c on d ar y i n  n a tu re  t h a t  i s  an nu a l  r ep o r t s  p ro v id e d  b y c o n c er n ed

c o mp a n i es .  F iv e ye a r s  d a t a  a r e  t ak en  a s  s am pl e  ye a r s  a n d  a r e

a n a l yz e d  b y u s in g  f i n an c i a l  an d  s t a t i s t i c a l  t oo l s  s u ch  a s  r a t i o

a n a l ys i s ,  l ev e r a ge  a n a l ys i s ,  c a p i t a l  s t r u c t u r e  a n a l ys i s ,  co r r e l a t i o n

a n a l ys i s ,  p ro b ab l e  e r r o r  e t c .  M et ho ds ,  w h i c h  th e  s t ud y i s  go in g  to

u s e ,  a re  ex h i b i t e d  i n  t h i s  ch a p t e r .

T h e  d a t a  m en t io ne d  in  t h e  t h i rd  c h a p t e r  a r e  p r e s en t ed  and

a n a l yz e d  in fo r th ch a p t e r  u s i n g  m e th od s  m e n t i on e d  in  t he  c h a p t e r

t h i rd  a bo ve  su c h  a s  r a t i o s ,  l e v e ra ge  a n a l ys i s ,  c o r r e l a t i ons ,

p r ob a b l e  e r r o r s  a nd  c a p i t a l  s t ru c t u re  an a l ys i s .  De t a i l  c a l cu l a t i on s

p r e s en t e d  in  t h i s  c h a p t e r  a r e  s how n  as  a pp en d ix ,  w h ic h  i s

p r e s en t e d  a f t e r  f i f t h  ch a p t e r .

In t h e  e n d sum ma r y o f  t h e  s t ud y  a r e  p r es e n t e d  in  b r i e f  t o

u n de r s t an d  th e  wh o l e  ge t  a b ou t  o f  t h e  s tu d y i n s t a n t l y  a f t e r  w h i ch

c o n c l us i on  o f  t h e  s t ud y w i th  r e c omm en d a t i on  a r e  p r e s en te d .
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5.2. Conclusion

In  t h i s  s t ud y,  c o mp a r i so n  am on g  c onc e r n ed  b an ks  h as  be e n  do n e

t a k in g  d a t a  o f  t h es e  b a nk s .  T o  e va lu a t e  t h e  c ap i t a l  s t r uc tu r e ,

d i f f e r en t  t yp e s  o f  t oo l s  an d  t ec hn iq ue  a r e  u s ed .  T he  fo l l ow in g

c o n c l us i on c an  b e  d r a wn .

Lo n g- t e r m  d e b t  t o  T o t a l  D eb t  r a t i o  sh o ws  t ha t  a l l  o f  t he  s am ple

b a nk s  h a v e  f l u c tu a t i n g  t r e nd  o f  l on g - t e r m  de b t  t o  t o t a l  de b t  r a t i o .

In  a v e r a ge  BO K L h a s  0 .0 9  %  o f  a v e ra ge  l o n g - t e rm  d eb t  t o  t o t a l

d e b t  r a t i o ,  wh i c h  m e a ns  t h a t  a bo u t  9 9 .9  % o f t h e  t o t a l  d e b t  i s

c o n t r i bu t e d  b y  c u r r e n t  l i ab i l i t i e s .  S imi l a r l y  H B L h a s  t h e  a v e r a ge

r a t i o  i s  1 . 1 5% .  Li k e w is e ,  N IB L t h e  a ve r a ge  r a t i o  o f  0 .5 2% .

Lo n g- t e r m  d e b t  t o  c a p i t a l  e mpl o ye d  r a t i o  h i gh l i gh t s  t he  p o r t i on

o f  fu nd  f i n an c ed  by  l o n g – t e rm  d e b t  i n  t h e  c ap i t a l  e mplo ye d  b y

t h e  f i rm .  Th e  d a t a  s h ow s  BO K L h a s  t h e  a v e r a ge  r a t i o  o f  1 %.

