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APPENDI X-1

RESEARCH QUESTIONNAIRE

| hereby request you to fill up the questionnaire designed for proposed survey of the surveyor.
The precious views and opinions from your side will be helpful for facilitating the research
entitted “A STUDY ON INVESTORS PREFERENCES AND FINANCIAL
INSTRUMENTS IN NEPAL”. The views expressed by you here in the questionnaire will be

used for the research purpose only and kept confidential.

I) For individual investor only
Name (Optional)

Address

Qualification

Occupation

[1) For institutional investorsonly :

Name (Optional)

Address

Quadlification

Occupation

........................... DS TR

1. Please consider the following financial instruments in Nepalese security market,
Place a number that best describe your preference on a scale of 1 to 5 on the line

befor e each of these securities.

1 2 3 4 5

I I I I I
Most preferred Least preferred
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1. Common stock
2. Preferred stock
3. Debentures/Bonds
4. Government Bonds
2. Following are the eight industrial sectors. In your opinion, which of the sectorsis
attractive so far asthe matter of investing in securitiesis concerned? Please rank
in order of their attractiveness as per the given scheme.
More attractive Least attractive
1 2 3 4 5
—— | | |
L BaANK. .. ()
2. Development bank... ..., ()
B FINANCE. .. e ()
A HOEEL oo ()
5. Manufacturing and Processing Company..........cocveeveeueveniennennn, ()
6. INSUrANCe COMPANY ... .eein i e e e e eae e ()
7. Trading COMPANY ... .neee e e e e e e ()
ST 10T ()

3. Which of the followings best matches with your investment purposes? Please
rank in order of their importance to you.

SUFFICIENT FETUMN ... e e e e e e ()

LSS ISK ..ttt e e e e e e ()
Marketability..........cooiiiiiii e ()

SOCIAL SALUS. .. e e e e ()

o ~ w DN PP

Other (please specCify) .......ccvveviiviiii i ()
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N o o &~ w DR

Following are the some of the features of common stock. Please rank in order of

their following importanceto you.

Power to eXercise MghtS. .. ..o e ()
Participation In Management...........oveiieiieeiee et e e e e e ()
Sense Of OWNEISNIP. .. ...t e e e e e e ()
PartiCipation 1N  aIrMINGS. .. ... .ee et e ee et e e e e e e e e eaeeaeanas ()
BUIK tranSaCtion.........cou it e e e e e e ()
Marketability ... ... ()
Others (please SPECITY) ....ivvie e e e e ()

In Nepalese capital market, financial instruments except common stock have not
been used frequently. How far do you agree/disagree with the following reasons
of not using debt and preferred stock as frequently a common stock? Please

make a tick mark asthe appropriate number asper thefollowing scheme:

1= strongly agree, 2= agree, 3= don’t know, 4= disagree, 5= strongly disagree

S. No | Statements 1 (2|3 |4 |5

1

No provision of handsome return that compensates the

perceived risk of investors.

These financia instruments provides only certain return

Overburden of legal formalities

Due to the lack of professional practices.

Lack of marketability and liquidity

No legal protection on favor of investors

N O O Ml WD

Due to the lack of wide varietiesin these kinds of securities

6.

Followings are some descriptions about different types of bonds. Which bond(s) do

you prefer most? Please rank in order of their importance (If you prefer bond).

Bond that gets you participates in profit and loss.

17



Bond that adjusts promised interest rate according to the rate in the market.
Bond that is pledged against the firm’s assets

Simple debt that pay regular interest.

7. Which of the following factors, in your opinion, is the most important factor to

select securitiestoinvest in? Please rank in order of their importance.

1 BaININGS ..ot ()

2. Availability.......cooiiii e, ()

3. L0010 £ ()

4, Company’s overall performance.............ccccovevviiiiinnnnn, ()

5. Others (please SPeCify) ......ovviie i ()

8. What may be the main attraction of government securities? Please rank in order
of their importance.

1 Risk free/safe. .. ... ()

2. Advantages for portfolio construction..................ccovviinenns ()

3. High interest rate..........ovvie e e e ()

4, Less legal formalities..........ovveiieie e ()

5. Protection against mal practiCes...........covvveiiiiiiiiiiiinnnenen, ()

6. Others (Please Specify) .......cooi i ()

0. When making investment decision, do you think, it is necessary to makerisk and

return analysis? Please make a tick mark in the box.

Yes |:| 2.No |:| 3. Don’t know I:I

10. Following are the general investment processes. Do you follow one or others
process or processes please make atick mark in the box.

18



o ~ w NP

12.

Yes No Don’t know
Set investment policy
Analyze security
Portfolio construction
Portfolio revision

Portfolio Performance Evaluation

UL
LU
HUDOL

While placing order of share through Broker Company, if you did not mention
the time period of the order to remain outstanding. Which of the following legal

provision isrelevant in thisregard?

The order will be assumed to remain outstanding for 15 days.
The order will be assumed to remain outstanding for 10 days
The order will be assumed to remain outstanding for 7 days.
The order will automatically be terminated.

The order is put aside to execute in the future.

Don’t know.

What sort of information do you generally take after having filled the order

specification? Please make a tick mark.

Certificate that describes you have submitted the order form to broker
Information as to the execution of order.

Financial aspects of the broker company.

Procedures of transaction of the securities.

Information about listed company.

Overal position of the Security market.
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13.

14.

If you did not receive sales proceeds from the concerned broker company within

which period do you report it to Stock exchange?

Within 7 or 8 transaction days.
Within 8 or 9 transaction days.
Within 11 days.
Within 23 days.

Don’t know.

If your order is purchase order and you did not receive financial security within

the given periods. Which of the following statement istruein thisregard?

Such case should be reported to stock exchange within one month.
Such case should be reported to stock exchange within 8 days.
Such case should be kept secret.

Nothing one can do with such a case.

Don’t know.

Arethereany difficulties, in your opinion, toinvest in financial security?
Please list

If yes, do you have any idea that can be done to decrease or eliminate the
difficulties?
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17. Following are some of the observations that can be done to develop security
market in Nepal. Please rank in order of their importance.
The access of the securities services, professionalism of the stock market and traders,
institutional capacity and services not only in capital city.
Making clear- cut arrangements for regulations concerning the involvement of
Employee’s Provident Fund, Citizen’s Investment Trust, construction, extractive and
IT sector and Mutual Fund in security market.
Sufficient publicity asto the security and security market.
Amendment and strict implementation of current rules and regulations.
Others (Please Specify).

18. Following arethe subject matter of grievances against Issuer Company that issues
security in the primary market. Please make a tick mark on the subject matter
related to you.

Issuer Company does not provide the prospectus/security purchase application form.
Company wants to influence unduly through prospectus and other adverti sements.
Company does not provide the article of association, memorandum of association ad
other related documents for detail perusal.

Company rejects to receive the share application form duly filled by the investor.
Irregularities while allocating the security to the investors.

Others (Please specify)

Give short description of the nature of the grievances (not mor e than 150 wor ds):

19. Following are the subject matter of grievances against Issuer Company that
issues security in the primary market. Please make a tick mark on the subject
matter related to you.
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Issuer Company does not provide the prospectus/security purchase application form.
Company wants to influence unduly through prospectus and other advertisements.
Company does not provide the article of association, memorandum of association and
other related documents for detail perusal.

Company rejects to receive the share application form duly filled by the investor.
Irregularities while allocating the security to the investors.

Others (please specify)

Give short description of the nature of the grievances (not mor e than 150 wor ds):

20. Makeatick mark on thegrievancesyou have against Broker Company:
Unavailability of security order form or regjection of the order from the company.
No execution of the order given to the company.
Execution of order in the prices more or less than the price stipulated.
The company takes more commission/transfer feesthan it is provided.
Wrong information as to the security and market.

Other (please specify)

Give short description of the nature of the grievances (not mor e than 150 wor ds):
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21. Following are the subject matter of grievances against Nepal Stock Exchange.

Please make atick mark on the subject matter related to you.

Stock exchange does not inform to market as to the price sensitive information and
financial statements.

Stock exchange does not provide the necessary information of the sold/purchase share.
It does not provide information relating to the membership, listing of securities and
transactions etc.

Other(please specify)

Give short description of the nature of the grievances (not mor e than 150 wor ds):

THANK YOU FOR YOUR KIND COOPERATION.
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CHAPTER - ONE

INTRODUCTION

1.1 Background of study:

Financial instruments refer to the stock, bond, debenture and other financial assets those
represent the right of the holder to receive future prospective benefits under the terms and
conditions provided in the instrument(s). Financial instruments are traded in the financial
market. Investors can buy or sell securities immediately at a price that varies little from the
financial markets and facilitates the pricing discovery process. Buy and sell orders that flow
from investors’ demand and supply preferences determine the price of securities in the
security market. Since securities market is the major component of capital market it is the
need of today to address the investor’s preferences as to the financial assets those are

transacted in such markets. This study is asmall attempt towards the end.

Financial market facilitates the transaction of financial assets like deposits, loans, bonds,
securities, stocks, cheques, bills etc. Financial market refers to all the activities of financial

institutions those transact on financial assets and liabilities.

Financial market is defined as place where fund supplier and fund borrowers are brought
together with the help of financia intermediaries directly or indirectly. These intermediaries
channel nation’s savings into most productive uses. Lenders or suppliers of funds exchange
money for other financial assets that tend to provide a better future return. The net effect of
such a transaction is that they buy a claim against someone’s money holding at some future
date. In fact, they create loanable funds in the financial market (Hemming and Pigott;
1975:11). Financial market is functional perspective is arational system of collecting savings
and allocating them efficiently to the ultimate users for investment in productive assets or
current consumption (Kidwell and Peterson; 1981): 25). Like wise Mishkin (1992), Baye and
Jansen (1996), Mayo (2002) consent that financial market is the arrangement that help to

allocate resources efficiently.
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Financial market can be better understood with a full-fledged knowledge on their various
types and categories. The lines of demarcation are not clear-cut in practice. Even then, for the
purpose of simplification and to make it understandable, financial market is classified as
Capital market, Money market, Primary market, Secondary market and Loan and security
market etc.

Capital market is an important part of financial market. The market in which long term
financia instruments, such as equities and bonds, are raised and traded is capital market.
Capital market securities include such marketable debt securities with long-term financial

instruments, such as equities and bonds.

Capital market securities include such marketable debt securities with maturities of a year or
more and equity securities. Most of associated markets come under the scope of capital
market. In fact, capital market deals with longer term and relatively riskier securities. All
those who needed longer-term funds depend on capital market. Likewise, business and
industries issue shares and other securities to raise funds from capital market. In the context of
our own country, capital market is slowly growing as well as improving. Growth of capital
market has made it possible for the public limited companies to raise the long term capita by
issuing shares and other industrial bonds to the investing public. On the whole, capital market
is proving very significant roles to enhance the country’s financial sector development. It is
mainly because capital market roles are much more diverse than those found in money market.
Capital market is further classified into stock market, Moneylenders, and Local Businessmen
efc.

Whatever may be the classification, financial instruments are the main medium through which
each of the markets discusses above deals. Securities market cannot remain a oof what kind of
securities are dealt in securities market. Speaking another way, securities market and its status
are determined by the securities that are transacted in the securities market. On the other hand,
the depth and breadth financial instruments are highly dominated by investors’ preferences.

Due to this very reason, this study attempts to identify the factors that influence investors
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while making investment decision so far as the matter of investing in financial instrumentsis
concerned. To which securities investors give more priority, what the reasons are those
mainly attract the investors to invest in a particular security, why they prefer one security over
other(s) etc. are the issues to be addressed here in the study. Further, this study also strives to
address whether or not the Nepalese investors are compensated rightly as per the risk they

bear.

1.2 Statement of Problem

Investors are said to be the backbone of economic development. Therefore, the investors
should be encouraged to make investments in security markets by creating congenial
investment environment. Government and concerned parties concerned with the financial

field can create such environment. However, they must know the preferences of investors.

It is necessary to research investor’s preferences. This helps to identify how far the investors
are aware regarding the investing decision. Following are the issues that the study is going to
address:

1. Do Nepaleseinvestors prefer one security to other(s)?

2. What is the status of investor’s preferences regarding investment in different industrial
sectors?
For what purpose Nepalese investors tend to invest?

4. What are the influencing factors that attract investorsto invest in one or other securities?

1.3 Objectives of the study

In our country, it is said that, stock market is slowly developing according to needs of the
economy although they are not sophisticated as in the market of the advanced countries. The
security market that is taking its ride on a slow pace is, of course, affected by the investors’
awareness. In this context, it is relevant to address the investors’ preferences towards the
financial instruments they can invest in.

The main objectives of this study can be outlined as follows:
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1.  Toexamine the status of investors’ preferences towards the financial instruments.

2. To anayze influencing factors those attract investors to invest in particular security or
securities.
To assess investors awareness regarding the investment decision in selecting securities.
To explore the shortcomings of security-related organization as perceived by the

investors.

1.4 Significance of the study

This research is very useful to al the parties like security business persons, market makers
and brokers, companies and investors etc. who are directly or indirectly involved in the stock
market because it provides the guidelines to the stock market and potential investors to make
investment decisions. Issuer Company may also take the advantage of the study by examining

the investors’ psychology towards the investment in different financial instruments.

The investors are the sovereigns of security market so their needs and desires must be
identified so that they can rightly be rewarded for the sacrifice from their part. Academicians,
research scholars, students and policy makers may be benefited from this study as it tends to
give some practical insights that can be very useful to turn the theoretical knowledge into
practical field.

1.5 Limitation of study

This study is subject to some constraints. Some of the unavoidable hindrances that come in

this study are asfollows:

1. This research is mainly based on primary data. However, secondary data will aso be
employed as per necessity to support the study.

2. The redlity of the study fully depends on questionnaires, which are duly filled by the
respondents. Total number of respondents is 112 for this study and the respondents are
from Kathmandu valley.

3. There may be so many financial instruments but equity shares, preference shares,

debentures, and government bond are considered in this study.
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4. The study covers past and present state of the stock market and investors in Nepal.
Hence, it dose not make any projections about its future.
5.  Only selected statistical tools have been employed in this study.

1.6 Organization of the study

This research has been organized in five chapters as below:

Chapter I: Introduction:
The first chapter deals with introduction. This includes background, statement of problem,
objectives of the study, significance of the study, limitation of the study.

Chapter I1: Review of Literature:
Second chapter presents review of available literature. It includes review from book, reports,
journal, previous thesis etc.

Chapter 111: Research Methodology:
Third chapter incorporates the research methodology used in the study, which includes
research design, sources of data population and samples, methods of data collection and

anaysis etc.

Chapter 1V: Presentation and Analysis of Data:
The fourth chapter deals with data collected from different sources. Based on the data analysis
of investors’ preferences will be made using statistical and non-statistical tools. This chapter

also includes major findings.

Chapter V: Summary, Conclusion and Recommendation:

The fifth chapter includes summary, conclusion and offers suggestions for further
improvement.

CHAPTER -TWO
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REVIEW OF LITERATURE

In this chapter, the basic literatures related to the research topic are reviewed. It includes prior
theories and review of the empirical evidences of previous studies. The first section of this
chapter contains a brief description of the theories of the investment and risk and return. It
includes the technica analysis, fundamenta analysis and efficient market theories. The

second section provides reviews on empirical experience of previous studies.

2.1 Conceptual Framework

2.1.1 Investment

An investment is a commitment of money that is expected to generate additional money.
Every investment involves some degree of risks; it requires a current sacrifice of money for a

future uncertain benefit (Francis; 1999:1).

Investment is a subject of growing importance. Investors, in general, have to be extra careful
in making best use of their funds. Taking the example of our own country, many investors
face serious losses due to irrational investment behavior. But rational investors make
investigation before investment and they can gain more from capital market. Investment as
such is a rationa investment behavior. But informative and rational investors make
investigation before investment. Investment here can be conceptualized to employing savings

in securities to generate future income.

In capital market perspective, investment is making transactions in shares and debentures
through the use of brokers since they facilitate trading in the stock exchange. But this may not
be investment to an economist. An economist uses the term investment to have addition to
nation’s physical stock of capital like establishing new factories installing new machineries
and addition to inventory. Since buying shares and debentures do not add to an addition to the
stock of physical assets, it does not constitute investment to an economist.

An entrepreneur thinks upon investment as profit generating vehicle. In this regard,
investment is equated to the entrepreneurs’ self-employment of funds in his business. As for
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instance, many entrepreneurs employ their capital in doing business. In financial institution’s
perspective, investment is the channelization of collected saving from savers by way of credit
and loans to those who need for meeting their varying needs and purposes. To the government,
investment involves the resource mobilizing process in the various productive sectors of the

economy.

Looking still in other way, investment implies the process of channeling investor’s public
funds in various securities issued by the government, companies, financia institutions,
industries and many other undertakings through the intermediary network. In our country,
many public limited companies have been successful enough to raise capital from capital

market by issuing financial securities with higher commitment of returns to investing public.

From the above discussion, it is clear that the term investment is a word of many meanings
having different implications to different people and institutions. Investment means
employing money to generate more money in future. It is the sacrifice of current consumption

of savings for future income available for consumption.

Return is the primary motive of investment, but it always involves some degree of risks.
Buying common stocks, bonds of company, depositing money into bank account, buying a
piece of land, gold or silver are examples of investment as al of them involve trade-off
between risk and return. All these examples involve sacrifice of current consumption in
expectation of future return. Hence, they are investments. As such, the main objective of
investment is to maximize the wealth or capital gain of an investor resulting from rise in
market value of securities.

Further, Investment can be either a real investment or a financial investment. Investment in
tangible assets like land and machinery is a real investment. It has productive capacity. But,
investment in financial assets like common stocks and bonds is a financial investment. It does
not directly pose the productive capacity. Financial assets are direct claims to the income
generated by real assets. In this sense, the values of financial assets are by itself derived from
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the values of the underlying real assets of the firms and their effective utilization to exist
profit.

