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CHAPTER -1
11.2 INTRODUCTION

1.1 Background of the Study

The economic development of the country in turn dependsupon the
capital formation and industrialization. Industrialization can be
achieved through proper use of the funds and their investment in the
productive sector. Scattered funds around the country can be
collected through the financial institutions. The growth of economy
depends on availability of fundsto finance the increased needs.
Private, domestic and public investment can be the major
contributor to economic growth and employment generation in the
developing countries. For the economic development of any country,
public participation playsavital role. If the peoplearerich and
awar e, people will have enough and be interested to invest.

Capital Market plays vital role in the national economy. It renders very valuable
services to the community by increasing the productive capacity of the country and
thereby accelerating the pace of economy development. In the short, the growth of
economy is tied with the growth of Capital Market in the country. The Capital Market
is the market for corporate stocks and long-term debt instruments for more permanent
financing purposes. Capital Market plays a crucial role in mobilizing a constant flow
of saving and channeling these financial resources for expanding productive capacity
in the countries (Kui, 1989: 1). Capital Market consists of security market and non-
security market (Atje and Jovanovic, 1993: 634). Security Market is a place where
securities are bought and sold through intermediary networks. It acts as a mechanism
for bringing together buyers and sellers of financial assets in order to facilitate trading
(Sharpe et al., 2004: 47). Stock Market is amajor component of securities market that
plays mediator role through which corporate sectors mobilizes funds to finance

productive projects by issuing sharesin the market.

In this sense, Security market helps in proper mobilization of fund by facilitating the
transfer between those who have and those who uses hence contributes immensely in
economic growth (Bhala, 2004: 21-22). But al these depend upon how efficient
market is (Shrestha, 2002: 16). Securities that are priced efficiently guide the market
in alocating funds to their most productive use (Weston & Copeland, 1992: 93). In
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the same line, Sharpe opines “the more quickly and accurately price discovery is
achieved, the more efficiently the security market will direct capital to its most
productive opportunities” (Sharpe et al., 2004: 47). Thus it is only the efficient
security market, which can provide enough liquidity, marketability and profitability to

securities by enhancing the confidence of investors.

The market issaid to be efficient if it rapidly and completely
Impounds all relevant information into assets prices. In broad, “an
efficient market isdefined asa market wheretherearelarge
number s of rational, profit-maximizes, actively competing, with each
trying to predict future market values of individual securities, and
where important current information isalmost freely available to all
participants. In an efficient market competition among the many
intelligent participantsleadsto a situation where at any point in time
actual pricesof individual securitiesalready reflect the effects of
information based both on eventsthat have already occursand on
eventswhich, as of now, the market expectsto take placein the
future. In other words, in an efficient market at any point in timethe
actual price of a security will be good estimate of its intrinsic value.”

If there are certain imperfections in the stock market, wise investor attempts to utilize
them to get a better return. This perception has no rational significance in a world
where shares are efficiently priced. In an efficient market, shares prices should adjust
randomly upwards and downwards with respect to the new information. Stock market
efficiency cannot be tested directly. However, by postulating some security price
behaviour, one can have some idea about market efficiency. This study attempts to
apply the widely accepted analytical approach in study of stock market, namely
efficient market hypothesis (EMH), to test weak-form market efficiency.

The importance of efficient security market for an economy is also apparent from the
fact that emerging countries are assigning top priorities to the establishment and
regulation of the security markets (Cheney & Moses, 1992: 64). In recent years, a
number of developing countries in correct with the international finance corporation
(IFC) and the World Bank have taken steps to establish and revitalize stock markets
as an effective way of mobilizing finance (Murinde, 1996: 93). Realizing such, it’s a
high time for the Nepal ese regulating authorities to emphasize on creating a business

environment through efficiently operated stock market.
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There are two approaches to explain share prices fluctuations. Market efficiency isthe
basis for both approaches. Conventional approach has considered that the market is
inefficient, which includes technical analysis theory and fundamenta analysis theory.
Contrary approach has argued that the market is efficient under which there are three
forms of efficient market hypothesis. Prior to the development of the efficient market
theory, investors were generally divided into two groups, fundamentalists and
technicians (Reilly, 1986: 347). Technica and fundamental analysts sell their services
as security analysts to investors. A completely efficient market would be valueless. It
is essential that a country is to enjoy highest capital market if that country is to enjoy
highest possible level of wedlth, welfare and education for population (Bhallla, 1983:
393). Such efficient market provides ready financing for worthwhile business
ventures and drain capital a way from corporations, which are poorly, manages or

producing obsol ete products.