S i mi l a r l y  H B L h a s  t h e  a v e r a ge  o f  1 8 %.  At  t h e  s am e  t im e ,  i n  c a se

o f  N IB L,  t h e  a v e r age  l o n g - t e r m  de b t  t o  c a p i t a l  e mpl o ye d  r a t i o s  i s

5 % .  W e  c an  co nc l ud e  t ha t  a l l  t he  c om p an i e s  do  n o t  ha v e

a p p ro p r i a t e  r a t i o  o f  l o n g - t e rm  d eb t  t o  c ap i t a l  em pl oye d  a n d

a m on g  th e  t h re e  i n  a v e r a ge  H BL h a s  e m plo ye d  m o r e  o f  t h e  l o n g -

t e rm  d e b t  i n  t he  c ap i t a l  t ha n  th e  o t h e r  t wo .

D e b t  t o  t o t a l  a s se t s  r a t i o  ex p r es s  t h e  r e l a t i o ns h i p  b e tw e en

c r e d i to r s  fu nd  an d     t o t a l a s s e t s .  Th e  d eb t  r a t i o  o r  d eb t  t o  t o t a l

a s s e t s  r a t i o  o f  BO K L,  H B L,  a n d  N IB L i s  n e g l i g i b l e  w h i c h

c o n c l ud es  t h a t  t h e  d e b t  u s ed  a s  t h e  c ap i t a l  a r e  n e g l i g i b l e .
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D e b t  e qu i t y  r a t i o  s ho w s  in  t h e  BOKL t h e  c r e d i to r s  h av e  1 . 4%

c l a i ms  on  th e  a s s e t s ,  wh i ch  i s  v e r y l o w e s t  a mo n g  th e  t h re e  b a nk s .

I t  a l s o  i n d i c a t e s  t ha t  t h e  c omp a n y h a s  l e s s e r  am ou n t  t o  be  p a id  a s

i n t e r es t  on  d eb t .  In  c a s e  o f  H BL,  t h e  c l a i m  o f  c r ed i to r s  i s  51 .5 % ,

w h ic h  i s  h i gh e r  t han  th a t  o f  o wn e rs  o f  t h e  co mp a n y.  S i mi l a r l y ,  i n

c a s e  o f  N IB L t h e  c l a i m  i s  1 4 %;  i nd i ca t e  t h a t  t h e  c l a im  o f  o wn e rs

i s  h i gh e r  t h an  t h e  c r e d i to r s .

In t e r e s t  c ov e r a ge  r a t i o  s ho ws  h ow  ma n y t i m es  t he  i n t e r es t

c h a r ge s  a r e  co v e red  b y E B IT  o u t  o f  wh i ch  t h e y w i l l  be  pa i d .   T he

c o n c l us i on  d r a wn  b y t h e  s tu d y i s  t he  a v e r a ge  i n t e re s t  c o v e ra ge

r a t i o  o f  BO K L i s  1 . 38 ,  H BL i s  1 .6 5  a nd  N IB L i s  1 . 74 ,  w h i ch

s ho w s  th a t  a l l  t h e  s a m pl es  b a nk s  a r e  ab l e  t o  co v er  t h e  i n t e r e s t  bu t

a s  t h e  h i gh e r  i n t e r e s t  co v e ra ge  r a t i o  i s  b e t t e r ,  N IB L s e ems  t o

h a v e  h i gh e r  r a t i o  t h a n  o t h e r  t wo  b a nks .

In  r e ga r d s  o f  t h e  co mp a r a t i v e  po s i t i on  o f  r e tu r n  on  to t a l  a s s e t s  o f

t h e  t h r e e  c omm e rc i a l  b an ks  N IB L s e em s  t o  ha v e  t he  h i gh es t

r e tu r n  o f  1 . 32  in  com p ar i s on  o f  1 .0 2  o f  BO K L a n d  1 . 16  o f  H BL.

T h e  R e tu r n  on  Sh ar e h o ld e r ’ s  R e t u rn  o f  BOK L s h o ws  t he  a v e ra ge

r a t i o  o f  16 .6 4 % a nd  i t  h as  f l u c t u a t i ng  t r e nd .  Th e  d a t a  i nd i c a t es

t h a t  BOK L h a s  i n s t ab l e  r e tu r n .  S i mi l a r l y  H B L h a s  d ec r e a s i ng

t r en d  an d  t h e  ave r a ge  o f  38 .9 5 %.  Li k e  wi s e ,  t h e  r e tu r n  o n

s h a r eh o ld e r s '  e q u i ty  o f  N IB L h a s  d ec r e a s i n g  t r en d  u p  t o  f i s c a l

ye a r  2 0 0 2  a f t e r  t ha t  i t  i s  i n c re a s i n g  w i th  t h e  a ve r a ge  r a t i o  o f

1 5 .9 8% .  By a n a l yz i n g  t h e  av e r a ge  RO S HE ,  w e  c an  c onc l ud e  t h a t

r e tu r n  e a r n ed  b y t h e  sh a r eh o l de r s '  eq u i t y  o f  N IB L i s  l e as t  i . e .