Generdly, investment is different from speculation based on time horizon and risk return
characteristics of the investment. But, speculation has a very different kind of implication in
investment. There can be no success of investment without speculation. As such, intelligent
speculation is investment. But the true and genuine investors are interested usually in long-
term investment with a good rate of return and earned on a consistent basis. The speculators
seek opportunity promising very large returns, earned rather quickly, so the investment period
may be a few days to few months. Speculative investors are more interested in the abnormal,
extremely high rate of return than the normal or moderate rate of return. The growth of stock
market in our country has provided investors with different alternative to invest in portfolio of
securities such as shares of joint venture banks, finance companies, insurance companies,
selected manufacturing and service and trading firms. Because of large speculative tendencies
among investors, many had lost money due to very irrationa behavior as shown from
experience of our Nepal Stock Exchange (Shrestha and Bhandari; 2005 : 2-3) .

2.1.2 Investment process

Investment process involves how an investor should make decisions about what marketable
securities to invest in, how extensive the investment should be, and when the investment
should be made. A five-steps procedure for making these decisions is the basis of the

investment process:

2.1.2.1 Investment policy

The first step, setting investment policy, involves determining the investor’s objectives and
the amount of his or her investment. Because there is a positive relationship between risk and
return for sensible investment strategies, it is not appropriate for an investor to say that his or
her objective is to attempt to “make a lot of money”. What is appropriate for an investor is to

state that his or her objective is to attempt to make alot of money while recognizing that there
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is some chances that large losses may be incurred. Investment objectives should be therefore
stated in terms of both risk and return.

This step in the investment process concludes with the identification of potential categories of
financial assets to be included in the portfolio. This identification will be based on, the
investment objectives, investable wealth and tax status of the investor. For example, it does
not make sense for individual investors to buy preferred stock or for tax-exempt investors to
invest in tax-exempt securities. Investment policy is the milestone of the investment process.
Without it, investors have no appropriate context in which to make investment decisions.

Unfortunately, however, investment policy often receives the least attention from investors.

2.1.2.2. Security Analysis

The second step in the investment process is performing security analysis. It involves
examining severa individua securities within the broad categories of financial assets
previoudy identified. One reason to examine securities is to identify those that seem
mispriced. There are various approaches to security analysis. However, most of these
approaches fal into one of two classifications. The first classification is technical analysis,
anaysts who use this approach to security anaysis are called technicians, or technica
anaysts. The second classification is fundamental anaysis, those who use it are known as
fundamentalists, or fundamental analysis. In discussing these two approaches to security
analysis, the focus will be first on common stocks and then on other types of financial assets.
In ssimplest form, technical analysis involves the study of stock market prices in an attempt to
predict future price movements. Prices are examined to identify recurring trends or patternsin
price movements. Then more recent stock prices are analyzed to identify emerging trends or
patterns that are similar to past ones. This analysis is done in the belief that these trends or
patterns repeat themselves. By identifying an emerging trends or pattern, the analysts hope to
predict accurately future price movements for a particular stock.

On the other side, fundamental analysis begins with the assertion that the true (or intrinsic)
value of any financial assets equals the present value of al cash flows, the owner of the assets

expects to receive. Accordingly, the fundamental stock analyst attempts to forecast the timing
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and size of these cash flows and then converts the cash flows to their equivalent present value
using an appropriate discount rate. More specifically, the analysts attempt to estimate the
discount rate and to forecast the dividends a particular stock will provide in the future; this
process is equivalent to forecasting the firm’s earning per share and payout ratios. Once the
true value of the common stock of a particular firm has been estimated, it is compared with
the current market price of the common stock to determine whether the stock is fairly priced.
Stocks whose estimated true value is less than their current market price are known
overvalued, or overpriced stocks, whereas those whose estimated true value is greater than

their current market price are known as undervalued or under priced stocks.

The magnitude causes the strength of the true value and the current market price as important
because the strength of the analyst’s conviction that a given stock is mispriced will depend, in
part, on it. Fundamental analysts believe that the market will correct any notable cases of
mispricing in the near future, meaning that prices of undervalued stocks will show unusual
appreciation and prices of overvalued stocks will show unusual appreciation and prices of
overvalued stocks show unusual depreciation.

2.1.2.3. Portfolio construction

The third step in the investment process, portfolio construction, involves identifying specific
assets in which investing and determining how much to invest in each one. The issues of
selectivity, timing, and diversification need to be addressed by the investor. Selectivity, also
known as micro forecasting, refers to security analysis and focuses on forecasting price
movements of individual securities. Timing, also known as macro forecasting, involves
forecasting price movements of common stocks in general relative to fixed income securities,
such as corporate bonds and treasury bills. Diversification, as mentioned earlier, involves
constructing the investor’s portfolio in such a manner that risks is minimized, subject to
certain restrictions. Portfolio construction further should be rational and even quadlitative

analysisis must required.

2.1.2.4. Portfolio Revision
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The fourth step in the investment process, portfolio revision; concern the periodic repetition
of the previous three steps. Over the time, the investor may change his or her investment
objectives, which in turn would make the currently held portfolio more optimal than
previously held. The investor may create a new portfolio by selling certain securities and by
purchasing others, another motivation for revising a portfolio would be if the prices of
securities changed — some securities that initially were not attractive may become attractive
and others those were attractive at atime may no longer be so. The investor may want to add
the former to his or her portfolio and eliminate the latter. Such decisions depend on, among
other things, transaction costs incurred in making changes and the magnitude if the perceived

improvement in the investment outlook for the revised portfolio.

2.1.2.5. Portfolio Perfor mance Evaluation

The fifth step in the investment process, portfolio performance evaluation, involves
determining periodically how the portfolio is performing in terms of the return earned and
also the risk experienced by the investor, thus, appropriate measures of return and risk as well
as relevant standards (or benchmarks) are needed. Different index, experience curve, and

utility measurement can help in this regard.

2.1.3 Types of I nvestors

There are various types of investors in the market. Some are discussed here:

2.1.3.1. Individual Investors

A person who invests in securities is called individual investors. They have a job apart from
investing in securities. Individua investors have an opportunity cost on obtaining investment
information from reading publication, tracking stocks, prices, companies performance
building files on securities. This opportunity cost is the time and resources forgone that could

have been used in other endeavors.

2.1.3.2. Institutional investors



Ingtitutional investors are those investors, which has an ingtitution or organization. The
ingtitutional investors seek to derive the necessary information from stock recommendations,

earning forecast, written reports, and overall performances when taking investment decisions.

2.1.4 Financial I nstruments

Securities means shares, stock, debenture etc. issued by a corporate body or a certificate
relating to unit saving scheme or group saving scheme issued by any corporate body in
accordance with the prevailing laws or negotiable certificate of deposit or treasury bill issued
by Government. It includes the securities issued under full guarantee of the Government or
securities as prescribed by government by a notification publishes in the Nepal Gazette or
receipts relating to deposits of securities aswell as rights and interest relating to securities.

Financia instruments are traded in the financial market. Investors can buy or sell securities
immediately at a price that varies little from the financial markets and facilitates the pricing
discovery process. Buy and sell orders that flow from investor’s demand and supply
preferences determine the price of securities in deficit and surplus units of society. The
common stock, preferred stock, debentures and government securities are mainly used in
terms of securities in Nepal. The preferred stock and debentures are not commonly used in
Nepal. Basicaly, the common stocks are traded through NEPSE. Government securities are
also important securities, which are issued by government through Nepa Rastra Bank. The
major financial instrumentsin Nepal are:

Common stock

Debt

Preferred stock

Government Securities

Common stock
Common stock represents an ownership position. The holders of common stock are the owner

of the firm, have the voting power that among other things elect the board of directors, and
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have aright to the earnings of the firm after all expenses and obligations have been paid; but

they also run the risk of receiving nothing if earning are insufficient to cover the obligations.

Common stockholders hope to receive a return based on two sources dividends and capital
gains. Dividends are received only if the company earns sufficient money and the board of
directors deems it proper to declare dividends. Capital gain arises from advancement in the
market price of the common stock, which is generally associated with a growth in per share
earnings, because earnings often not grow smoothly over time. This fact points the need for
careful analysisin the selection of securities for purchase and sale, as well as, in the timing of
these investment decisions, for common stock has no maturity date at which afixed value will
be redlized.

When a company needs capital for expansion, it sells shares its stocks to the public. Most
companies issue million numbers of shares so each share represents only a tiny piece of

company. These shares are also transferable (Fisher; 2002: 2).

The common stockholders of a corporation are its residual owners; their claim to income and
assets comes after creditors and preferred stockholder have been paid in full. As a result,
stockholder’s return on investment is less certain than the return to a lender or to a preferred
stockholder is not bounded on the upside as are returns to the others (Prasanna; 1994:24).
The advantages of holding common stock can be described as follows:
1. Common stock provides ownership of the firm.
2. It provides control power.
3. Purchase of common stock gives the following rights to stockholders:
Voting right
Participation in Annual General Meeting
Rights of getting information
Electing as a Board of Director
Participation in the profit and loss of the company

Transferring shares
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Proxy representation

The disadvantages of holding common stock are as follows:
It is more risky than other securities
The rights may not be exercised in his or her best interest as individual investor
represents very small proportion of total shares.
On liquidation, holders of common stock are last in the priority of claims. Therefore,
the portion of capital they contribute provides a cushion for creditors, if losses occur

on dissolution.

Debt

The holders of a company’s long-term debt, of course, are creditors. Generally, they cannot
exercise control over the company and do not have a voice in management. If the debts
contract, then these holders may be able to exert some influence on the direction of the
company. Holders of long-term debt do not participate in the residual earnings of the
company; instead, their return is fixed. Their debt instrument has a specific maturity, whereas
a share of common or preferred stock does not. During liquidation, the claim of debt holder is
before that of preferred and common stockholders. Depending on the nature of the debt
instrument, there may be difference in the claim among the various creditors of a company
(Vane Horne; 2000:211).

|) Debenture

The term debenture usually applies to the unsecured bonds of a corporation. Investor looks to
the earning power of the corporation. Because these genera credit bonds are not secured by
specific property. In the event of liquidation, the holder becomes a general creditor. Although
the bonds are unsecured, debenture holders are protected by the restrictions imposed in the
indenture, particularly the negative pledge clause, which precludes the corporation from
pledging its assets to other creditors (Van Horne; 2000:513).

I1) Subordinated debentures
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Subordinated debentures represent debt that rank behind debt senior to these debentures with
respect to the claim on assets. In the event of liquidation, subordinated debenture holders
usually receive settlement only whereas all senior creditors are paid the full amount owed by
them. These holders still would rank a head of preferred stockholders in the event of
liquidation. The existence of subordinated debentures may work to the advantage of senior
holders because senior holders are able to assume the claims of the subordinated debenture
holders (Van Horne; 2000: 513)

[11) Mortgage Bonds

A mortgage bond issue is separated by a lien on specific assets of the corporation-usually
fixed assets. The specific property securing the bonds is described in detail in the mortgage,
which is the legal document giving the bondholder a lien on the property. As with other
secured lending arrangements, the market value of the collateral shows the market value of
the bond issued by areasonable margin of safety (Van Horne; 2000: 513).

V) Income Bonds

Income bonds provide that interest must be paid only when the earnings of the firms are
sufficient to meet the interest obligations. The principal, however, must be paid when due.
Thus the interest itself is not a fixed charge. Income bonds, historically, have been issued
because a firm has been in financial difficulties and its history suggests that it may be unable
to meet a substantial level of fixed charges in the future. More generally, however, income
bonds simply provide flexibility to the firm in the event that earnings do not cover the amount
of interest that would otherwise have to be paid. Income bonds are like preferred stock in that
the firm will not be default if current payments on the obligations are not made. They have an
additional advantage over preferred stock and that the interest is a deductible expense for

corporate income tax computations, while the dividends on preferred stock are not.

The main characteristic and distinct advantage of the income bond is that interest is payable
only if the company achieves earnings. Since earnings calculations are subject to differing

interpretations, the indenture if the income bonds carefully define income and expenses. If it
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did not, litigation might result. Some income bonds are cumulative indefinitely (if interest is
not paid, it accumulates, and it must be paid at some future date); others are cumulative for

thefirst three to five years, after which they become non-cumulative.

Income bonds usually contain sinking fund provisions to provide for their retirement. The
annual payment to the sinking funds range between %2 and 1 percent of the face amount of the
original issue. Because the sinking fund payment requirements are typically contingent on
earnings, a fixed cash drain on the company is avoided. Typically, income bondholders do not
have voting rights when the bonds are issued. Sometimes, bondholders are given the right to
elect some specified number of directors if interest is not paid for a certain number of years
(Weston and Copeland; 1990:967).

V) Floating-Rate Notes

When inflation forces interest rates to high levels borrowers are reluctant to commit
themselves to long-term debt. Yield curves are typically inverted at such times, with short-
term interest rates than long-term. One factor is that borrowers would rather pay a premium
for short-term funds then lock themselves into high long-term rates for two or three decades.
Two risks are faced by those who defer long-term borrowing in hope that interest rates will
soon fall. First, there is no assurance that rates will not rise even higher and remain
unexpectedly high levels for an indefinite period. If long-term rates rise to 15 percent, for
example, debt that looked expensive at 123 percent will seem like a bargain to a borrower
who passed it up in the hope of waiting out the rates of crisis. Second, the short-term money
may simply become unavailable.

The floating-rate note (FRN) was developed to decrease the risks of interest rate volatility at
high levels. In an FRN, the coupon rate varies at a given percentage above prevailing short-or
long-term treasury debt yields. The FRN rate is typically either fixed or guaranteed to exceed
a stated minimum for an initial period and then adjusted at specified intervals to movements
in the treasury rates. FRNs were first issued in the United States by Citicorp in 1974. The rate
was set at a minimum of 9.7 percent for ten months and then adjusted semiannually to 1

percent above the current three month Treasury bill rate. Other firms followed Citicorp’s lead.
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These early issues carried rates based on T-bill yields, and most allowed investors to “put” the
FRN to the issuer at face value after a given date. Initial rates on the notes were well below
the going rate on such short-term borrowing as commercial paper. In July 1974, the rate on
three-month prime commercial paper was 11.9, while Treasury bills of comparable maturity
where yielding 7.6 percent. Because interest tares were generally expected to decline,
borrowers hoped that FRNs would also cost less over the life of the notes than fixed-rate long-
term debt (Weston and Copeland; 1990:1967).

V1) Equipment Trust Certificates

Equipment trusts financing is a form of lease financing. The certificates themselves represent
an intermediate to long-term fixed income investment. This method of financing is used by
railroads to finance the acquisition of rolling stock (Van Horne; 2000: 514).

VII) Equity-Linked Debt

Sometimes the investors in the debt instruments of a company are given an option on common
stock. With debt warrants, the debt holder has an option to purchase the common stock of the
company and he or she continues to hold the instrument more attractive. A convertible bond is
one that may be exchanged, at the option of the holder, into a certain numbers of shares of
common stock of the corporation. The number of shares into which bond is convertible, is
specified in the bond indenture, and these shares remain unissued until actual conversion
(Vane Horne; 2000: 514).

Purchasing of debt provides the followings advantages and disadvantages to debt holders:
From the viewpoint of long-term debt holders, debt is less risky than preferred or common
stock, has limited advantages in regard to income, and is weak in regard to control. To
elaborate;
In the area of risk, debt is favorable (relative to preferred or common stock) because it
gives the holder priority both in earnings and in liquidation. Debt also has a definite
maturity and is protected by the covenants of the indenture.
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In the area of income, the bondholder has a fixed return, except in the case of income
bonds or floating rate notes. Interest payments are not contingent on the company’s level
of earnings or current market rates of interest. However, debt does not participate in any
superior earnings of the company, and gains are limited in magnitude. Bondholders
actually suffer during inflationary periods. A 20-year, 6-percent bond pay $ 60 of interest
each year. Under inflation, the purchasing power of this $60 is eroded, causing aloss in
real value to the bondholder. Frequently, long-term debt is callable. If bonds are called,
the investor receives funds that must be reinvested to keep active.

In the area of control, the bondholder usually does not have the right to vote. However, if
the bonds go into default, then bondholders, in effect, take control of the company
(Weston and Copeland; 1992: 969).

Preferred Stock
Preferred stocks have fixed dividend and right of acquiring principal before common stock at
the time of liquidation. Preferred Stock is said to be a “Hybrid” security because it has
features of both common stock and bonds. Preferred stocks are preferred with respect to assets
and dividends. In the event of liquidation, preferred stockholders have a claim on available
assets before the common-stockholders. Furthermore, preferred stockholders get their stated

dividend before common stockholders can receive their dividends (Van Horne; 2000: 515).
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Preferred stock provides the following advantages to the investors (Weston and Copeland;
1992:969):

It provides reasonably steady income.

Preferred stockholders have a preference over common stockholders in liquidation;
numerous examples can be cited where the preference position of holders of preferred
stock saved them from losses incurred by holders of common stock.

Many corporations (for example, insurance companies) like to hold preferred stock as
investment because 70 or 80 percent of the dividends received on these share is not
taxable.

Preferred stock has some disadvantages to investors:
Although the holders of preferred stock bear a substantial portion of ownership risk, their
returns are limited.
Price fluctuations in preferred stock may be greater than those in bonds; yet, yields on
bonds are sometimes higher than those on preferred stock.
The stockholders have no legal enforceable right to dividends.
Accrued dividend arrear are seldom settled in cash comparable to the amount of the

obligation that has been incurred.

Government Securities

Government issues various types of securities to fulfill and undertake the devel opment works
under the deficit budget and raises scattered funds from public. These securities are assumed
to be less riskily as compared with external debt. Government issues securities internally and
externally. The main source of internal debt is government bonds. NRB has been actively
issuing various government securities in the country. It is one of the most important issuance
of the government to maintain the deficit budgetary system of Nepal. The Government
Securities, which are issued by NRB, are described in brief below.

42



Treasury Bills

It is the short-term government bond. It is issued to fulfill deficit budgetary system in
Nepal. It normally matures in 91 days while some securities mature in 365 days. It is
issued to collect scattered funds and to mobilize it in productive sector and conduct fiscal
and monetary policies. It is issued on the basis of auction so that any individuals and
ingtitutions can invest in Treasury Bills.

Development Bonds

NRB has been issuing these bonds in the market. It is along-term government bond. It has
normally 5 years maturity period. The security holders can use it as collateral if they need
money immediately. Institutional and individua investors purchase it. It has fixed and
minimum interest percentage. The securities holder normally obtains 90 percent amount
of total value if he keeps them on collateral. The income from these bonds is taxable.
National Saving Bonds

It is along —term government bond. It has normally 5 years maturity period. Individuals,
organization and financial institution purchase this bond expect commercia banks. In this
bond, interest is paid semi-annual basis. It can be purchased as a promissory note.
Principal is refunded after its maturity period. It has fixed interest rate, which can be sold
easily from one person to another in the market. It can be used as collatera as in the case
of Development Bonds.