The random walk theory asserts that price movements will not follow any patterns or
trends and that past price movements cannot be used to predict future price
movements. Random walk hypothesis (RWH) emerged from empirical tests of
changes in stock prices dates back to 1900 (Sprecher, 1975: 453), In its simplest form,
it state that price changes cannot be predicted from earlier changes in any meaningful
manner. In the decade of 1960s (Roberts and Osborne, 1959), however, a “country
theory”, first labeled “random walk” and later a “theory of efficient capital market”

has been advanced to explain fluctuations in share prices.

Financial market facilitates the flow of funds from surplus to deficit units. As such,
financial market is a mechanism by which savings in one sector of the economy flows
to another sector. Those financial markets that facilitate the flow of short-term funds,
that is, less than one year are known as money markets. Money market is the type of
market, which is meant for a short-term and for highly liquid debt securities. It
typically involves financial assets that have a life span of one year or less. Money
market instruments include short-term marketable, liquid and low-risk securities.
While those markets that facilitate the flow of long-tern funds are known as capital
markets. Capital markets are the markets meant for long-term securities issued by the
government or corporations. Capital markets typicaly involve financial assets that

have life span of greater than one year which include Shares, Bonds, Debentures, etc.
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A hedlthy capital market is the crucial element for the development of the national
economy. For the development of any country, each and every sector should be strong
and capable. Among them, capital market is one mgor sector. Capital market helps
the national economy by mobilizing the long-term capital for productive sectors.
Capital markets are vital to long term and prosperity of economy since they provide
the channel through which needed fund can be raised. It is the mechanism through
which public savings are canalized to industrial and business enterprises. To develop
the economy of a country, an efficient and effective capital market is of vitd
importance. The growth of capital market in a country depends upon the savings
available, proper organization of intermediary to bring the investors and business
ability together for mutual interest. Capital market is an organized market through
which buyers and sellers of long-term capital are met and the function of buying and
selling takes place. Capital market is such a powerful marketing, which gives
opportunity to the investor to invest their savings in ordinary share, debentures and

government securities.

Demand of capital in the capital market comes from agriculture, industry, trade and
government whose sources are individuals, corporate savings, multinational investors
and surplus of government. So, some of the important members of capital markets are
stock exchanges, specialized financia institutions, banks and investment companies,
etc. Capital market consists of securities market and non-securities market. Securities
market implies mobilization of funds through issuance of the securities like shares,
bonds bills and debentures by corporate firms, government, etc. These securities trade
in the market and are generally negotiable and hence can be traded in the secondary
market. Stock market is a major component of the securities market. Stock market isa
medium through which corporate sector mobilizes funds to finance productive

projects by issuing shares in the market.

Nepalese capital market is in very early stage of development. The paucity of the
capital has been the main cause for sow development. Nepal launched planned
economic development more than four decades ago. Recently, Nepal has adopted the
path of economic development through liberalization. However, any strategy for
development requires a steady supply of medium to long-term capital funds for

productive investment. For the mobilization of investable resources, capital market is
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an important intermediary through which effective bridging of the deficit units and
surplus units can be ensured. Capital market institutions are engaged in mobilization
of savings from surplus units and deploy funds into the deficit units for productive
investment. However, there are various inconsistencies and hindrances that exist on

the way to run the market smoothly.

Fund is the lifeblood of every firm. Therefore formations and operations can't be
imagined without it. Every firm has to be financed from the day of beginning to the
day to day operations. Every firm constantly faces the financial problems from its
very inception. A growing firm, thriving day by day, always remains in the destitute
of funds either for expansion or diversification of business or to sustain in the
competitive area. In order to cope with various financia situations, firm usually
collects funds by issuing common stock to general people/investors or right offering
to existing shareholders or preference share and various types of debentures as
demanded by their target capital structure. Common stock/ordinary share, preference
share and debentures are the three important securities used by the firms to raise funds
to finance their activities. This paper mainly focuses on the study of rights offering to

the existing shareholders.