1 5 .9 8%  a nd  th e  r e tu r n  o f  H BL i s  h i ghe s t  amo n g  th r e e  com p an i e s
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i . e .  2 8 . 81 % .  S o  w e  c a n  c on c lu de  t h a t  a l l  t h r e e  com p an ie s  s ho u ld

a p p l y s u i t ab l e  a c t i o n  to  i nc r e as e  R OSH E .

E a r n i n g  p e r  s h a r e  o f  an  o r gan iz a t i on  s ho ws  t h e  s t r en g th  o f  t h e

s h a r e  i n  t h e  m ar k e t .  Th e  av e r a ge  e a rn in g  p e r  sh a r e  o f  BO K L i s

R s .  2 3 . 18 .  S i mi l a r ly ,  t h e  a v e r a ge  e a r n i n g  p e r  sh a r e  o f  HB L i s  R s .

6 7 .0 8 .  A nd ,  t h e  ave r a ge  e a r n in gs  p e r  s h a r e  o f  N IB L i s  Rs .  42 .3 4 .

A m on g  t h e  t h r e e ,  HB L h a s  t h e  h i ghe s t  e a r n i n g  p e r  s ha r e .

D i v id e nd  p e r  s h a re  s ho ws  t h e  am oun t  o f  e a r n in g  d i s t r i bu t e d  to

o r d i na r y s h a r e ho l de r s .  I t  s h ow s  th e  e f f i c i en c y a n d  e f f ec t iv en e ss

o f  t h e  c omp a n y.   T h e  in v es to r s  i nv es t  i n  t he  c omp a n y p a yi n g

a d e qu a t e  am ou n t  o f  d i v id e nd .   Th e  a ve r a ge  d i v i d en d  p e r  s ha r e  o f

BO K L i s  Rs .1 1 . 55 .  S imi l a r l y;  H B L s h o w s  an  a v e r a ge  DPS  o f  R s .

2 0 .7 6 .   A ga i n ,  N IB L s h o w s  an  av e r a ge  D PS  o f  Rs .  1 2 . 00 .  Am on g

t h e  t h r e e ,  H BL h a s  p a id  t h e  h i gh es t  d iv id e nd .

N e t  In c o m e  a pp ro a c h  i s  t h e  d e p end e n t  h yp o t h es i s  o f  c a p i t a l

s t ru c t u re ,  w h i ch  s t a t e s  wi t h  t h e  i n c rea s e d  us e  o f  l e ve r a ge ,  ov e r a l l

c o s t  o f  c a p i t a l  de c l i n es  an d  th e  t o t a l  v a lu e  o f  f i r m  r i s e .

A c c o rd in g  to  t h i s  h yp o t h es i s  t he  f i rm  wi t h  t h e  h i gh e s t  v a lu e  and

t h e  l e as t  c os t  o f  c ap i t a l i z a t i o n  ra t e  i s  c o ns id e r ed  t o  h a v e  t h e  b es t

c a p i t a l  s t ru c t u re .  Th e  a v e ra ge  v a lu e  o f  f i rm  o f  BO K L,  H B L,  a n d

N IB L a r e  1 , 4 36 .3 4 ,  4 , 11 4 . 19  a nd  2 , 05 3 .2 3  r e sp e c t i v e l y  a n d  the

a v e r a ge  c os t  o f  c ap i t a l i z a t i on  r a t e  i s 28 . 78 %,  22 .2 1%  a nd  1 5 . 06 %

r e s p ec t iv e l y.   F r o m  th e  c a l cu l a t i on  i t  c a n  b e  co n c lu d ed  t h a t  H BL

h a s  t h e  b e t t e r  ca p i t a l  s t r u c tu r e  i n  co mp a r i so n  wi th  t he  o th e r  t wo .