Citizen Saving Certificate

It is also a long-term government bond. It has normally 5 years maturity period. It has
fixed interest rate which is paid on a semi-annual basis. It cannot be used as collateral.
Individual and institutional purchase this bond. It is a taxable bond.

Special Bonds

This type of bond is issued on special occasions when government falls short of funds.
The government can issue special bonds to those parties to whom government has to make

payment. The holder can useit as acollateral.
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2.1.5Market Risk and Return

Capital market are said to be efficient when security prices fully reflect al available
information. In such market, security prices adjust very rapidly. The risk of a portfolio
depends not only on the standard deviation of the individual securities comprising the
portfolio but also on the correlation of possible returns. For a two-security portfolio, an
opportunity set line describes the risk return trade off for various combinations. The
diversification effect sometime causes the opportunities set line to bend backward, with the
minimum variance portfolio having a lower standard deviation than that of the least risky

Ssecurity.

The capital asset pricing model allows us to draw certain implication about expected return of
specific security. The key assumptions in the model are perfect capital markets exist and that
investors have homogeneous expectations. In this context, the relevant risk of security is its
undiversifiable risk. Thisrisk is described by the slope if the characteristic line, here security
returns in excessive of the risk free rate are related to excess return for market portfolio,
known also as beta, it is used as measure of the systematic risk of a security. The total risk of
a security can be divided into unsystematic and systematic components. Systematic risk is risk
that cannot be diversified away, for it affects al securities in the market. Unsystematic risk is
unigue particular security and can be eliminated with efficient diversification.

2.1.6 Sources of I nvestment Risk
Every investment involves uncertainties that make future investment returns risky. Here are
some of the sources of uncertainty that contribute to investment risk (Francis; 1999:3-9).

Palitical Risks
Political risk arises from the exploitation of a political weak group for the benefit of a
politically strong group, with the effects of various to improve their relative position
increasing the variability of return from the effected asset regardliess of whether the charges
that causes political risk are sought by politica or by economic interests, the resulting

variability of returnsis called political risk if is accomplished through legidative, judicia for
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administrative branches of the government. Political risk can be international as well as
domestic.

Industry Risk

Industry risk is that apportion of an investments total variability of return caused by events
that affect the products and firm that make up an industry. The stage of the industry’s life
cycle, international tariffs and or quotas on the products produced by an industry related taxes,
industry wise labor union problems, environmental restrictions, raw material availability, and
similar factors interact and affect all the firms in an industry simultaneously. As a result of
these commonalities, the prices of the securities issued by competing firms tend to rise and
fall together.

The above-mentioned uncertainties are the major sources of investment risk. Moreover, there
might be numerous minor sources of investment risk. The discussed maor sources are of
additive nature, which adds up to total risk i.e. variance.

2.1.7 Trade off Between Risk and Return

Risk is complicated subject and needs to be properly analyzed. The relationship between risk
and return is described by investor perception about risk and their demand for compensation.
No investor will like to invest in risky assets unless he is assured of adequate compensation
for the assumption of risk. Therefore, it isthe investors required risk premiums that establish a
link between risk and return. In a market dominated by rational investor, higher risk will
command by rational premiums and the trade off between the two assumes a linear

relationship between risk and risk premium.

2.1.8 Utility and Indifference Curve

The term utility means the comparative satisfaction that an individual or investor derives from
economic activity such as work, consumption or investment. In investment, the implication of
utility is the ability or quality of a security investment to satisfy an investor. A security is
demanded, as it possesses utility. This means that higher the utility the greater would be
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demand for the security. It is a subjective or psychological entity. Attitude of an investor
toward the product can be understood or explained with the help of utility. Hence, utility
concept is helpful to understand the investor behavior and thereby demand for a security in
the market. When an investor invests a security, he or she derives satisfaction or benefits. This
benefit or satisfaction is called utility in economies. Therefore, utility is apsychological entity
that iswhy it cannot be measured directly and accurately (Shrestha and Bhandari; 2003:104).

The exact relationship between utility and wealth is called the investor’s utility of wealth
function. Under the assumption of dissatisfaction, al investors prefer more wealth to less
wealth. Every extra dollar of wealth enhances an investors prefer more wealth to less wealth.

Every extra dollar of wealth enhances an investors’ utility. But by how much....?

A common assumption is that investors experience diminishing margina utility of wealth.
Each extra dollar of wealth always provides positive additional utility, but the added utility
produced by extra dollar becomes successively smaller. Figure 2.1 illustrates the utility of
wealth function of an investor. Higher level of wealth (read off the horizontal axis) produces
higher level of utility (read off the vertical axis). The assumption of dissatisfaction requires
that the utility of wealth function is always positively sloped no matter what the level of
wealth. However, this utility of wealth function is concave (it is bowed downward). As wealth
increased, the corresponding increase in utility becomes smaller. That is, marginal utility
diminishes. An investor with diminishing margina utility is necessarily risk averse. An
investor with diminishing marginal utility is necessarily risk averse. Thisrisk averse investor
is unwilling to accept a fair bet. The utility of wealth function explains that preference
(Alexander, Sharpe and Bailey; 2003:122-123).

46



Figure 2.1 Investor’s utility of wealth function
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Indifference curve represents a set of risk and expected return combinations that provide an
investor with the same amount of utility. The investor is indifferent about the risk expected
return combinations on the same indifference curve. Because indifference curves indicate an
investor’s preferences for risk and expected return, they can be drawn on a two dimensional
figure where the horizontal axis indicates risk as measured by standard deviation and the

vertical axisindicate reward as measured by expected return.

Following figure shows several indifference curves a hypothetical risk-averse investor might
possess. Each curved line indicates one indifference curve for the investor and represents all
combinations of portfolios that provide the investor with a given level of expected utility. For
example, the investor with the indifference curves in figure 2.2 would find portfolios A and B
(the same two portfolios in the figure) equaly desirable, even though they have different
expected returns and standard deviation, because they both lie on the same indifference curve,
12. Portfolio B has a higher standard deviation (20%) than portfolio A (10%) and is therefore
less desirable on that dimension. However, exactly offsetting this loss in desirability is the
gainin desirability provided by the higher expected return of B (12%) relative to A (8%)
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Figure: 2.2 Indifference curvesfor arisk-averseinvestor
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2.1.9 The Positive Trade-Off between Risk and Return

An investment manager can usualy attain more return by selecting dominant assets that
involve risk. While it is not true that a riskier asset will pay higher average rate of return, it is
usually true. The reason is that investors are risk averse. As a result, high-risk assets must

offer investors high returns to induce them to make the riskier investments.

Figure 2.3: Positivetrade off between risk and return
Return

Market risk premium line
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The figure 2.3 represents a higher risk premium. For taking risk o 1, the expected return is R1
when an investor assumes risk ¢ 2, the return must be R2 increasing the return (risk premium)
by R2-R1 for assuming more risk: 62-01.The assumption of linear relationship states that the
risk premium must increase or decrease in proportion to a change in level of risk. It also

indicates higher the risk higher the return and vice versa ( Prasanna; 1994: 196).

2.1.10 Factor to be Considered While Making Investment in Financial Assets
Investor should consider various factors before selecting securities such as good future
prospects, risk factor, reliable management of the company, beneficial company, higher
growth company etc. The investors who invest in the securities should compare the price and
the value of share. The rules and regulation alone cannot protect the investor’s preferences.
The investors should know about the securities and companies’ performances. Normally, the
following factors should be considered in investment decision:

Risk of securities

Liquidity

Availability and Accessibility

Investment portfolio

Stability of income and Cash flow

Strength

Mobility

Cash flow
The investors are to be informed about the following before making investment in the Initial
public Offerings (1PO):

The investor should take the necessary information of the company such as promoters,

size of the company, company’s environment, Board of Directors, forecasted statements

(Proforma Balance Sheet), etc from the Prospectus, Article of Association,

Memorandum of Association of concerned company.

To study the public announcement, the company should communicate through national

daily newspaper before 7 to 15 days the opening of the issue of shares.
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The investors are required to be informed on the followings before investment in the share in

the secondary market.

Keep the information of companies; return to shareholders, the form of cash dividend,
bonus share etc. and timely information about the company’s earning per share, price
earning ratio, future plan and growth of the company.

Anayze the information notified to the investors in the notice board of SEBO and
NEPSE about the companies.

Study the articles related to the trading of shares and economic matters published in the
different newspapers and magazines.

Study the trading statements and financial analysis of listed companies published by
NEPSE.

Study annual reports and other information published by SEBO.

Likewise, other specific matters to be considered while trading with securities are as follows:

1.

Order specification

Investors are required to give written purchase and sale order to broker in the format as
prescribed by the Stock Exchange. The form for the order can be received from Broker
Company.

Subject Matter to Be Revealed Along With Order and the Time That the Order
Remains Outstanding

The name, type, number and price of the security must be described in the order
specification. Likewise, the time that the order that will remain outstanding should also
be described and in case such time is not specified, the order will be assumed to remain
outstanding for 15 days from the time such order is placed.

Toreceive certification of the order given to the broker company

After giving order to the broker company, the certificate should be taken from the
concerned broker that identifies the broker to whom the order is placed.
Toreceivetheinformation of the execution of the order

Broker Company must execute the order in the trading floor of stock exchange within
the stipulated time. The information of such transaction must be forwarded to the
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investor in the time when the transaction takes place or in the day following the date of
transaction.

To give security or purchaseprice

While investor receives the information of execution of his or her order from Broker
Company the investor, within the five transaction days, requires paying purchase price if
the order is to purchase security. If the order is to sell then he must submit the security
and the certificate given by the seller of the security.

Provison Regarding Buying or Selling of One Security In A Day in the Different
Prices:

Security of acompany can be transacted in different prices in the same day.

Transaction Risk

Investor must be careful as to the possibility that the security may not be received in
time. Such risk may arise due to the negligence of the Broker Company. If the broker
company does not settle the transaction of the security within one-month investor should
contact with stock exchange explaining such case.

My Word My Bond

Since security transaction is based on “my word my bond” the investor must forward
related documents to the concerned parties. The risk that arises due to non-submission of
the documents should be born by the concerned parties.

Right to Receive I nformation

Investor can take details of the buying or selling price of the security, commission of
broker, amount he or she is entitled to receive etc. from the stock exchange. Investor
should report to stock exchange in time for the problems he or she faces in course of
dealing with Broker Company. The problems will be solved by the stock exchange if the

problems are in the jurisdiction of the exchange.

2.2 Theoriesto Explain Stock Price

There are two approaches to explain share price fluctuations. Market efficiency isthe basis for

both the approaches. Conventiona approach has considered that market is inefficient, which

includes technical analysis theory and fundamental analysis of theory. Contrary approach was
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argued the market is efficient under which there are forms of efficient market hypothesis.
“Prior to the development of the efficient market theory, investors were generally divided into
two groups: fundamentalists and technician” (Reilly; 1986: 347). Based on incorporation of
various types of information set with spend and accuracy in pricing stock there are three
forms of efficient market theories such as weakly efficient market or Random walk, semi-

strongly efficient and strongly efficient market theory.

2.2.1 Technical Analysis Theory

Technical theory involves study of the past volume and price data of the stock in order to
predict future price fluctuations. This approach studies various graphs and charts of the past
share price and deduce from the anaysis about the future price movement of seeking to
interpret-past pattern on the assumption that history tends to repeat itself (Kean; 1983, 11).

Main assumptions of the technical theory are as follows (Levy; 1966:348):

Price is determined by the interaction of demand and supply demands and supplies are
governed by various factors, both rational and irrational Series of price content trends that
persist for appreciable length of time. The change in trend caused by shifts in demand and
supply are detectible in the analysis of past price and volume data, and The patterns tend to
repeat it self. Technical anaysis trend, which they believe to repeat in the future and
recommended for the timely holding and disposing mechanism which is profitable or that

recommended for short-term speculation based in its forecast of profitable patterns.

The technicians usually attempts to predict short-term price movements and thus makes
recommendations concerning the time of purchase and sales of either specific stocks or

groups of stocks (Alexander, Sharpe and Bailey; 1990:683).

2.2.2 Fundamental Analysis Theory
Fundamental Analysis theory claims that at any point of time an individual stock has an
intrinsic value, which is equal to present value of future cash flows from security discounted

at appropriate risk, adjusted discount rate. “The value of common stock is simply the present
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value of all future income which the owner of share will receive” (Franscis: 1986:398). And
the actual price should reflect the intrinsic value of the stock i.e. good anticipation of cash
flows and capitalization rates corresponding to future time period. But in practice first, it is
not known in advance what a stock’s income will be in the future period, and second, it is not
clear what the appropriate discount rate should for a particular stock. So fundamentalists
attempt to reach best estimate of the intrinsic value of share by studying company’s sales,
profit, dividends, management competency, and numerous other economic and industria
factors, which determine its future income and prospect of business opportunities.

Since in world of uncertainty, the anticipation, of values cannot be known exactly, there will
be disagreement on the option about the estimation among the market participations. Then
actual prices fluctuate closely around the economic values of share, because too far than true
value is profitable for the participants and they do not miss to exploit ht situation. Over the
time, with continuous generation of new information related to company’s coming prospect,
the instructive value of changes. As a result, price stocks just to intrinsic value. The actual of
securities therefore is considered to be function of a set of anticipation. Price changes as
anticipation changes which in turn change as a result of new information (Bhalla; 1983: 283).
Whenever the stocks are priced over or under the true value of stock, the recommendation of
sales or purchases is called for “after extensive analysis, the investors derive an estimate of
the “intrinsic’ value of security, which is then compared to its market price. If the ‘value’
exceeds the market price, the security should be acquired and vice versa. (Reilly; 1986:347)
following this rule they believe, above-average return can be attained, given that market is

inefficient in pricing the share.

The two theories explained above have assumed that the pricing of the shares in the market is
not efficient. Therefore, while making investment decision, technical analysis theory suggests
for the right time of purchasing and selling whereas fundamental analysis theory recommends
for the selection of appropriate stocks. Another approach to describe share price behavior has
supposed that the market is efficient in pricing the share. The detail explanation of efficient

market theory is followed in the following section.
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2.2.3 Efficient Market Theories

Market efficiency may be defined in the context of number of areas for instance
organizational efficiency, investment efficiency and so on. The word “efficiency” as applied
to securities market has unfortunately been used to represent a variety of logically distinct

concept. In particular, it may mean as follows (Rubin stein; 1979: 812):

Exchange efficiency (a) Production efficiency (b) Information efficiency

However, in this study it is concerned only with informational efficiency pricing of stocks
efficient market theory contends that in free and perfect competitive market, stock price
always reflects all available information and adjust instantaneously every influx of new
information. In an efficient markets, security prices “fully reflect” available information
(Fama; 1977: 133).

About the assumptions of the efficient market theory, Fama asserts that first it is easy to
determine sufficient conditions for the capital market efficiency. For example, consider a
market which (I) there is no transaction costs in trading securities (11) al information are cost
Less available to all market participants, and (l11) al agree on the implications of current
information for the current prices and distribution of future prices of each security. In such a
market the current price of a security obviously “fully reflects” all available information.
Similarly according to Rubinstein * In a perfect and competitive economy composed of
rational individual with homogeneous beliefs about future prices, by any meaningful
definition present security prices must fully reflect al available information about future
prices (Fama; 1975: 812).

The subject to market efficiency has been much concerned area of the study for the
academicians and researchers in recent times. An initial and very important premise for the
efficient market is that there are large numbers of knowledgeable and profit maximizing
independent buyers and sellers as such new information is generated randomly and investors
adjust the information rapidly (Reilly; 1986: 166).
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An efficient market since is concerned with the pricing mechanism of securities market, it has
two dimension of price adjustment one is the type of information reacting to and another is
the speed and quality of security to the information. As any random infusion of information
instantaneously and correctly adjusted in prices, there will be no subsequent dependencies or
lags that are profitable. Pricing not only should be instantaneous but also should discount
accuracy of information so that the prices fluctuate closing around its intrinsic value. So Kean
has rightly pointed out, “It would be clearly and odd interpretation of efficiency if a doubling
in the price of share were regarded as an efficient reaction if a doubling in the price of share
were regarded as an efficient reaction to a new information, ssimply because the movement
was instantaneous, if the information in fact warranted a substantial reduction in the price
(Kean; 1983:9).

Agreeing with the view of Kean, Francis and Taylor noted, “Market efficiency refers to the
ability of financial assets to quickly adjust and reflect all the information that is relevant to
value in its price” (Francis and Taylor; 1986:12).

The efficient market theory being extreme hypothesis i.e. prices fully reflected all the
information, cannot be tested in the empirical data in its precise form. However, postulating
pricing mechanism with the types of information jet being impounded in the stock market. It
can be done. There are three form of market hypothesis depending upon types of information
jet being impounded in the stock market. It can be done. There are three form of market
hypothesis depending upon types of information set impounded into the prices. If the pricing
in the stock market has absorbed, al the information will be available in the stock market. If
is considered as weakly efficient and participation of the technical analysis approach in the
market becomes futile. In this market past information has already been discounted in price,
S0 excess profit cannot be derived from the investment strategy based on past information. If
current prices of the stocks reflect al the publicly available information i.e. past price and
volume data and all the published accounting information, the market is semi-strongly

efficient. In that market, even fundamental analysis of the published accounting information
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has no value, because participants would have discounted it accurately and instantaneously
when are disclosed. When stock prices fully reflected al the relevant information i.e.
published and unpublished that have impact on the future prices, the strongly efficient market
hypothesis is hold. In this market, insider information cannot beat the market because no

single participant has monopolistic access to that kind of information.

These three levels of efficiency described above are not indifference each other but they are
seriadly higher in degree of market efficiency. If the market is semi-strongly efficient, it must
be efficient in the weak sense also because the past prices data is one form of published
information, which must have been important for the price. If the market is not efficient in
weak sense, past price information could be used to predict the future prices to exploit
abnormal profit. It implies that information contained in past price has not been reflected fully
into the current prices. Similarly, for the market to strongly efficient it must also be efficient
at the semi-strong and weak levels, otherwise prices are not reflecting all relevant information.
These literatures are the brief description about the theories of stock market prices. These
literatures are the brief description about the theories of stock market prices. In the following
section, detail explanation of weakly efficient market or random walk theory will be
explained, testing of which the prime objective of this study is so that it makes clear about the
study traced in the succeeding chapter. Following factors are included in efficient market
theory:

2.2.4 Theory of weakly Efficient Market or Random Walk Hypothesis (RWH)

The weak form of efficient market hypothesis (EMH) states that current prices fully reflect in
information contained in the historical price movements according to Kean, The market is
efficient in the weak sense if share prices fully reflect the information implied by al prior
price movements. Price movements in effects are totally independent of previous movements
implying the absence of any price patterns with prophetic significance (Kean; 1983: 10). So,
the past prices have no meaningful information to predict future course of price fluctuations,
which can be used to earn above average return. The movements of future prices are

independent from previous prices or the series of price changes are random phenomenon.
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Actudly, the weak form of EMH is referred to as random walk theory of share price
behavior.” Weak form efficient market hypothesis is popularly known as the random walk
theory.” (Fischer and Pardon;1995: 540).

Random walk theory implies the future path of price level of a security is no more predictable
than the path of a series of cumulated random numbers. The series of price margins has no
memory, that is past can’t be used to predict the future in any meaningful way. It means that
current size and direction of price changes is independent and unbiased outcome of previous
price changes. The random walk modelsin pristine form in two main hypothesis states that (i)
successive price change is independent and (ii) The price changes conform some probability
distribution (Fama; 1965: 35). Statistically independence means the probability of distribution
(Fama; 1965:35). Statistically independence means the probability of distribution for the price
change during the time period ‘t’ is independent from the sequence of price changes during
previous time periods. Mathematically,

Prxt) = X[x "™ X2, ]=Pr (xt=x)

In above equation, the term on the left side of equation is the conditional probability that price
change during the time will take the value x, conditional on the knowledge, the previous price
changes too the values xt-1, xt-2 etc. But the term on the right of the equality is the
unconditional probability that the price change during t will take the value x. The expression

means the distribution of an independent random variable are identical (Gupta; 1981:31).

Out of two hypothesis of random walk theory, independence of successive price changes is
strong and most important one to make theory valid. The second one is price change conforms
to some probability distribution but its shape or form of distribution need not be specified i.e.
any distribution is consistent with theory as long as it correctly characterized the process

generating the price changes (Fama; 1965:35-41).

However, the parameter of the distribution should be stationary but not so strongly imposed if

independence hypothesis is hold true. However, still the form of distribution if price changes
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are important from investment decision, academic and research point of view (Gupta;
1981:41).

Proponents of random walk recognize that in general, perfect independence assumption
doesn’t exist in real world. So, they argue that for practical purposes small degree of
dependence does not isolate random walk hypothesis as long as it cannot be used to forecast
future to earn more than average market return. Random walk model is valid as long as
knowledge of the past behavior of the series of price changes cannot be used to increase
expected gains (Fama; 1965:35).

For practica purposes, independence hypothesis is accepted as long as the degree of
dependence considered in the series of price changes is not sufficient to forecast the future
from the historical price movements in away it makes higher profit than they would be under

the naive by-and-hold policy.

Actualy market mechanism establishes the existence of random walk theory that the
successive price changes to be independent. The stock market poses steady inflow
information that influences the set of anticipation of the individuals. There are some
information that have whole market wide impact such as change in monetary and fiscal policy
on security prices and information have an effect on industry wide impact such as change in
governments tax policy on specific industry. There is information such as announcement of
earnings and dividend that affect price of the particular security. The change in the set of
anticipation resulted from either of the above information in unique to each individual and
may be caused by psychological and other factors, which impinge them to bid on prices of the
securities in the market. There are other groups of participants who estimate the intrinsic
value of individual securities from the received information. As Fama advocates, “the
existence of intrinsic value for individual securities is not consistent with random walk
hypothesis” (Fama; 1965: 36).

The intrinsic value of given securities depends on earning prospects of the company which in

turn are related to economic political, industrial and company specific factors. At many point
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of time, there exist implicitly an intrinsic value of each share but in the world of uncertainty
the intrinsic value are not known exactly. Therefore, there can be disagreement among the
participants about the estimated intrinsic value of the shares and actual price differ from its
intrinsic values. Over the time, the intrinsic value itself change, as new information appears
that affects the prospects of company. New information may be about deregulation in the
guota system on the efficiency licensing, a change in management, success in research and
development and tariff imposed on the raw materials etc. it steady inflow of various types of
information (i.e. pessimistic, optimistic and so on) arise independently across the time and it
participants do not show dependent tendency about intrinsic value, the subsequent prices in

stocks will be independent.

However, in the real world, these conditions always do not hold true. True may be
dependencies in the reaction of participants toward the estimation of new intrinsic value or
whimsical tendency. For exchange certain individuals or institution’s action on new
anticipation of value may induce many other people. This behavior leads to deviate the
anticipation value for below and above from the true values which result unhindered
dependencies in subsequent price changes. In this situation, we can assumed that there exists
many sophisticated traders of two types: (1) traders having much better capacity to predict the
appearance of new information and estimation of its effects on intrinsic values than others,
generaly named superior intrinsic-value analysis, (2) trader having much better skill at doing
statistical analysis of price behavior named technical analysis. The sophisticated traders can
recognize the situation where the price of stock is beginning to run up or down from its
intrinsic value because of inappropriately under or over discounting of information and its
adjustment in the securities prices. This situation provides them incentive for speculation in
the market because the price is expected to move eventualy to its intrinsic value. Thus, the
existence of profit maximization strategy of these sophisticated traders lead to neutralize the
dependence in the price changes and the price changes follow to independence of successive
price change.

Of course in the uncertain world, sophisticated traders cannot always estimate intrinsic value

exactly and their efforts towards erasing the dependencies may not be sufficient. In this case
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sophisticated chartists can reinforce the neutralizing mechanism, because as long as there are
important dependencies they can easily discern the ‘trends’ and ‘patterns’ and initiate value
maximization strategy over the time the infusion of the new information in the market may
move dependently which will tend to create dependence in the successive price changes of the
security. For example, optimistic information tends to follow more often by optimistic
information and pessimistic news tends to be more often followed by pessimistic news than
good news. In this case also, the sophisticated traders eventually learn that it is profitable for
them to estimate price changes of current new information and subsequent dependence of the
same information. And through their active speculation dependence in price series and

establish independence assumption of the random walk theory of stock market price behavior.

These theories in one or another way will help to investor to analyze stock price and to make

investment decisions, not only in secondary market but also in primary market.

2.3 Review of Journalsand Articles

R.R Garside (1983, 3) in his project report described, at one level, capital market are smple
enough. The primary market is, where companies raise capital by issuing securities, basically
either shares or bonds. The secondary market is where those same securities are traded those
definitions are ssimple and there is nothing very complex about the mechanisms for issuing,
trading or setting. Sometimes, the term capital market is extended to covers long-term bank

loans to companies.
But at another level, the capita markets are more complex because when they function

properly they are the very hubs of a free market economy. In them, al economic currents and

forces meet and interact.
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A healthy capital market is democratic and egalitarian. It shows no respect for class or caste.
It does not acknowledge hierarchy. When the price of share price fals, it falls for all those
who hold it. Financial analysis may have doctorate in math but some of the best traders of
equities, and futures and options have been near a university.

A study critically examined the situation of common stock investors and the situation has not
improved till now. Though the size of the shareholders' population in Nepal has been growing
constantly the government seems to have not taken any initiative in formulating the separate
act, which protects the shareholder’s rights. Thus, the need of separate act regarding the

protection of shareholders right is questioned.

Company and other acts relating to financial and industrial sector have provisioned rights of
the shareholders as:
Voting right
Participation in Annual General Meeting
Right getting information
Electing as a board of director
Participation in the profit and loss of company
Transferring shares
Proxy representation
The collective rights of the shareholders are:
Amend the internal bylaws
Authorize the sales of assets
Enter into mergers

Change amount of authorized capital

Some public limited companies have floated the shares to the general public without having
shareholders representation in the board. There are many such companies, which conduct the
annual general meetings just to fulfill their desire and do not consider the voice of the
majority of the shareholders. Similarly, management involvement and government
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intervention in the board election have brought a greater setback in the voting rights of the
shareholder (Shrestha, Val. 7).

ADB experts have seen many obstacles to the growth of the capital market. This includes low
level of investor’s confidence, disclosure of poor and manipulated financial information, week
enforcement of regulation, absence of instructional investors, lack of diversity in range of
financial instruments and the scope of active participation for the various intermediaries
limited by vertical barriers (Tiwari, Vol. 3). The current downtrend in share market is not so
easy to recover unless strong regularly measures are not enforced. The honeymoon days of
share market exist on more but there are still unlimited financial fortunes by sharp practices
that went undetected during the period of share market boom among all, the regulation of
share market to control on the unfair trade practice would be done of the strong measures to
revive the share market in future. In order to curb the fraudulent practices and discourage the
dissemination of misleading information in the current share market of Nepal, the regulating
authorities must govern the activities in the share market. There should be immediate check
on the unfair share trading practices. Wash sales should be discouraged by immediate action.
Nepa Stock Exchange can from a watchdog team to investigate on the rea existence of a
share transaction. The present practice of share trading by mutual consent is a kind of wash
sales that should be discouraged as wit creates distortion in the price determined by the
market forces. Such action helps in avoidant fiction name created by severa different share
brokers in share transaction and also to check on the creating an illusion of rising price.
Moreover, the challenge for the regulating authority is to control on the hidden establishment
of share market corners and pool by some market price manipulators. Surprise inspection and
secret vigilance by a professional team (without making known who are it members and
advisors) can check on the functioning of the office of such price manipulators interested to
corner a share market in the hope of trapping or squeezing sellers. If found dishonest in share
market dealings, action should be taken against such price manipulators by imposing heavy
penalties and punishment depending upon the nature of offence.
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At the same time, the concerned authority has to discourage the practice of churning by the
brokers since it helps broker to generate sales commissions regardless of benefits of such
transaction to the client. Moreover, it is aright time for the concerned authorities to develop
transparent guidelines to have strict vigilance and control on misuse of insiders should be
debarred from leaking price sensitive information by imposing heavy penalties and
punishment for breach of legal provision. The revival of the share market requires minimum
fulfillment of the responsibilities and accountabilities among company management to be
shareholder focused. Time has come for company management to respond to shareholders
expectation of return from their investment in shares of companies. Management should make
it a habit to change attitude to think what is good for shareholders is good for company as a
whole.

Immediate measures lies in giving attention to shareholder’s grievance like timely conduction
of annual general meeting, improving the quality, standard and coverage of reporting,
devel oping minimum return on investment strategy and index. In order the downtrend in share
market, various reformative measures are urgently necessary to curb on unfair share market
practices through the development of comprehensive and transparent stock exchange
guidelines by the concerned authorities. The existing company management has to reorient its
positive attitude towards investors and shareholders by improving the quality of timely
reporting and providing the expected return to win the losing confidence of shareholders.
Investors should be self-conscious in the selection of brokers for trading in securities and
organize themselves to be active to protect their rights. All these will help in the reviva of

share market to make it more active by attracting the investing public (Thapa, Vol.2).

Capital market is a crucial element in the national economy. It role in reinvigorating and
boosting the economic activities in the country holds significant. The strategic plan released
by security board can, to a great extent, energize the investor’s dealer by increasing investor
interest in it. Security market experience both boom and boast soon after the beginning of
securities trading through broker’s members in the stock exchange floor. Through the market

started to function quickly boosting the prices of shares to an unexpected level, it could not
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sustained. There is an urgent need for proficient development of a market standard and
information dissemination system focusing mainly on corporate financial disclosure practices
and transparency, corporate accounting and auditing securities markets regulation and
corporate governance. Security Board has a great responsibility as to reviewing and
developing regulatory standards to make them a relevant with the need of issuers, investors

along with promoting efficient capital formation (Sharma, Vol.3).

Rating the institutions on the basis of price earning ration or dividend has traditionally done
investment in share. Hardly do investors compare current assets with current liabilities or take
alook at the debt equity ratio. Unless investors begin analyzing the intricate financial details
of corporate institutions before making investment decision, the market cannot develop
smoothly. Share investment has traditionally been guided by the investor’s returns. Most
earnings of investor here have been in the form dividends rather than capital gains, though
high dividend are often seen, in corporate finance theory as a wasteful use of scares capital.
With the commercial bank becoming the only potential investment destination, with other
stock market participants hardly making profit and even if they did failing to meet investor’s
expectations, demand for shares of commercia banks outpaced supply and their prices
boomed.

Now, the latest lums in the secondary market, despite a pretty good performance by
commercia banks, make it more apparent that investment in the past was done on whim.
Even officials at the stock exchange and the securities board, refuting investor’s allegations of
the market manipulation and insider’s trading of last February, discreetly claimed that the
Nepalese stock market is in a nascent stage. And that, investment are made more on an
impulse, rather than through market study and credit rating (Shrestha, VVol.9).

Share trading scandal formed the headline of major dailies of Nepal few days ago. The news
was that some of the staffs of Nepal Merchant Banking and Finance Ltd. (NMB) and the share
registrar of Standard Chartered Bank Nepa Ltd were involved in unauthorized sale of
investors not present in the country. They were also alleged of cheating such shareholders of
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their dividend. As a share registrar, the company’s duties were to update the shareholder’s
information, distribute the benefits provided by the client company to the latter’s shareholders
and to verify the signature of the shareholder at the time of ownership transfer of shares. But
the staff forged the signatures of the company’s shareholders so as to sell their shares without
the knowledge of the shareholders and to claim themselves the dividend allotted to such
shareholders. When the media reported this scandal, NMB blamed its staffs and registered a
forgery case in the District Police Office, Kathmandu. The accused is learnt to be in the police
custody. As stated in the news, though some other staffs also were involved in this scandal,
NBM has registered the case against only one of its staff. Another of the NMB staff accused
in this scandal is reported to have escaped out of the country. If such types of scandals,
whether they are reported by the media or not, are repeated frequently and no attempts are
made to rectify the flaws in the system and to punish the guilty, there is no doubt that sooner

or later the capital market will lose the investors.

A close study of this case brings the deficiencies of our market to the forefront. The maor
deficiencies are obviously lack of professionalism among the market participants and lack of
interest in compliance. The issuer company cannot escape from its responsibility simply
blaming the registrar. It must satisfy those investors whose share has been stolen. The share
registrars are found to be careless sand a question can be raised on their professionalism and
honesty. The stockbroker has also made a mistake by executing the share trading without
identifying the client and thus violating the codes of conduct for stockbrokers issued by
Securities Board (SEBO), the regulator of the capital market in Nepal. As the code clearly
states that the brokers must identify their clients, such scandal could have been avoided had
the broker complied with the code. Also the regulators are equally responsible as they are not
effectively monitoring the activities of securities businesspersons and taking legal action
against their non-compliance under the prevailing rules and regulation. As the capital market
of Nepal is still in the infant stage, the regulatory system established to systematize and
regularize the securities trading still has deficiencies. This leaves scope for anyone to tame
unfair benefit from the market at the cost of ordinary investors. Not only the investors are

found to be irrational and concerned with short-term gains, in this scenario, we cannot expect
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perfect behavior from all the market participants. The maor problems seen in the system are
duality and ambiguities in the regulations, inadequate legal provision to control the market,
lack of adequate market infrastructure, and lack of clear demarcation of duties of the
regulators, poor compliance and lack of clear legal provision for taking action to address the

noncompliance cases.

In its annual report for the fiscal year 2001/02, SEBO states that it has made some attempts to
address the issues through issuance of guidelines, directives and disclosure formats to the
market participants, codes of conduct for the stockbrokers etc. It has also prepared a draft for
the new securities exchange act, which was presented to the Ministry of Finance in 1998 to
initiate the necessary legislative process. However, it is till to be enacted by the parliament.
Even though SEBO has made attempts to solve the problems, they are still there. It cannot
escape of its duty to explain the present state of the market and deficiencies existing in the
system. Taking necessary support from the government it should take the required step to
better coordinate the market participants to develop a healthy capital market in the country.
Moreover it isimportant to discipline the market participants and educate them of their moral
duty to make others comply with the prevailing rules and regulation. Only this can create the
atmosphere where scandal s like this cannot be repeated (Sharma, Val. 3).

Investment in the capital market now has become very uncertain, sending the investors in
search of avenues of more certain retains. The equity investment is considered riskier than
investment in bond, preferred stock etc. The secondary market is not performing well.
Various measures of stock market deployments indicate that the stock market in Nepa is
underdevel oped and has failed to show impact on the overall national economy. Small market
size has made it vulnerable to manipulation and price rigging. Low turnover ratio and value-
traded ratio to volatility, and high concentration ratio indicate that the stock market in Nepal
is highly illiquid and risky. Investors tend to avoid stock market because they so not have
options to it because stock market is less reliable source of raising funds for them. Due to this
financial system in Nepal has remained basically bank dominated (K.C., Vol.1). Investors
need to be aware of the relationship of financial variables, which helps them to predict future
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price and earning and come with effective investment decision. In this regard a study reveas
that earnings yield and cash flow yield have significant impact on dividend yield. Earning
yield and cash flow yield have significant impact on book to market value whereas size has
negative impact in dividend yield. In the case of earning yield and cash flow yield, cash flow

yield has been found to be more informative than earning yield.

Capital gain yield is positively influenced by earning yield and size, whereas, the same is
negatively influence by book to market value and cash flow yield. Book to market value has
been found to be statistically strong in predicting capital gain yield. Similarly, total yield is
positively determined by earning yield and size, whereas the same is negatively determined
by book to market value and cash flow yield. Book to market value has been found to be more
informative than other variable (Pradhan and Balamaki, Vol. 1).

On the other hand investors must be careful while examining company’s financial disclosures,
as it is possible that while offering their securities to the public the IPO companies overstate

their accounting figures to unjustly influence the investment decisions of investors.

2.4 Review of Previous Thesis
Bharat Prasad Bhatta (1997) has also conducted research on the topic Dynamics of Stock
Market in Nepal. The objectives of the research were as follows:
To analyze the trend of the Nepal ese stock market.
To diagnose and compare sectoral financial status of the stock in Nepal ese stock market.
To analyze the market share prices of the Nepal ese stock market.