N e t  O p e ra t i n g  In c om e  (N O I)  i s  t h e  i nd e p en d en t  h yp o t h es i s  o f  t h e

c a p i t a l  s t ru c t u r e  d e c i s i on  o f t h e  f i rm .  A cc o rd in g  t o  t h i s
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h yp o t h es i s ,  an y c h a n ge  i n  t h e  l ev e r a ge  w i l l  n o t  l e ad  t o  an y

c h a n ge  i n  t h e  t o t a l  v a lu e  o f  t h e  f i rm  a nd  m a r ke t  p r i ce  o f  t h e

s h a r e ,  a s  t h e  o v er a l l  c os t  o f  c ap i t a l  i s  i n d ep en d en t  o f  t h e  d e g r e e

o f  l e v e ra ge .  F r om  th e  po s i t i o n  o f  a v e ra ge  “ K e ” ,  w e  c a n  co n c l ud e

t h a t  N IB L h a s  l e s se r  ‘ K e ’  i . e .  6 . 3 %  th a n  BO K  i . e .  7 .9 % a n d  H B L

i . e .  8 .6 % .

W h e n  t h e  c omp a ny e m p lo ys  d e b t  o r  o t h e r  f u nd  c a r r yi n g  f i x ed

c h a r ge s  i n  t h e  c ap i t a l  s t r u c t u r e ,  f i n an c i a l  l e v e r a ge  ex i s t s .  F r om

t h e  c a l c u l a t i on s ,  we  c a n  c on c l u d e  t h a t  BO K i s  u s in g  h igh  lo n g -

t e rm  d eb t  an d  so  i s  b e a r in g  t h e  h i gh es t  r i s k  am on g  t h e  t h r e e .  Bu t

i t  c an  a l s o  b e  co n c l ud e d  i t  i s  t ak in g  c o r r e c t iv e  ac t i on s  t o

d e c r e as e  i t s  r i sk  s in c e  t h e  t r e nd  i s  d ec r e a s i n g .  H BL h a s  m od e r a t e

f i na n c i a l  r i s k  a nd  N IB L h a s  e m plo ye d  l e s s  l o n g - t e rm  de b t  s o  i t

h a s  l e s s e r  f i n a nc i a l  r i s k

C on s id e r i n g  t h e  co r r e l a t i o n  c o e f f i c i e n t  a nd  p r ob ab i l i t y  e r r o r

c a l cu l a t ed  t h e  co r re l a t i o n  c o e f f i c i en t s  a r e  p os i t i v e  a nd  P . E .  a re

g r e a t e r  t h a n  th e  co r r e l a t i on  co e f f i c i en t  w h i ch  co n c lu d es  t h a t  t h e

t o t a l d e b t  a nd  sh a re h o l d e r ’ s  eq u i t y  d e v i a t e  i n  t h e  s am e  d i r e c t i on

a n d  r e l a t i ons h i p  be t w e en  t o t a l  d e b t  a n d  c o r re l a t i on  e f f i c i e n t  a r e

s i gn i f i c an t .  L i k e  w i s e  i n  t h e  c a s e  o f  E BIT  a n d  in t e r e s t  t he

c o r r e l a t i o n  co e f f i c i e n t  a r e  p os i t i v e  an d  s i gn i f i c a n t  i n

r e l a t i on sh ip .

In  t h e  c a s e  o f  l o n g - t e r m d eb t  a nd  e a rn in g  p e r  sha r e ,  t he

c o r r e l a t i o n  co e f f i c i e n t s  o f  a l l  t h r e e  a re  n e ga t i v e  wh ic h  co n c l ud es

t h a t  t h e  n e ga t iv e  c o r r e l a t i o n  ex i s t s  b e tw e e n  t h e  tw o  va r i ab l es .

S i n c e ,  P . E .  i n  a l l  ca s es  a r e  g r ea t e r  t h an  c o r r e l a t i o n ,  t h e

r e l a t i on sh ip  b e t w e en  LT D  a nd  E PS  i s  i n s i gn i f i c a n t .