To find out the impact of the secondary on primary market and vice versa.

He has conducted in his research as follows:

The stock market and economic activities move in the similar direction. They influence each
other. The development of the former is reflected in the latter. The stock market raises and
mobilizes the resources to finance the long-term large projects in the economy. The stock
market, therefore, can be regarded as a heart of economy. The investors are interested to
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invest their resources in the shares of corporate sector through the stock market in the

Nepal ese economy.

The investors are interested to invest their resources in the shares of corporate sector through
the stock market in the Nepalese Economy. It is necessary to develop the entrepreneurship
and encourage the entrepreneurs to start the productive venture as soon as possible.
Management capability of the entrepreneurs is a key for better performance of the firms.
Government should launch programs to enhance management capability of the entrepreneurs,

which may contribute to raise the return from the investment.

Development of manufacturing sector is the backbone of an economy, which in turn, assists to
foster banking, finance and insurance sectors. Unfortunately, the manufacturing sector doesn’t
have a good performance in Nepalese Economy. Almost al firms in this sector have a good

performance in Nepalese Economy. Almost al firmsin this sector have a sustained loss.

The secondary aspect of the stock market is not also functioning well in Nepal. There is
almost no liquidity in the stock market for shares except that of banking and some finance and

insurance sectors.

Although it has become late to take steps to overcome such problems of the Nepalese stock
market in order to make it active and supportive, the stock market has good prospect for the

mobilization to finance the productive enterprises in Nepal ese economy.

Nabarg Adhikari (1999) has also conducted a research on Corporate Dividend practice in
Nepal. The main objectives of the study were as follows:
To explain whether companies paying larger dividends have a good financial position or
not, whether the companies with higher payouts have an improved or not.
Whether the companies with higher yield having an improved financia ratio or not.
Whether the difference between dividends and stock prices, dividend payout affect the

share prices of finance and non-finance sectors differently or not.
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The motives or paying cash and stock dividends whether dividend is aresidual decision
or not.

If there are any types of company’s announcements of earnings on market price of a
share.

Whether legal restriction on share repurchases should continue to prevail or not.

Kind of dividend policy should be followed by Nepal ese enterprises.

The major findings of the study were asfollows:

Stocks with larger ratio of dividend per share to book value per share have higher liquidity.
However, liquidity position of stocks paying higher dividends is also more variable as
compared to stocks paying lower dividends. Stocks with larger ratio of dividend per share to
book value per share have lower leverage ratios. It shows that companies paying higher
dividends are reluctant to employ higher degree of leverage in their capital structure.
Leverage ratios of stocks smaller dividends are a'so more variables as compared to stocks

paying higher dividends.

When the difference between dividends and profitability is studied, it revealed that stocks
with larger ratio of dividend per share to book value per share have higher profitability.
However, these profitability ratios of stocks paying larger dividends are also more variable as
compared to stocks paying smaller dividends. Positive difference is observed between the
ratio of dividend per share to book value per share also have higher turnover ratios. However,
turnover ratios of stocks paying larger dividends are also more variable that of stocks paying

smaller dividends.

When the difference between dividends and profitability is studied, it revealed that stocks
with larger ratio of dividend per share to book value per share have higher profitability.
However, these profitability ratios of stocks paying larger dividends are reluctant to employ
higher degree of leverage in their capital structure. Leverage ratios of stocks smaller
dividends are reluctant to employ higher degree of leverage in their capital structure.
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Leverage ratios of stocks smaller dividends are also more variables as compared to stocks

paying higher dividends.

When the difference between dividends and profitability is studied, it revealed that stocks
with larger ratio of dividend per share to book value per share have higher profitability.
However, these profitability ratios of stocks paying larger dividends are also more variable as
compared to stocks paying smaller dividends. Positive difference is observed between the
ratio of dividend per share to book value per share also have turnover ratios. However,
turnover ratios of stocks paying larger dividends are also more variable that of stocks paying

smaller dividends.

There is also a positive difference between the ratio of dividend per share to book value per
share and interest coverage. Stocks with higher ratio of dividend per share to book value per
share aso have higher interest coverage. A positive difference is found between payouts and
quick ratio. It may be due to more reduction of quick assets rather than current assets when
more dividends are paid out. The position of current ratio of stocks paying larger dividendsis
also more variable as compared to stocks paying lower dividends. Where as a negative
difference observed between dividend payouts and earnings before tax to net worth. On the
other hand, there is a positive difference between dividend payouts and earning before tax to
total assets. However, the return on both of total assets and net worth is more variable for
stock paying higher dividends. There is a negative difference observed between dividend
payouts and earnings before tax to net worth. On the other hand there is positive difference
between dividend payouts and earning before tax to total assets and net worth is more variable
for stock paying higher dividends.

The difference between dividend payouts and turnover ratios has been observed to be positive.
Stocks with larger dividend payouts have higher turnover ratios. However, turnover ratios of
stocks paying larger dividend are more variable. Positive difference is also observed between

dividend payouts and interest coverage.
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When studied the difference between dividend per share to market price per share ratio and
liquidity ratio, the study revealed that the stocks with larger ratio of dividend per share to
market price per share have higher liquidity. Liquidity positions of stocks paying larger
dividends are also more variable as compared to stocks paying lower dividends.

Surya Chandra Shrestha (1999) has conducted research on Stock Price Behavior in Nepal; this
study aims to examine the efficiency of the stock market in Nepal.
The specific objectives of this study are as follows:
To examine the serial correlation of the successive daily price changes of the individual
stocks.
To determine whether the sequence of price changes is consistent with changes of the
series of random number of expected under the independent Bernoulli process.
To determine the efficiency of the stock market through the theoretical model of
efficient market hypothesis in the Nepal ese stock market.
To provide feedback policy input towards institutional development of efficient market.

The main findings of this study were as follows:

The seria correlation coefficients of the daily price changes for 1 and 2 lag days, and runs of
the series of daily price changes lead to conclude that the successive price changes are not
independent random variable for the 30 sample stocks listed in the Nepal stock exchange Ltd.
(NEPSE). Therefore, the random walk theory is not a suitable description for the stock market
price behavior in Nepal.
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The dependence in the series of price changes observed imply that the price changes in the
future market will not be independent from the price changes of the previous days. It implies
that the information of the past price changes is helpful in predicting future price changes in
way that the speculation through technical analysis can make higher expected profit than they
would be under immature buy — and — hold policy (i.e. average market return). Therefore,
opportunities are available to sophisticated (both institutional and individual) investorsto earn
higher return in the market. The existence and participation of the sophisticated investors have
not been realized from the findings of this study. It is realized tan mostly the naive investors
have dominated in the market that can cause prices to diverge significantly form intrinsic
values because the very existences of the sophisticated traders cause to erase the opportunities
of persistence in prices which establish independence of successive price changes. Tekendra
Bhattrai (2000) conducted a study entitled Risk and Return Analysis of Listed Manufacturing
Companies in Nepal. The main objective of this study is to identify whether the risk of

companies can eliminated through diversification or not. The main findings of this study are:

Nepalese companies do not compensate investor rightly through return for the amount of risk
they assumed. The investor should purchase under price stock like stock of Bottlers Nepal Ltd.
But should sell overprice stock like that of Arun Vanaspati Udyog and Jyoti Spinning Mills.
Investors should be careful about the systematic risk of the common stock instead of total risk
as measured by the standard deviation.

Laxmi Pokharel (2000) submitted the thesis entitled Legal Provision to the Protection of
Investors Under the Nepalese Law and an Analytical and Critical Study. The following points
were taken as the objectives of study.
To identify the investors and focus on the investing process
To make comparative study of Nepalese legal provisions in investors protection.
To analyze the trend of implementation of those legal provisions in regard to investors
protection.
The study was based on doctrina approach and as well as non doctrinal as needed to obtain

information based on survey method. Most of the information had been taken from secondary
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sources of data. Mainly the study was based on doctrinal approach and as well as non
doctrinal as needed to obtain information based on survey method. Most of the information
had been taken from secondary sources of data. Mainly the study was undertaken as the
descriptive and diagnostic in its theoretical point of information.

He had mainly focused to analyze the trend of implementation of Nepalese legal provisions
with regards to investors protection and to find out the legal strengths and weakness of
executive bodies with regards to investors protection.

In this study, pokharel found that Nepal had drafted various laws to protect the interest of
investors on the scattered forms—acts, regulation and byelaws. But there was still an absence
of particular and separate legislation for the protection of investors. Likewise, Nepaese
investors were not governed under the corporate norms and values due to lack of proper
knowledge of their right. They could be victimized but they did not complain at concerned
authority.

He further added the main ground of investors deceiving are insiders trading mal-motion on
the prospectus, wrong financia statement of company, wrong auditing reports, wrong
performance details, and public information. Besides these, various grievances like wrong
details on underwriting and listing the share, delay on return of money, delay on distribution
of bonus shares, dispatching proper information to shareholders or potential investors,
misusing the application money are the main deceiving groups of investors in Nepalese

context.

Rajendra Aryal (2002) has conducted a research on The General Behavior of Stock Market
Price. The specific objectives of the study were as follows:
To develop the empirical probability distribution of successive price changes of an

individual common stock and a stock market as a whole.

To examine whether the successive price change of stocks market are independent to

each other or not.
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The main findings of the study were as follows:

Mainly the assumption of independence as predicted by random wak mode of security
(speculative) price behavior is not found consistent. Thus, the model of such kind has been
refuted at least for Nepal 1oon context as afirst approximation even on arough way for early
days of stock market operation. Here this regjection of hypothesis makes clear that this
knowledge of past now becomes useful in predicting the future movements of stock market
prices, than investors, on the floor or exchange for securities can make higher expected profits
in the future based solely on those historical price series under certain systematic trading
scheme (i.e. Market average return) of the general market for securities. Therefore, anomaly
of weak form tests of efficient market hypothesis has an important implication bearing
interpreting behavior of security price variationsin the past and in performing further research
in this field. If broadly speaking the implications with respect to conclusions derived by the

study are of two natures statistical and economic.

Statistically, the characteristic feature of stock market movement with respect to distribution
of price change implies that the general shape in platykurtic character has been demonstrated
previously, due to higher values of standard deviations for individual price changes. Higher
standard deviations are results of frequent large price fluctuation. According to this device of
measuring risk, individua stock and aggregate market can be interpreted as highly risky
opportunity for investment. The economic reason for higher values of standard deviation
implies that the inherent instability of market, change in economic environment. Government
actions, companies’ developments that cause abrupt price changes, ultimately the value of
standard deviations for individuals price changes has been higher consequently platykurtic
character of distribution observed i.e. too few relative frequencies are contained near to mean
of the price changes in the central bell and all the relative frequencies are concentrated within

higher limits of standard deviations form the mean of the price changes.

Sudip Upadhyaya (2004) has conducted a study similar to the present one entitled Investors’

Preference and Financial Instruments putting the objective of study as:

74



To study the preferences of investorsin the financial instruments.
To assess investors’ awareness regarding the investment decisions in selecting securities.
To analyze the investment trend in the security market of Nepal, and

To suggest some practical recommendations on the basis of the findings of the study.

He gives the following important remarks in regard to the investors’ preferences from the
analysis, it seems that the Nepal ese investors’ prefer common stocks when making investment
decision. The common stock hathe largest chunk of trading in the market. The main attraction
of common stock is due to return: dividend of the company. The stocks of banking sectors
have the largest amount of trading in the market or the market capitalization of common stock
of banking sectors is very high. Hence, the preference of investors is on common stock of
banking sector.

The investors give the second priority to the government securities because the government
securities are taken as risk less investment. The Nepalese investors least prefer the preferred
stocks and debenture. It was found that from the primary data, no attraction of investorsis the
main reasons of the Nepalese companies for not preferring to issue debenture and preferred
stock frequently. The market capitalization of the securities shows that the Nepalese security
market isin development stage since the capitalization isin increasing trend.

The Nepalese investors do not seem aware in regarding investment in the security market.
They don’t analyze the risk and return before making any investment in any securities. They
invest their money just by observing the market trend, which is very unscientific in Nepalese
context because Nepalese security market is not in equilibrium. The investors are feeling the
existing rules and regulations regarding sufficient and timely information from the companies
where they have invested their money.

Another study conducted by Chandika Oli (2006) entitled Stock Market Behavior in Nepal
gives some important insight into the Nepal ese stock market. Main objective of this study are:

To identify the trend and development of stock market and economic growth.
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To assess the relationship of stock market indicators with different macro economic
indicators.
To recognize the affect of factors of macro environment (cultural and political) upon

stock market with the degree and significance.

Mainly findings of this study were as follows:

Since the ratio of market capitalization to GDP very low for the periods, stock market size is
not yet sufficient to show its impact on nation’s economy. On the other, trend of turnover
ratio and value of share traded to GDP ratio show that stock market in Nepal is very small
relative to its economy, and stock market in Nepal is yet to make its presence felt in the

national economy.

Nepalese stock market is highly dominated by the largest companies in terms of turnover, as
the concentration ratio is very high. Stock volatility as measured by twelve month rolling
standard deviation and stock volatility ratio give the basis to conclude the inability of
Nepalese stock market to handle risk relatively to volume of stock in Nepal. It isinteresting to
note that none of these indicators viz. capitalization ratio to volatility ratio reveals a consistent
trend, indicating that the development of stock market in Nepal lacks a definite direction and
is not guided by clear cut policies and action, due to low volume of shares traded and wide
fluctuations, the stock market in Nepal has been highly illiquid and volatile. Scrutiny of
difference of NEPSE due to industrial sectors reveals that NEPSE index due to industrial
sectors are significantly differ each other. This further confirms the conclusion that Nepalese
stock market is highly concentrated to one or group of the industrial sector(s). It is the
banking sector at which the market is highly concentrated.
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Run test indicates cyclical variation in stock prices over the 12-year periods. It is, perhaps,
due to the inconsistent price movement in Nepalese stock market. Observing the pattern of
variation the price for closing date of coming year may happen to be positive if the same trend
continues. The analysis of run test further confirms the results that there are wider fluctuations

of average stock pricein stock market.

Nepalese stock market cannot handle large volume of tracings with less price swings. Asthere
are very week positive relationship is observed in Nepalese stock market between volatility
and value of shares traded.

Numbers of listed companies have been found to have greater impact upon NEPSE index than
value of stock traded and number of stock traded. However NEPSE index is also positively
influenced by number of stock traded and value of stock traded.

NEPSE index remains unaffected by the advent of cultural event like Dashain. However it is
affected by the political events as the results of two different political events suggested so. On
the other way NEPSE index carries the political information but fails to carry the cultural

information. On the basis of findings she recommends the following:

Turnover ratio, value traded ratio to volatility and concentration indicates the illiquidity and
high risk in equity investment. To correct this problem acquisition and dissemination of

information relating to stock market component is a must.

The country should initiate the policies to reduce cost of mobilization of savings and to
facilitate the investments as there is positive impact of total savings on NEPSE index
Investors should be provided with wider variety of securities to meet their risk return
preferences so that, unlike in present situation majority of the nation’s population participate
actively in buying and selling of securities that causes the stock market to be developed and

nation’s economy, in turn, will be spur.
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2.5 Research Gap

Efficient Securities market is not only the output of interaction of institutions involved and
mechanism of process of trading securities, however it is aso the thing that is influenced by
the investment habit, psychology and awareness of investors. In this connection, this study
contributes something new toward the securities market that is not sought yet by surveying
the psychology and awareness of investors investing in various types of securities. This sort of
study identifying investor’s perception and awareness is a new and challenging in itself but is
also an opportunity to learn and identify investors from their innermost. More specific studies
as to the investors’ attitudes and perception in the security market related field, for example in
the field of policies and operational issues, is necessary opening up the new and challenging

research avenues for researchers.
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CHAPTER- THREE

RESEARCH METHODOLOGY

This chapter presents al the necessary steps to be followed throughout this research work in
order to achieve and accomplish the objective of the study. Research methodology discussed
in this chapter helps to guide the research study providing different issues and aspects. It
systematically solves the various sequential steps to adopt by aresearcher in studying problem
with the objectives in view. This chapter is to outline the nature and sources of data, sample
selection & classification of variables, techniques and steps adopted in interpreting and
analyzing the data. It also focuses on how to collect required data, what is the population and
sample, and what techniques to be adopted to analyze and interpret etc.

3.1 Research Design

“A research design is the arrangement of conditions for collection and analysis of datain a
manner that aims to combine relevance to the research purpose with economy in procedure”
Current research applies analytical and descriptive techniques to evaluate and analyze the
investor’s preferences toward financial instruments. Therefore, current research is both
anaytical and descriptive. It is analytical in the sense that it uses different analytical tools to
analyze the investor’s preferences toward financial instruments. Similarly, it is descriptive in
the sense that it clarifies different aspects of investor’s preferences toward financial

instruments. As per the nature of the research primary data have been extensively used.

3.2 Sour ce of Data and Collection Procedure

Mainly required primary data and information are gathered through questionnaire. Direct
interview and mail questionnaire method of collection data are employed to collect primary
data. Required secondary data that support the study have been collected through the various
published and unpublished sources.
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3.3 Population and Sample
All the investors those invest in financial securities in Nepal constitute population. Total
population of Nepalese investors is divided into two strata namely individua and institutional
investor. The detail sample plan is based on stratified and purposive sampling. The samples of
this study are asfollows:
Table3.1
Number of respondents

S.N | Categories Numbers
1 Individual investors | 56

2 Institutional investors | 56

Tota 112

There are total 112 respondents. Out of them, first half respondents i.e. 56 respondents are
individual investors and another half is institutional investor. This classification has been
made for analyzing difference in their opinion with respect to major aspect of investors’

preferences towards financia instruments.

3.4 Toolsfor analysis of data

) Median values

The median is the middiemost or most central item in the set of numbers. In other words, the
median is a single value that divides the total number of observations into two equal parts
such that 50 % of items lie below median value. It is used to show the importance of
respondents towards the events. If respondents opine their response from one extreme to
another extreme (i.e. “satisfied very much’ to ‘dissatisfied very much’), the median can be
used to identify their importance (Pradhan, 2003).

I1) Chi-squaretest
Chi-square, symbolically written as x2, is a statistical measure used in the context of sampling
analysis for comparing a variance to a theoretical variance. As a non-parametric test, it can be

used to determine if categorical data shows dependency or the two classifications are
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independent. It can also be used to make comparisons between theoretical populations and
actual data when categories are used. Thus, the chi-square test is applicable in large number of
problems. The test is, in fact, a technique through the use of which is possible for all
researchers to (i) test the goodness of fit: (ii) test the significance of association between two
attributes, and (iii) test the homogeneity or the significance of population variance. Here in

this study, chi-square is utilized to test the significance of association between two attributes.

Chi-square is calculated utilizing the formula below:
x2=73 (O-E) ?/E

Where,

X2 = Value of Chi Square

O = Observed Frequency

E = Expected Frequency

[11) Testing of Hypothesis

In this research, following hypothesis has been tested. A set of hypothesis is the combination
of two things viz. Null hypothesis and aternative hypothesis denoted by H, and H;
respectively. These are given below:

Set I: In the first set, the difference between type of investors and their attitude towards
securities have been tested specifically.

Ho: Thereisno any difference between type of investors and their attitude towards securities.
Hi: Thereis difference between type of investors and their attitude towards securities.

Set |1: In the second set, the differences between the type of bond and type of investors have
been tested.

Ho: Individual and institutional investors do not differ due to bonds type.

Hi: Individual and institutional investors differ due to bond type.

Set 111: In the third set, differences between the types of investors as to their tendency to
perform risk-return analysis have been tested.

Ho: Individual and institutional investors do not differ as to their tendency to perform risk and

return analysis.
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Hi: Individual and institutional investors differ as to their tendency to perform risk and return

anaysis.

V) Arithmetic M ean:

Arithmetic mean is the average return over periods. Arithmetic mean of a given set of
observation is their sum divided by the number of observations. To illustrate it, let’s suppose
that X1, X2, X3 ........ Xn denote return of given ‘n” number of respondents and

X is the arithmetic mean of the given observation. It is calculated by,

X=X1+X2+X3+ ....... +Xn
n

Or,
X= ¥ X

n
Where,
X= Arithmetic mean
X1,X2, X3......... Xn =Set of observations

n = total no of observations

> X =Sum of given observation
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CHAPTER-FOUR

DATA PRESENTATION AND ANALYSIS

This chapter presents the data those are relevant for making contemplated comparisons and
analysis. This chapter also related to a number of closely related operations, which are
performed with the purpose of summarizing the collected data and organizing these in such
manner that they answer the research questions. Investor’s preferences, reason for preferring
one security over others, level of satisfaction they enjoy by buying security and grievances of
investors against different institution etc. are the issues to be presented and analyzed here in

this chapter.

1.1 Investor’s Preferences and Type of Securities

An important thing in Nepalese capital market is to know what kinds of security investors
prefer most. In this very regard, Investors are identified in terms of what type of security they
prefer most given the certain number of securities those are generally in Nepalese market.
Another issue in this regard is to identify whether the tendency of the institutional and
individual investor related to each other or not. This is also tested in the null hypothesis that
the type of security and type of investors are independent against the alternative hypothesis
that these two attributes are associated and the association is not because of some chance
factor but it exists in reality. The table below shows how the investors rate these securities in
ascaeof 1 (most preferred) to 5 (least preferred).
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Table4.1

Status of investor’s preference and type of securities

Type of security Rank Median value | Overall rank
1 /2 3 |4 |5

Common stock 5343113 2 | 1 1.07 1

Preferred stock 5119(40| 20|28 2.8 3

Debentures/Bonds | 12 | 25| 16|50 | 9 3.06 4

Government Bonds | 42 | 25| 5 | 30| 10 1.56 2

Source: Field Survey, 2009, Kathmandu

The table shows that common stock is the security that is most preferred by the investors,
followed by government bonds, preferred stock and debentures respectively. From the above
table, it is clear that median values of common stock, preferred stock, debentures and
government bonds are 1.07, 2.8, 3.06 and 1.56 respectively. As these median values stood for
indicating the concentration of respondents, for common stock the more of respondents are
centered to the 1 and 2 ranks resulting into median of 1.07. Thus, it can be regarded that the
common stock is the most preferred financia instruments among Nepalese investors. The
second preference of Nepalese investors goes for government bonds and third preference to
preferred stock and debenture is the kind of securities that is least preferred by Nepalese
investors.

Table below gives the information of the results of the two types of investors viz. individual
and institutional and their responses to the statement they would like or dislike transacting on
the each of the given securities. Total number of each of the responses on each security

according to investors category are presented in the table below:



Table4.2

Attitude of investor towardstransacting on securities

Typeof securities | Responses Type of investor Calculated Result
Individual | Institutional X2

Like 45 47 H, is accepted
Common stock 0.244

Didike 11 9

Like 15 11 H, is accepted
Preferred stock 1.727

Didlike 37 49

Like 43 36 H, is accepted
Debentures/Bonds 2.105

Didlike 13 20

Like 48 42 H, is accepted
Government Bonds 2.036

Didike 8 14

Source: Field Survey, 2009, Kathmandu

Note: i) Tabulated t value of x2 at .05 level of significance for 1 d.f. is

3.84

For common stock the t-value is highly insignificant. Hence, we conclude that the preference

of two types of investors do not differ and are similar as regards the attitude of transacting

common stock among them. Like wise calculated value of x2 for preferred stock and

government bonds are less than tabulated values of x2 at 5 percent level of significance. So

null hypothesis is accepted and this implies that the preferences of both types of investors to

transact on these securities do not differ. In case of debentures the calculated value of X2 is

also less than the tabulated value, it is not significant and hence the null hypothesis is

accepted at 5 percent level of significance. Hence it can be concluded that the preference of

two types of investorsin regards the transaction of debentures do not differ significantly.

4.2. Relative Important Features of Common Stock

Respondents are given following features of common stock to rate as per the features’

importance to investors. The results of the responses of the respondents are as follows:
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Table4.3

Importance of features of common stock as viewed by the respondents

N Features of Rank Median Overall

' commonstock | 1|2 |3 |4|5|6|7|8]9]|10 value Rank
Power to exercise

1 ) 9|12(15|18| 9 |10(15|17| 4 | 3 4,22 4
rights
Participation in

2 13/14| 7 |10|12 11|25, 7 | 8| 5 5 5
management
Sense of

3 ) 3|1 2(8|]9|6|5]10({45|20)| 4 7.29 6
ownership
Participation in

4 _ 45115 4| 5| 8| 2107 | 3|13 1.73 1
earnings

5 | Bulk transaction 2123 /13|19| 7 | 51011 | - | 3 2.92 3

6 | Marketability 21| 25|11 |13|15|17| 1| 2| 6|1 2.91 2

Source: Field Survey, 2009, Kathmandu

The table shows that various important features of common stock viewed by the respondents.
The main reason to prefer common stock is because it entrusts holders the rights to participate
in earnings. Next to this, marketability is the second feature of common stock in terms of the
perceived importance of Nepaese investors. In the same way Bulk transaction, Power to
exercise rights and participation in management are in third, fourth and fifth priority in the
Nepalese investor’s perception. Sense of ownership is in last to attract the motive of investors
to purchase common stock. The median value of the above featuresis 1.73, 2.91, 2.92, 4.22, 5
and 7.29 respectively for the participation in earnings, marketability, bulk transaction, power
to exercise rights, participation in management and sense of ownership respectively. The main
reason of Nepalese investor’s inclination towards the common stock can be attributed to their
willingness to participate in the earnings of the firm. Like wise common stock is relatively
liquid and it has attribute of marketability. Thisis also afactor that attracts Nepalese investors
to transact on the common stock.
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4.3 Industrial Sectorsand Investment Attitude of Investors

There are different industrial sectors one can invest in but which is the most attractive is the
issue to be addressed here in this section. Investors are provided with the following industrial
sectors and are asked to rate them as per their willingness to invest in the sector. The results of

thelir ratings are appeared as in the table below.

Table4.4
Industrial sectorsand investment attitude
Rank Median
SN Industrial sector Rank
1,234, 5,6,7|8|9]|10 value
1 | Bank 58|/ 25| 7| 5| 6| 4 - - - 0.97 1
Finance 17(23(21|{19|18| 2 | 4| 3| 3| 2 2.76
3 | Hotel 1022 17|16 7|9 (11|11| 6 | 3 3.44 4
Manufacturing and
4 ) 512211318/ 6 |9 (12| 5|8 |14 3.89 6
Processing company
5 | Insurance Company 61 9|20|2118|17, 8| 4| 3|6 3.00 3
6 | Trading Company 71513 |15|12| 7|9 |15| 5| 7 3.93 5
7 | Others 9 /6|4 18| - |- |21| - (18|36 6.90 7

Source: Field Survey, 2009, Kathmandu

The table shows that the most attractive sector for Nepal ese investors is banking sector, as the
median value (0.97) for this sector islessin comparison of other six sectors (mentioned above
in table). Finance sector is the next most attractive sector after banking sector for Nepalese
investors. This finding supports the growing tendency of investment in this sector. The
median value of insurance, hotel, trading, manufacturing, processing, and other sectors are
3.00, 3.44, 3.93, 3.89, and 6.90 respectively indicating the consecutive priority of investors so

far astheir matter of investing in different industrial sector is concerned.

4.4  Investment objectives of the Investors
Investment objective is the foundation of investment on the basis of which investor’s makes a

decision regarding selection of security, evaluation of the performance and time horizon of
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investment etc. The investment objective of investors is not only a basis to identify investor’s
investment psychology but also a milestone to set investment related policies and to set price
and other features of securities. In this regard the investors are identified on the basis of what
type of objective they bear in mind while investing in securities. Investors are asked to rank
following major objectives in order of their importance to them. The detail results of their

responses are given in the table below:

Table4.5
I nvestment objectives of investors as viewed by investors
Investment Objectives Rank Median Value | Overall rank
1 /2 3 |4
Sufficient return 511441125 | 111 1
Lessrisk 21131|27|33| 215 2
Marketability 35(12 36|29 225 3
Social status 5 |25]37(45| 270 4

Source: Sample Survey, 2009, Kathmandu

Investors’ objectives to invest imply the major psychological reason for investing in securities.
These simply explain for what purpose investors tend to invest i.e. either it is to maximize
return, to enhance their social status, or to minimize the possible risk. The table above shows
that out of the given kind of objectives “sufficient return’ is the kind of investor’s objectives
for which they attack most in comparison with others. Out of the total respondents 46 percent

investors rank this objective as the most important which is presented below in the chart rank.
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Figure4.1l
Pie chart showing no of respondentsrating the given objectivesasfirst
ranking
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Rank computed on the basis of median value is aso lowest to al i.e. 1.11, which indicates the
concentration of more number of investors in this option. The second most important
objective for the investor is less risk, as the median value of this option is least of al the
option except that of the first option. Although there are 19 percent of investors ranking this
option as first, the overall median value is lower than all other option except the first option.
So less risk is another important aspect next to sufficient return for Nepalese investors. After
the sufficient return and less risk, investors want security having features of good
marketability and thereafter they seek security that enhances their socia status.

In this analysis investors seem less concern over social status and more concern over

sufficient return and less risk so far as the matter of investing in securitiesis concerned.

4.5 Shortcomings of debentures and preferred stock

Debentures and preferred stocks are not used as commonly as common stock in Nepalese
market as this is discussed in part 4.1. Moreover the tendency of this is same for both the
institutional and individual investors. What are such reasons that get the Nepalese investors
feel so alienated with debt security is a question to be analyzed here onwards. The answer of

this perhaps will be the solution in itself to correct the problems that has been apparent in
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Nepalese bond market. Followings are some of the magjor problems in investing these sorts of

securities.
Table4.6
Problemsin investing in debt and preferred stock
Rank Median Overall
S.No Statements
112|3]4]|5 value ranking
No provision of handsome return that
1 compensates the perceived risk of 441 19|14 |18 | 17 1.63 2
investors.
These financia instruments provide only
2. _ 354022 |13 2 1.52 3
certain return.
3. Overburden of legal formalities 211712112 | 41 2.86 6
4. Due to the lack of professional practices | 33 | 15| 14 | 32| 18 2.57 5
5. Lack of marketahility and liquidity. 45119| 6 | 31|11 1.58 4
6. No legal protectionin favor of investors | 6 | 18 | 20 | 24 | 44 35 7
Dueto the lack of wide varietiesin these
7. _ - 51 (34,10, 9 | 8 1.15 1
kinds of securities.

Source: Field Survey, 2009. Kathmandu

While investors are asked to give their views as to the reasons in terms of their agreement or
disagreement, the result appears as in the table above. Comparing the median value of second
last column of thetable, it is apparent that the reason to less or no use of debt can be attributed
the cause that debt or preferred stock does not provide wide variety in their kinds, so investors
are less inclined towards these securities. In the same way the second thing investors agree
upon is that these securities provide less return than it actually required compensating the risk

inherent in these securities.

The reason such as non-liquid and less marketable tends investors to have negative attitude
towards these securities (i.e. Debentures and preferred stocks). Of course, there are no

provisions for investors who do require adjustable return as per the market scenario. As a
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result they also agree that the securities provides stable return and this sometime seems
unreliable as the market may create good opportunity to earn extra return if the same
investment is made in other area. Among the various disadvantages investors are less vexed at
the overburden of legal formalities, lack of professiona practices and legal insecurity etc. as

the median values for these are greater in comparison to others.

45 Bond preference

Of course bond market is not as in the height as stock market. However, there are so many
types of bonds that meet the investors’ need and get them propel to invest in these securities
but what is such bond that can win the investor’s psychology is the main question to be
addressed. Investors are given the bond option having following aternative features and asked
which of these they like most. The results of their views are provided in table below:

Table4.7
Preference of alternative bonds

_ No of respondents
Observations

I nstitutional % I ndividual % Total %

Bond that gets you participatesin
) _ 9 8.04 6 5.36 15 | 13.39
profits and or loss (income bond).

Bond that adjusts promised interest
rate according to therate in the 16 14.29 7 6.25 23 | 2054
market (floating rate).

Bond that is pledged against the

. 13 11.61 26 2321 | 39 | 3482
firm’s assets (mortgaged bond).
Simple debt that pays regular interest
) P _ PYSTE 18 16.07 17 1518 | 35 |31.25
(simple interest).
Calculated value of x2 10.82

Source: Field Survey, 2009, Kathmandu.
Note: i) Tabulated t value of x2 at .05 level of significance for 3 d.f. is 7.82
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From the table above one can observe that out of the total respondents 39 respondents like
such bond that is pledged against the firm’s assets and it is technically called mortgaged bond.
Like wise mortgage bond is the most favored bond followed by simple interest bond, floating
rate bond and income bond. The result of the survey has also been presented in figure below.
It shows that out of the total respondents 39 (34.82 percent), 35 (31.25 percent), 23 (20.56
percent) and 15 (13.39 percent) respondents are in favor of mortgage, simple interest, floating
rate and income bond respectively. This shows that firms should not only issue bond of
traditional nature but they should also add some feature(s) in bond to pull bond market up to

an inspiring level.

The viewpoints of respondents are not similar when their type is varied where most of the
individual investors favor mortgage bond i.e. 26 respondents while only 13 institutional
investor’s favor this bond. The difference of views can apparently be seen for each of the kind

of observation describing the type of bond.

Figure4.2

Pr efer ence of investor stowar ds different kinds of bond
13%

21%

35%
@ income bond
| floating rate.
O mortgaged bond

O simple interest

To test the significance of this difference x2 test of independence of attribute is calculated.

Calculated value of x2 at the last row of the table 4.7 shows that this value is greater than the
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tabulated value, thus it is significant at 5 percent level of significance and null hypothesis is
rejected as such it can be concluded that the difference observed between the institutional and
individual investors in their views is significant and they forward different views as to the
type of bonds they like or dislike.

4.7 Factor Affecting Choice of Security

Factors those affect or determine the choice of security may be innumerable depending upon
the status of security market in the country and investor’s psychology. As a matter of fact
nothing can fully explain the determining factors those affect the choice of the investors in
buying security notwithstanding here an attempt has been made to identify some of the
important factors that may affect their choice. Given the following important four factors
influencing the choice of security investors are asked to rate these giving 1 for most

influencing to 5 for least influencing factor. The results of their rating are appeared as follows:

Table4.8
Affecting Choice of Security
Rank
Factors TT5T3T2aT% Median value | Overall rank

Return pattern 22|65|15| 6 | 4 1.52 2
Availability 1213034 21|15 241 3
Company’s overall performance | 77|16 | 12| 2 | 5 0.73 1
Rumors 1, 1(2443 |43 3.70 4

Source: Sample Survey, 2009, Kathmandu

Numbers of respondents rating ‘company’s overall performance’ as first ranking are highest
of all the respondentsi.e. it is 77. The median value of this factor i.e. 0.73 indicates that most
of the respondents rate this factor as the factor determining the choice of security. Out of the
given factors ‘return pattern’ is in the second position to determine the investor’s choice of
security as there are 22 respondents rating this option as second ranking. Median value of
return pattern is 1.52 from this observation that lies in second rank as per the overal ranking
of all the factors presented.
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There are few respondents rating availability of security as the important factors determining
the choice of security. The last ranking is received by ‘rumors’ and it is least important so far
as the matter of affecting investor’s choice of security is concerned. The median values of

these factors are 2.41 and 3.70 respectively.

4.8 Reason for preferring gover nment securities

As per the analysis in part 4.1 investors are inclined more towards government bonds than
corporate bonds and preferred stock. In course of identifying the reason for preferring
government security following analysis is performed and presented. On the other way, it isthe
need to identify what are such features of government security that make the investors prefer
the security. As an attempt towards that end following aternative features of government
bonds are presented and asked to rate these as per their importance giving 1 to most important

and 5 to least important.