101

In  t h e  c a s e  o f  E BIT  a n d  D PS ,  BO K s ho ws  n e ga t iv e  co r r e l a t i on

a n d  P .E .  i s  g r e a t e r  w h i ch  sh o ws  s i gn i f i c an t  r e l a t i on sh i p  bu t  i n

t h e  c as e  o f  H BL a n d  N IB L,  i t  sh ow s  p os i t i v e  c o r r e l a t i on  b u t

i n s i gn i f i c an t  r e l a t i o ns h i p  b e t w ee n  th e  t wo  v a r i ab l es .

5.3. Recommendations

In  t h i s  s e c t io n  o f  t h e  s t ud y,  f e w  p o in t s  t h a t  c a n  b e  h e l p fu l  t o

s t ak eh o l d e r s  a s  w e l l  a s  t o  t h e  com p an y a r e  r e c omm e nde d  b a s ed

u p on  ab o ve  c a l c u l a t i on s  an d  d r a w n  co n c l us i on s .  T h ese

r e c om m en da t i ons  a r e  gu i d e l i n e s ,  wh i ch  wo u ld  b e  he l p f u l  i n

t a k in g  p r om pt  a nd  a p p ro p r i a t e  d e c i s io n  a bo u t  c ap i t a l  s t r uc tu r e .

T h es e  re c omm e nd a t i on s  a r e  g i ve n  b e l ow :

F i r s t  o f  a l l ,  t h e  c o mp a n i es  l ac k  t h e  t he o r e t i c a l  kno w le d ge

r e ga r d in g  th e  c a p i t a l  s t r u c tu r e .   T h e y  h av e  n o t  g iv en  s ign i f i c a n t

a t t e n t i on  t o  t h e  c ap i t a l  s t r u c tu r e  m a t t e r .  C a p i t a l  s t r u c tu r e  i s  a

s e r i ou s  m a t t e r .   I t  a f f e c t s  EPS ,  V a l u e  o f  t h e  f i rm ,  C os t  o f  c ap i t a l

e t c ,  s o  i t  i s  r e comm e nd e d  t h a t  t h es e  c o mp a n i es  sh ou ld  fo l l ow  th e

t h eo r e t i c a l  a sp e c t s  o f  t h e  c ap i t a l  s t ru c tu r e  m a na ge m e n t  o r  g i ve

b i t  m or e  a t t e n t i on  i n  t h i s  m a t t e r  a n d  t r y  t o  m a na ge  t h e i r

a c t i v i t i e s  a c c o rd i ng l y.

O b s er v i n g  th e  r e tu r n  o n  sh a r eh o ld e r ’ s  e q u i t y ,  e a r n i n g  pe r  s h a r e ,

d iv id en d  p e r  sh a r e ,  r e tu rn  on  as s e t s ,  BO K L s e e m s  to  h av e  be t t e r

c a p i t a l  s t r u c tu r e  bu t  wi th  g r e a t e r  f i n a n c i a l  r i s k  t h a n  t h e  o t he r

t w o .   T h e  c om pa n ie s  a lo n g  w i t h  t h e  r e tu r n  sh ou l d  a l s o  c o ns id e r

t h e  r i sk  a s s oc i a t ed .   T h e  c om p an i e s ’  s h a r eh o ld e r s  n o t  on l y  s e e k

t h e  h i gh  r e t u rn  f rom  th e i r  i nv e s tm e n t  b u t  a l so  c on s i de r  t h e  r i s k

o f  t h e  i n v es t m en t .   So  i t  i s  r e com m end e d  to  a l l  t h e se  c om p an i es
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t o  p l a n  th e i r  c ap i t a l  s t ru c t u r e  w e l l  b y a n a l yz i n g  th e  p os s ib l e

f i na n c i a l  a l t e r na t ive s  co ns i d e r in g  h i gh  r e t u rn  an d  l e a s t  r i s k .

T h e  co mp a n i es  a r e  a l so  r e com m en d ed  to  min imiz e  t h e  f i na n c i a l

a n d  o t h e r  ex p en se s  s o  t h e  i n t e r e s t co v er a ge  r a t i o  c o u l d  be

i n c r e a s ed .  Th e y a r e  r e c omm e nd e d  to  u s e  l e s s  c os t  de b t ,  im p ro ve

s t ra t e g y o f  p r o mot io n  a c t i v i t i e s ,  a na l yz e  a n d  ev a lu a t e  b e f o r e

m a k in g  in v es t m en t s  e t c  t o  i nc r e as e  t he  r e t u rn  an d  de c r e as e  r i s k .
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