Table4.9
Reason for preferring government security asviewed by respondents

Rank Median | Overall

Factor s affecting choice of securit
9 Y1 ilol3] 4] 5] Value Rank
Risk Free 78115919 0.72 1
Advantage for construction 12142 |15|12 | 31 2.13 2
Protection against mal practices 8120|2733 |24 3.03 4
Lesslega formalities 1,16(37]15|43 3.13 5
Stable return 131192420 36 3 3

Source: Sample Survey, 2009, Kathmandu

The result gives the information that the most important feature of government security to
propel investors to purchase these is it is risk free. There are 78 respondents those rates this
features as 1, this resulted into the median value 0.72 indicating that most of the respondents

tend to rate this feature as most important influencing factor affecting choice of security. Next
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to this, investor’s favors this security for it being advantageous to construct portfolio as it can
be used to uplift the opportunity set thereby provides more wide risk return space. Like wise
as per the overal ranking based on median value stable return is in the third ranking as its
median value is 3. Median value of ‘protection against malpractices’ and ‘less legal formality’
are 3.03 and 3.13 respectively indicating the less attractive features inherent in the
government security.

4.9 Methodological Process of Risk and Return Analysis

Whether the Nepalese investors are fully aware of the risk and return or not are analyzed here
or do the investors tend to adopt any particular method of analyzing risk and return of the
security before investing in or not is the question to be addressed here in this section.

Following is the result of survey conducted to identify behavior of investorsin this regard.

Table4.10
Investors performing risk and return analysis

No. of respondents
Response __ _ Total %
Individual | % Institutional | %

Yes 25 22.32 37 33.04 62 55.36
No 16 14.29 15 13.39 31 27.68
Don’t Know 15 13.39 4 3.57 19 16.96
Total 56 50 56 50 112 100
Value of x2 7.71

Source: Field Survey, 2009, Kathmandu
Note: i) Tabulated t value of x2 at .05 level of significance for 4 d.f. is 9.49.

Out of the total respondents there are more of institutional investors (i.e. 33.04 percent)
performing risk and return analysis while investing in securities. Like wise investors who
don’t perform risk and return are 31 as opposed to those who perform. Investors having no

ideaastothisare 19. Thisis aso presented in the figure below.
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Figure4.3

Investors tendency to performrisk and return analysis
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Out of the total respondents 55.36 percent perform risk and return analysis while rest 27.68
percent don’t perform the risk and return analysis and balance have no idea as to what does it
mean. The figure also shows that individual investors are less sensitive to the performance of

risk and return analysis in comparison to institutional investors.

The last column of the table presents the calculated value of x2 that is less than table value of
X2 at 0.05 level of significance and 4 percentage d. f. This indicates that the tendency of
individual and institutional investors do not differ significantly to perform risk and return

analysis while investing in securities.

4.10 Investment processes

Investment processes are the sequential steps of making investment decision and going
through these processes over the investment horizon. Whether or not Nepalese investors
follow the investment processes is analyzed and interpreted in this section. Investors are
provided with the following five investment processes and asked to mark yes if the
respondents follow the process or processes. The results of their markings have been appeared
asin the table below:

Table4.11

Investment processes as followed by Nepalese investors
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Ranking
I nvestment process

Yes| % |No| % |Don’tknow | % | Total
Set investment policy 98 | 87.50| 10 | 8.93 4 357 | 112
Anayze security 77 | 68.75 | 15 | 4.46 20 1786 | 112
Portfolio construction 54 14821 | 23 | 20.54 35 3125 | 112
Portfolio Revision 18 | 16.07 | 35 | 31.25 59 52.68 | 112
Portfolio performance evaluation | 12 | 10.71 | 53 | 47.32 47 4196 | 112

Source: Field Survey, 2009, Kathmandu

Out of the total respondents 87.50 percent set investment policy and remaining do not set
investment policy. Like wise 68.75 of the total respondents analyze security before making
investment decision remaining 31.25 percent do not analyze security. Here the interesting
result is that most of the respondents do not construct portfolio deliberately either they do not
know about it or they simply do not construct portfolio. Like number of respondents those
revise and evaluate their portfolio are also minimal. Here out of the total respondents 16.07
percent revise portfolio but next 31.25 percent do not and still another 52.68 percent of
respondents even don’t know as to the revision of portfolio.

The last step in investment process is portfolio performance evaluation. For this step too
Nepalese investors seem alienated, as there are only 10.71 percent of respondents who
evaluate performance of portfolio and other 47.32 percent do not evaluate the performance of

portfolio and balance don’t know as to this.

4.11 Investors General Awarenessin | nvestment

To know the general investors awareness as to the functioning of the security market and its
components different types of questions were developed and asked. The fundamental
guestions as to the transactions of security in the Nepalese security market are designed and
asked to know investors’ general awareness. The questions and the number of respondent

giving correct answer to these questions are presented in the table below:

Table4.12
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Number of respondentswith wrong and correct answer

No of respondents
Questions of general awar eness

Wrong answer | Right answer

While placing order of share through Broker
Company, if you did not mention the time period of
the order to remain outstanding. Which legal

provision isrelevant in this regard?

What sort of information do you generally take after
B. | having filled the order specification? Please make a 58 54
tick mark.

If you did not receive sales proceeds from the
C. | concerned broker company within which period do 22 90
you report it to stock exchange?

If your order is purchase order and you did not
receive financial security within the given time
periods. Which of the following statement is true in
thisregard?

Source: Field Survey, 2009, Kathmandu

As shown in the table the number of respondents with correct answer for question number one
is 40 out of the total respondents of 112 which results into 35.71 percent indicating the
percentage of respondents with correct answer and this shows that investors are less aware
towards the genera functioning of security market in the country.

Percentages of respondents with correct answer are also presented in figure below:
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Figure4.3
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The second question is related to the necessary information to be taken from Broker Company
after having filled the order specification. The numbers of respondents with correct answer for
this question are 58 and it is 51.79 percent indicating investors are aware as to the information
to be taken from Broker Company. The number of respondents with correct answer for
guestion number 3 is only 22, and this is the 19.64 percent out of the total respondents. This
result is so dismal as so few of the respondents are concern over the general information as to
the security market and it’s functioning. Like wise number of respondents with correct answer

for question number 4 is only 15 the least number of respondents with correct answer.

In Nutshell the analysis above spells that Nepalese investors need to be more aware towards
the security market and its functioning because the current state of their seriousness over
security market seem to be less reliable and insecure.

4.12 Investor’s grievances

Investors are the sovereigns of the capital market so the need of today to identify what sort of
complain they have towards the parties of security market is the things to be addressed here in
this section.

4.12.1 Investor’s grievances against issuer companies
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Issuer Company is the magjor part of the whole system of security market. Here, an attempt
has been made to identify investor’s grievances, if any toward Issuer Company if they
purchase their share in secondary market. The number of respondents along with the nature of
grievances has been presented in the table below and these grievances are related with the

investors who purchase share from secondary market.

Table4.13

Secondary market investor’s grievances towards Issuer Company

Natur e of grievances No of respondents | Percentage

Rejection to transfer the share or delay to do so. - -

No timely information as to the prices and financial statements 11 9.82
No timely delivery of dividends/bonus share/right share. 65 58.04
No timely annual general meeting. 1 0.09
Total 77 68.75

Source: Field Survey, 2008, Kathmandu

Out of the total respondents 112, 77 have complaint of one or other kind. This shows that
68.75 percent of the total investors have one or other kind of grievances. Most of the
respondent complain that there are no timely delivery to dividends, bonus share, and right
share like wise there are also a significant number of respondents those complain that no
timely information of price, financial statements and other vital information. Out of the total
respondents one respondent has complain about the general meeting that is not held in time.
Further the natures of grievances of the investors who purchase first issued security from the
primary market are presented in the table below:
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Table4.14

Primary market investor’s grievances towards Issuer Company

Nature of grievances No. of respondents | Percentage
with the grievances (%)

Issuer Company does not provide the

prospectus/security/purchase application form ] ]

Company wants to influence unduly through prospectus and

otherpad\)//ertisements ' . * 32

Company does not provide the article of association,

memorandum of association and other related documents for 7 6.25

detail perusal.

Company rejects to receive the share application form duly

filled by the investor. ] ]

Irregularities while allocating the security to the investors. 25 22.32
Tota 67 59.82

Source: Field Survey, 2009, Kathmandu

The grievances of the investors who purchase share from primary market against Issuer
Company also seems to be significant as there are 67 investors out of 112 respondents
complains against Issuer Company in one or other area of functioning of Issuer Company.
Most of the respondent complaint as to the company’s tendency to influence unduly to the
investors through different type of source of information having their reach. And some of the
respondents also dissatisfied with the process of allocating shares to the investors. Other 7

have complained that company does not provide necessary documents for detail perusal.

4.12.2 Investor’s grievances against Broker Companies

Broker companies are the organizations that remain in frequent contact with investors to
manage investors’ investment options. In this course of action they have to perform
innumerable functions. The grievances and complaint that are against this organization from

the investor’s part is the questions to be answered in this part.
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Table4.15

Investor’s grievances towards Broker Company

) No of respondentswith the | Percentage
Natur e of grievances _
grievances (%)
Unavailability of security order form or rejection of
the order from the company
No execution of the order given to the company 2 1.79
Execution of order in the prices more or less than the
price stipulated
The company takes more commission/ transfer fees
thanit is provided
Wrong or no information as to the security and
25 2411

market

Total 27 2411

Source: Field Survey, 2009, Kathmandu

There are 27 respondents out of the total 112 respondents having grievances against Broker

Company that account for 24.11 in percentage. Of which Most of respondents feel that Broker

Company does not provide necessary information as to the market scenario and obstructs

investor’s from being informed with the same. In their views this the most offensive act to not

provide vital information as and when investors feel necessity of such information. Of the 27

respondents two have a same complain that the order is not execute in the timely manner and

creates difficulties to search for alternative investment opportunities.

4.12.3 Investors Grievances against Security Exchange Company

Security Exchange Company is the sole organization that regulates and looks after the

functioning of other security related companies. The type and nature of grievances of the

respondents are provided below in the table.
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Table4.16

Investor’s grievances against Nepal Stock Exchange

_ No. of respondentswith | Percentage
Nature of grievances )
the grievances (%)
Stock exchange does not inform to market as to the price
o _ _ _ 34 30.56
sensitive information and financia statements.
Stock exchange does not provide the necessary
information of the sold/purchased share.
It does not provide information relating to the . 446
membership, listing of securities and transactions etc. '
Total 39 34.82

Source: Field Survey, 2009, Kathmandu

Of the total respondents there are 39 respondents having complain against exchange center.
The complain is that the center stock exchange does not inform to market as to the price
senditive information and financial statements. The respondents further complain that the
company used to provide information and financial statement of previous year in a web site

www.nepal stock..com. Presently one cannot find the financial statements of listed company in

the web site this has revealed their irresponsibility towards investors. Further another five
respondents complain that the company cannot make up to date information as to the

information relating to the membership, listing of securities and transaction etc.

4.12.4 Necessary Actionsto Accelerate State of Security Market

As discussed above transactions of securities and overall situation of security market isin its
developing phase and it is the need of today to get it accelerated. With a view to identify
actions that possibly help upgrade the present state of security market following type of
actions are identified and asked to rate these as per their necessity and urgency in the context
of Nepalese security market. The results of their rankings are appeared as follows.
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Table4.17

Necessary actions to acceler ate state of security market asviewed by respondents

Rank
Observations Median | Overall Rank
1/2|3|4]|5

1. Expansion of activities beyond capita city. 45|35|18| 6 | 8 131 1

2. Arrangements for the involvement of Employee’s

Provident Fund, Citizen’s Investment Trust, and 22127140120 | 3 2.17 3
Mutual Fund in security market
3. Sufficient Publicity 12| 7| 8 {3946 | 374 4

4. Amendment and strict implementation of rules and
3314330 3|3 153 2

regulations

Source: Field Survey, 2009, Kathmandu

Investors feel that the first observation is the most important observation as an action to be
taken to develop present state of Nepalese security market. The observation states that to
accelerate present state of the Nepalese security market the access of the securities services,
ingtitutional capacity and services not only in capital city are the must. The security services
are bounded in the capital city only and this needs to be corrected by expanding the services
in outskirts too that propels all the people in the country to participate in the investment
activities that may result into the more devel oped security market.

Next thing investors actively concerned over are amendment and strict implementation of
current status of Nepalese security market. The Securities Ordinance 2006 has been enacted
for the effective securities market regulations system. For the implementation of the ordinance,
the necessary arrangement of legal provisions in line with international practices and the
development of fair, dynamic and credible securities market is a chalenging task. Company
Ordinance, 2006 has provisioned trustee for the issuance of institutional debenture. However,
in the absence of regulatory mechanism for the trustee another regulatory framework, thereis
a need for separate Trust Act to promote joint venture investment, securities depository and
other trustee work for the mobilization of financial resources from financial market. Although

the ordinance on securities, 2006 has authorized Securities Exchange Board for the regulation
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of the securities market, it hasn’t provided autonomy related to employee and financial
activities. It is necessary for the autonomy related to employee and financia activities. It is
necessary for the autonomy and capacity building of the board. It has to be immediately
equipped with resources and manpower.

Still the next important and urgent action to be taken to develop security market is to make
clear-cut arrangements for regulations concerning the involvement of Employee’s Provident
Fund, Citizen’s Investment Trust, construction extractive and IT sector and Mutual Fund in

security market.

Sufficient publicity as to the security market and its benefits to the investors and general
public is also an important thing to upgrade the present state of Nepal ese security market. But
thisis aleast important action, as viewed by the respondents, in comparison to others mention

above.

4.14 Major Findings
On the basis of the whole issues dealt here in this research, following major findings can be

pointed out:

Analysis of investor’s preferences reveals that common stock is the security that is most
preferred by the investors, followed by government bonds, preferred stock and debentures
respectively. Median values of common stock, preferred stock, debentures and
government bonds are 1.07, 2.80, 3.06 and 1.56 respectively. As these median values
stands for indicating the concentration of respondents, for common stock the more of
respondents are centered to the 1 and 2 scales resulting into median of 1.07. Thusit can be
regarded that the common stock is most preferred financial instruments among Nepalese
investors. Similarly, second preference of Nepalese investors goes for government bonds,
third preference to preferred stock and debenture is the security that is least preferred by
Nepalese investors. For common stock the t-value is highly insignificant. Hence it is

concluded that the preference of two types of investors do not differ and are similar as
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regards the attitude of transacting common stock among them. Like wise calculated value
of x2 for preferred stock and government bonds are less than tabulated values of x2 at 5
percent level of significance. So null hypothesis is accepted and this implies that the
preferences of both types of investors to transact on these securities do not differ. In case
of debentures too, the calculated value of x2 is less than the tabulated value implying the
preference of two types of investors in regards the transaction of debentures does not

differ significantly.

The main reason to prefer common stock is because it entrusts holders the rights to
participate in earnings. Among the various features of common stock the most preferred
feature isthat it entails the right to participate in earnings. Next to this, marketability is the
second feature of common stock in terms of the perceived importance of Nepaese
investors. Likewise Bulk transaction, Power to exercise rights and participation in
management are in third, forth and fifth priority in the Nepalese investor’s perception.
Sense of ownership isin last to attract the motive of investor to purchase common stock.
The median values of the above features are 1.73, 2.91, 4.22, 5 and 7.29 respectively for
the participation in earnings, marketability, bulk transaction, power to exercise rights,
participation in management and for sense of ownership respectively. The reason of
Nepalese investors’ inclination towards the common stock can be attributed to their
willingness to participate in the earnings of the firm. Like wise common stock is relatively
liquid and it has attribute of marketability. These are factors that attract Nepalese investors
to transact on the common stock.

Analysis of attractiveness of industry sector show that for Nepalese investor’s most
attractive sector is banking sector, as the median value for this sector is 0.97. Thus the
respondents are centered for the first ranking as opposed to other ranking. Finance sector
is the next most attractive sector to banking sector for Nepalese investors. This finding
supports the growing tendency of investment in this sector. The median value of insurance,
Hotel, trading, Mfg, processing, and other sectors are 3.00, 3.44, 3.93, 3.89 and 6.90

106



respectively indicating the consecutive priority of investors so far as their matter of

investing in different industrial sector is concerned.

Investor’s objectives to invest imply the major psychological reason for investing in
securities. These simply explain for what purpose investors tend to invest that is either it is
to maximize return, to enhance their social status, or to minimize the possible risk. The
findings of this analysis is that out of the given kind of objectives ‘sufficient return’ is the
kind of investor’s objectives for which they attach most in comparison with others. Out of
the total respondents 46 percent investors rank this objective as the most important.
Looking at the overall rank computed on the basis of median value is also lowest to all
that is 1.11 indicates the concentration of more number of investor’s in this option. The
second most important objective for the investor is less risk, as the median value of this
option is least of all the option except that of the first option. So, less risk is another
important aspect next to sufficient return for Nepalese investors. After the sufficient return
and less risk investors want security having features of good marketability and thereafter

they seek security that enhances socia status.

In this analysis investors seem to be less concern over socia status and to be more
concern over sufficient return and less risk so far as the matter of investing in securitiesis

concerned.

The analysis that has performed to find out reason for less or no use of debt or preferred
stock shows that the reason to less or no use of debt can be attributed to the cause that debt
or preferred stock does not provide wide variety in their kinds so investors are less
inclined towards these securities. In this way the second thing investors agree upon is that
these securities provide less return than it actually required compensating the risk inherent
in these securities. The reason that these securities are illiquid and less marketable tends
investors to have negative attitude towards these securities (i.e. Debentures and preferred
stocks). Of course there is no provision for investors who does require adjustable return as

per the market scenario. As aresult they also agree that the securities in question provides
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stable return and this sometime seems unreliable as the market may create good
opportunity to earn extra return if the same investment is made in other area. Due to this
very feature of these securities Nepalese investors do not want to invest in these types of
securities (i.e. Debentures and preferred stocks). Among the various disadvantages
investors are less vexed at the overburden of legal formalities, lack of professional

practices and legal insecurity etc.

Given the option of different type of debt security, 39 respondents like such bond that is
pledged against the firm’s assets and it is technically called mortgaged bond. Likewise
mortgage bond is the most favored bond followed by simple interest bond, floating rate
bond and income bond. The result of the survey shows that out of the total respondents 39
(34.82 percent), 35 (31.25 percent), 23 (20.54 percent) and 15 (13.39 percent) respondents
arein favor of mortgage, simple interest, floating rate and income bond respectively. The
chi-square test reveals that the difference observed between the institutional and
individual investorsin their views is significant and they put forward different views as to

the type of bonds they like or dislike.

Analysis of the factors determining investor’s choice of security reveals that ‘company’s
overall performance’ receives first ranking as such this factor can be regarded as the most
important factor determining their choice of security. Out of this given factors ‘return
pattern’ is in the second position to determine the investor’s choice of security as there are
22 respondents rating this option as second ranking. There are few respondents rating
availability of security is the important factors determining the choice of security. The last
ranking is received by ‘rumors’ and it is least important so far as the matter of affecting
investor’s choice of security is concerned. The median values of these factors are 2.41 and

3.70 respectively. The values are higher in comparison to thisfor other factors.

The most important feature of government security to propel investors to purchase theseis
it is risk free. There are 78 respondents those rates this features in first ranking, this

resulted into the median value 0.72 indicating that most of the respondents tend to rate this
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feature as most important. Next to this, investors favor this security for it being
advantageous to construct portfolio as it can be used to uplift the opportunity set thereby
provides more wide risk return space. Likewise, as per the overal ranking based on
median value stable return is in the third ranking as its value is 3. Median value of
‘protection against malpractices’” and ‘less legal formality’ are 3.03 and 3.13 respectively

indicating the less attractive features inherent in the government security.

Out of the total respondents more institutional investors (i.e. 33.04 percent) perform risk
and return analysis while investing in securities. Like wise investors who don’t perform
risk and return analysis are 31 while 62 respondents analyze risk and return before
investment. Investors having no idea as to this are 19. The calculated value of x2 which is
greater than table value at 0.05 level of significance and 3 d.f. indicates that the tendency
of individual and institutional investors differ significantly to perform risk and return
analysis while investing in securities. On the other way the differences observed between
the individual and institutional investors is statistically significant giving the proof that

they are not same so far as the matter of investing in securitiesis concerned.

Out of the total respondents 87.50 percent set investment policy and remaining do not set
investment policy. Like wise 68.75 of the total respondents analyze security before
making investment decision while remaining 31.25 percent do not analyze security. Here
is an interesting result that most of the respondents do not construct portfolio deliberately
either they do not know about it or they simply do not construct portfolio. Like wise
number of respondents those revise and evaluate their portfolio are aso minimal. Here out
of the total respondents 16.07 percent revise portfolio but next 31.25 percent do not and
still another 52.68 percent of respondents even don’t know about the reason of portfolio
revision. The last step in investment process is portfolio performance evaluation. For this
step too Nepalese investors seem alienated, as there are only 10.71 percent of respondents
who evauate performance of portfolio and other 47.32 percent do not evauate the

performance of portfolio, and balances don’t know as to this.
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Analysis of general awareness of investors towards security market and its functioning
shows that investors are less aware towards the general functioning of security market in
the country. This result is so dismal as so few of the respondents are concern over the

general information as to the security market and it’s functioning.

Most of the respondents who purchase security in secondary market have the complain
that there are no timely delivery to dividends, bonus share, and right share like wise there
are also a significant number of respondents those complain that no timely delivery of as
to the price, financial statement and other vital information. Out of the total respondents

one respondent has complained about the general meeting that is not held in time.

The grievances of the investors who purchase share from primary market against issuer
company also seems to be significant as 67 investors complains against issuer company in
one or other area of function of issuer company. Most of the respondents complain as to
the company’s tendency to influence unduly to the investors through different type of
source of information having their reach. And some of the respondents also dissatisfied
with the process of allocating shares to the investors. Other 7 have complained that

company does not provide necessary documents for detail perusal.

There are 27 respondents out of the total of 112 respondents having grievances against
Broker Company that account for 24.11 in percentage. Of which most of respondents feel
that Broker Company does not provide necessary information as to the market scenario
and obstructs investor’s from being informed with the same. In their views this the most
offensive act to not provide vital information as and when investors feel necessity of such
information. Of the 27 respondents two have a same complain that the order is not
executed in the timely manner and creates difficulties to search for alternative investment
opportunities.

Of the total respondents there are 39 respondents having complain against exchange

center. The complain is that the center stock exchange does not inform to market as to the
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price sensitive information and financial statements. The respondents further complain
that the company used to provide information and financial statement in previous year in a

web site www.nepal stock..com and presently one cannot find the financial statements of

listed company in the web site this has revealed their irresponsibility towards investors as
per the investors’ views. Further another five respondents complain that the company
cannot make up to date information as to membership, listing of securities and

transactions etc.

The first thing that must be done to accelerate the present state of the Nepalese security
market is to make conducive environment for the access of the securities services,
ingtitutional capacity and services not only in capital city are the must. Security services
are bounded in the capital city only and this needs to be corrected by expanding the
services in outskirts too that propels all the people in the country to participate in the
investment activities that may result into the more developed security market.

Next thing investors actively concerned over are amendment and strict implementation of
current rules and regulations in order to accelerate the current status of Nepalese security
market. Still the next important and urgent action to be taken to develop security market is
to make clear-cut arrangements for regulations concerning the involvement of Employees’
Provident Fund, Citizens’ Investment Trust, Construction, extractive and IT sector and
Mutual Fund in Security Market.

Sufficient publicity as to the security market and its benefits to the investors and general
public is also an important thing to upgrade the present state of Nepalese security market.
But thisis aleast important action, as viewed by the respondents, in comparison to others

mention above.
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CHAPTER -FIVE

SUMMARY, CONCLUSIONSAND RECOMMENDATIONS

This chapter attempts to summarize, give conclusive and suggestive end to the whole study.
As essence to the study, the conclusion and suggestion would be of great help for the
concerned parties. This chapter is divided into different parts namely summary, conclusion,

recommendation, and suggestion, which are as follows:

5.1 Summary

This study is mainly related to identify the Nepalese investors’ preferences and attitudes
toward different kind of financial securities such as common stock, bond, government
securities and preferred stock etc. This study is mainly exploratory for it attempts to explore
the status of investors’ attitude toward securities. The important inferences have been drawn
on the basis of sample size of 112 respondents applying different tools and techniques of
analyzing and presenting the data. Every constituents of the capital market may take
advantage of this study for restructuring the operational and policies issues in respect to the

capital market. Main findings of the study can be summarized in the manner below:

Study of investors’ preferences toward particular securities reveals that common stock is the
kind of security that is most preferred b the investors, followed by government bonds,
preferred stock and debentures respectively. Use of chi square test to identify the difference of
preferences to securities of investors do not differ and are similar as regards the attitude of
transacting common stock, debentures and government bonds.

The main reason to prefer common stock is that it entitles holders the rights to participate in
earnings. Among the various features of common stock the most preferred feature is that it
entails the right to participate in earnings. Next to this, marketability is the second feature of
common stock in terms of the perceived importance of Nepalese investors. In this way Bulk

transaction, Power to exercise rights and participation in management are in third, fourth and
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fifth priority in the Nepalese investor’s perception. Sense of ownership is in last to attract the

motive of investor to purchase common stock.

Analysis of attractiveness of industry sector shows that for Nepalese investors most attractive
sector is banking sector, as the median value for this sector is highest of al. Finance sector is
the next most attractive sector to banking sector for Nepal ese investors. This finding supports

the growing tendency of investment in this sector.

Analysis to identify the objective of holding particular security shows that out of the given
kind of objectives *sufficient return’ is the kind of objective for which they attach most in
comparison with others. The second most important objective for the investor is less risk, as
the median value of this option is least of all the option except that of the first option. So less
risk is another important aspect next to sufficient return for Nepalese investors. After the
sufficient return and less risk investors want security having features of good marketability

and thereafter they seek security that enhances social status.

The analysis that has performed to find out reason for less or no use of debt or preferred stock
shows that the reason to less or no use of debt can be attributed to the cause that debt or
preferred stock does not provide wide variety in their kinds so investors are less inclined
towards these securities. In this way the second thing investors agree upon is that these
securities provide less return than it actually required for compensating the risk inherent in
these security. The reason that these securities are illiquid and |ess marketable, investors tends
to have negative attitude towards these securities (i.e. Debentures and preferred stocks). Of
course there are no provisions for investors who do require adjustable return as per the market
scenario. As a result they also agree that the securities in question provides stable return and
this sometime seems unreliable as the market may create good opportunity to earn extrareturn
if the same investment is made in other area. Due to this very feature of these securities
Nepalese investors do not want to invest in. It is perhaps due to them being high risk and
return investors. Among the various disadvantages investors are less vexed at the overburden

of legal formalities, lack of professional practices and legal insecurity etc.
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Given the option of different type of debt security 39 respondents like such bond that is
pledged against the firm’s assets and it is technically called mortgaged bond. On the other
way mortgage bond is the most favored bond followed by simple interest bond, floating rate
bond and income bond. The chi-sguare test reveals that the difference observed between the
ingtitutional and individua investors in their views is significant and they put forward

different views as to the type of bonds they like of dislike.

Analysis of the factor determining investor’s choice of security reveals that ‘company’s
overal performance receives first rankings as such this factor can be regarded as the most
important factor determining their choice of security. Out of the given factors ‘return pattern’
is in the second position to determine the investor’s choice of security as there are 22
respondents rating this option as second ranking. There are few respondents rating availability
of security is the important factors determining the choice of security. The last ranking is
received by ‘rumors’ and it is least important so far as the matter of affecting investors’
choice of security is concerned.

The most important feature of government securities to propel investors to purchase these is
for it being advantageous to construct portfolio as it can be used to uplift the opportunity set
thereby provides more wide risk return space. Like wise as per the overall ranking, stable
return is in the third ranking. ‘Protection against malpractices’ and ‘less legal formality’ is

less attractive features inherent in the government security.

Out of the total respondents there are more of institutional investors (i.e. 33.04 percent)
perform risk and return analysis while investing in securities. Like wise investors who don’t
perform risk and return are 31 as opposed to who perform are 62. Investors having no idea as
to this are 19. The tendency of individual and institutional investors differs significantly to
perform risk and return analysis while investing in securities. On the other way the differences
observed between the individual and institutional investors is statistically significant giving

the proof that they are not same so far as the matter of investing in securities is concerned.
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Out of the total respondents 87.5 percent set investment policy and remaining do not set
investment policy. Like wise 68.75 of the total respondents analyze security before making
investment decision remaining 31.25 percent do not analyze security. Here is an interesting
result that most of the respondents do not construct portfolio deliberately either they do not
know about it or they ssmply do not construct portfolio. Like wise number of respondents
those revise and evauate their portfolio are also minimal. Here, out of the total respondents
16.07 percent revise portfolio but next 31.25 percent do not and still another 52.68 percent of
respondents even don’t know as to the revision of portfolio. The last step in investment
process is portfolio performance evaluation. For this step too Nepalese investors seem
dienated, as there are only 10.71 percent of respondents who evaluate performance of
portfolio and other 47.32 percent do not evaluate the performance of portfolio, and balance

don’t know as to this.

Analysis of general awareness of investor’s towards security market and its functioning shows
that investors are |less aware towards the general functioning of security market in the country.
This result is so dismal as few respondents are concerned over the genera information as to

the security market and its functioning.

Most of the respondents who purchase security in secondary market have the complain that
there are no timely delivery to dividends, bonus share, and right share like wise there are also
a significant number of respondents those complain that no timely delivery of as to the price,
financial statements and other vital information. Out of the total respondents one respondent
has complained about the general meeting not being held on time.

The grievances of the investors who purchase share from primary market against Issuer
Company also seems to be significant as there are 67 investors complaining against |ssuer
Company in one or other area of functioning of Issuer Company. Most of the respondents
complain as to the company’s tendency to influence unduly to the investors through different

type of source of information having their reach. And some of the respondents also
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dissatisfied with the process of alocating shares to the investors. Other 7 have complained

that company does not provide necessary documents for detail perusal.

There are 27 respondents out of the total of 112 respondents having grievance against Broker
Company that account for 24.11 in percentage. Of which most of respondents fell that Broker
Company does not provide necessary information as to the market scenario and obstructs
investor’s from being informed with the same. In their views this is the most offensive act to
not provide vital information as and when investors feel necessity of such information. Of the
27 respondents two have a same complain that the order is not executed in the timely manner

ad creates difficulties to search for alternative investment opportunities.

Of the total respondents there are 39 respondents having complain against exchange center.
The complain is that the center stock exchange does not inform to market as to the price
sensitive information and financial statements. The respondents further complain that the
company used to provide information and financia statement in previous year in a web site
www.nepalstock.com and presently one cannot find the financial statements of listed

company in the web site this has revealed their irresponsibility towards investors as per the
investors” views. Further another five respondents complain that the company cannot make up

to date information as to membership, listing of securities and transactions etc.

The first thing that must be done to accelerate the present state of the Nepalese security
market is to make conducive environment for the access of the securities services,
professionalism of the stock market and traders, institutional capacity and services not only in
capital city are the must. Current condition of stock trader and market seems lacking
professionalism hence it needs to be professional in trading stock in the market, like wise
security services are bounded in the capital city only and this needs to be corrected by
expanding the services in outskirts too that propels al the people in the country to participate
in the investment activities that may result into the more developed security market.
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Next thing investors actively concerned over are amendment and strict implementation of
current rules and regulations in order to accelerate the current status of Nepalese security

market.

Still the next important and urgent action to be taken to develop security market is to make
clear-cut arrangements for regulations concerning the involvement of Employees Provident
Fund, Citizens Investment Trust, Construction, Extractive and IT sector and Mutua Fund in
security market.

Sufficient publicity as to the security market and its benefits to the investors and general
public is aso an important thing to upgrade the present stage of Nepalese security market. But
thisis aleast important action, as viewed by the respondents, in comparison to others mention
above.

5.2 Conclusion

On the basis of the whole study following conclusive end can be provided to this research:

Analysis of investors’ preferences towards the financial securities paves the way to
conclude that Nepalese investor’s most preferred security is common stock. The most
important characteristic that attracts investors to this security is that it alows investors to
actively participate in company’s earnings. Like wise they prefer this security more as

compared to other security, for it being more marketable.

It isimperative to conclude that investors seem to be less concern over social status and to
be more concern over sufficient return and less risk so far as the matter of investing in

securities is concerned.

The debt and/or preferred stock in Nepalese securities market do not provide wide variety

in their kinds so investors are less inclined towards these securities. The reason that these
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securities are illiquid and less marketable, investors tends to have negative attitude

towards these securities (i.e. Debentures and preferred stocks).

Company’s overall performance and return pattern of the security under consideration are
the factor those can be regarded as the most important factor determining their choice of

Ssecurity.

Government bond is less risky and this attributes of the security attracts to invest in. Next
to this, investors favors this security for it being advantageous to construct portfolio as it

can be used to uplift the opportunity set thereby provides more wide risk and return space.

More of the institutional investors perform risk and return analysis while investing in
securities. Most of the respondents do not construct portfolio deliberately either they do

not know about it or they simply do not construct portfolio.

Investors are less aware towards the general functioning of security market in the country.
This result is so dismal as so few respondents are concern over the general information as

to the security market and it’s functioning.

Most of the respondents who purchase security in secondary market have the complain
that there are no timely delivery to dividends, bonus share, and right share like wise there
are aso a significant number of respondents those complain that no timely delivery of as
to the price, financia statements and other vital information. The grievances of the
investors who purchase share from primary market against Issuer Company also seem to
be significant. Their complain is mainly as to the company’s tendency to influence unduly
to the investors through different type of source of information having their reach. And
some of the respondents also dissatisfied with the process of allocating shares to the
investors. Broker Company does not provide necessary information as to the market
scenario and obstructs investor’s from being informed with the same. Complain against

the Security Exchange Center is that the center does not inform to market as to the price
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sensitive information and financial statement of previous year in a web site

www.nepalstock..com and presently one cannot find the financial statements of listed

company in the web site this has reveaded ther irresponsibility towards investors as per

the investor’s views.

The first thing that must be done to accelerate the present state of the Nepalese security
market is to make conducive environment for the access of the securities services,
professionalism of the stock market and traders, institutional capacity and services not

only in capital city but al over the country.

Next thing investors actively concerned over are amendment and strict implementation of
current rules and regulations in order to accelerate the current status of Nepalese security

market.

Still the next important and urgent action to be taken to develop security market is to
make clear-cut arrangements for regulations concerning the involvement of Employees’
Provident Fund, Citizen’s Investment Trust, Construction, Extractive and It sector and

Mutual Fund in security market.

Sufficient publicity as to the security market and its benefits to the investors and general
public is aso an important thing to upgrade the present state of Nepalese security market.
But thisis aleast important action, as viewed by the respondents, in comparison to others

mention above.

5.3 Recommendation
To issue common stock as source finance is relatively easy for Issuer Company since
investors like to hold common stock as compare to other securities. However, debt market
should be upgraded so that issue of debt capital would be easy, as any company with
equity capital only cannot take advantages of leverage.
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Debt and preferred stock are the kind of securities that are less preferred by Nepalese
investors because of less variety. This demand for dynamic debt market with a good
maturity mix of the debt securities. For this, policymaking body and other related
institution should pay their attention.

Investors prefer to invest in those securities whose overall company performance is
outstanding. This suggests that development of security market is not only the matter of
investor’s awareness but also a thing of company’s performances. This calls for the new
initiatives from the part of Nepalese companies to enhance their deteriorating

performance.

Investor seem to be less aware as to security market and its functioning, this calls for the
initiation of the awareness program to make prospective investors fully aware and

informed as to the security market.

Most of the investorsin Nepal have one or other type of complaints against various types
of ingtitutions. These al the grievances should be handled promptly and reasonably
otherwise the transparency, accountability and credibility of securities market will come
to adifficult verge and the expense of which will be irrecoverable.

Current condition of stock trader and market seems lacking professionalism hence it needs
to be professional in trading stock in the market, like wise security services are bounded in
the capital city only and this needs to be corrected by expanding the services in outskirts
to that propels al the people in the country to participate in the investment activities that

may result into the more devel oped security market.

The Securities Ordinance 2006 has been enacted for the effective securities market
regulation system. For the implementation of the ordinance, the necessary arrangement of
legal provisions in line with international practices and the development of fair, dynamic
and credible securities market is a challenging task. Company Ordinance, 2006 has
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provisioned trustee for the issuance of institutional debentures. However, in the absence of
regulatory mechanism for the trustee another regulatory framework, there is a need for a
separate Trust Act to promote joint venture investment, securities depository and other
trustee work for the mobilization of financial resources from financial market. The act has
not provided autonomy related employee and financia activities. It is necessary for the
autonomy and capacity building of the board. It has to be immediately equipped with

resources and manpower.
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