According to James C. Van Horne, "When a company is formed, it obviously must be
financed. Often the seed money comes from the founders and their families and
friends. For some companies, this is sufficient to get things launched and with
retained earnings, no more equity is needed. In other situations, equity infusions are
necessary. " From this quotation, it is clear that when a large scale of firm is to be
established, it fulfills its financial requirement by issuing equity share or using other
sources like preferred stock, debenture and bond. Equity shareholders, even called
ordinary shareholders or common stockholders, of a company are its ultimate owners,
collectively they own, the company and assume the ultimate risk associated with
ownership. Ordinary shares provide ownership rights to ordinary shareholders. They
are the legal owners of the company. As a result, they have the residual claims on
income and assets of the company. They have right to elect the board of directors and
maintain their proportionate ownership in the company, called the preemptive right.

If the preemptive right is contained in a firm's charter, then the firm must offer any
new common stock to the existing stockholders. If the charter doesn’t prescribe a
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preemptive right, the firm has a choice of making a sale to its existing stockholders or
to an entirely new set of investors. If it sells to the existing shareholders, the stock
floatation is called rights offering. While raising fund, instead of issuing common
stock to new investors, a number of firms offer the securities first to the existing
shareholders on a privileged basis. The corporate charter or state statute requires that a
new issue of common stock or an issue of securities convertible into common stock be
offered giving priority to the existing shareholders because of their preemptive right.
Each shareholder is issued an option to buy a certain number of new shares. The
shareholder who has an option to purchase a stated number of shares can buy
prescribed number of shares at subscription price, which is generally below the shares

current market price within a specified period of time.

Large numbers of corporate firms announce and issue right share to increase the
capital base if the corporate management felt such need or to comply with the policy
directives given by concern authority to increase the capital base from timeto time. In
our country, Nepal Rastra Bank (NRB) issues the policy directives for the
Commercial Bank and other financial institutions to control and for the supervision of
the establishment and operation of such institutions in Nepal. Nepal Rastra Bank
(NRB) has aready issued the policy provisions regarding the requirements of
minimum paid-up capital for Commercial Banks, Development Banks and Finance
Companies. According to the policy, the minimum paid-up capital of Commercia
Banks, Development Banks and Finance Companies must be 2 billion, 640 million
and 200 million respectively. This policy has significantly affected the right share
issue practices of such financial institutions in Nepal because almost al such financial
ingtitutions have not met the requirement of minimum paid-up capital. In order to
meet the requirement, financia institutions are using different instruments among
which right share issue is amajor instrument. Recently many financial institutions had
offered right shares and many other institutions are on the way to offer right shares to

their existing shareholder to meet the requirement of minimum paid-up capital.

Right shares are issued to the existing shareholders to increase the capital if current
reserve is not sufficient to issue bonus share. Company usually issues right share to
raise the capital. A company may give its existing shareholders the first opportunity to

purchase a new security issued on a privileged subscription basis. This type of issueis
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known as rights offering, because existing shareholders receive one right for each
share of stock that they hold. A right represents a short-term option to buy the new
security at the subscription price and it take a certain number of rights to purchase the
security. Depending on the relationship between the current market price of the stock
and the subscription price, a right usually will have a market value. But it is not
compulsory for the stock holders to exercise their rights and the company also does
not forces them to buy any more shares of the company. This is only an option
granted to them (existing shareholders) to buy specified number of shares at

subscription price.

As the new shares are being issued at a lower price than the current market price of
the existing shares, this option should have a value and can be sold if the current
shareholder does not like to exercise them. In many countries "right” is a negotiable
instrument and therefore transferable also. Somebody may have sufficient money to
exercise the rights and they may actually exercise such rights while others may not
have sufficient money to exercise all their rights. Under such situation, being
negotiable and transferable instrument, rights can be easily sold in the market, which
protects the shareholders from dilution of wealth. Therefore rights can be either
exercised at a subscription price which is generally much below the shares current
market price, or they can be alowed expire, or they can be sold in the capital market.

1.1.1 Focus of the Study

In any firm, rights share is taken as a major financial decision that affects the value of
firm. The main focus of this study is to examine the practice made by the sample
companies in regards to the rights share and its impact on market price of stock. The
purpose of this study is to provide a clearer understanding of the circumstances
surrounding a right offering to analyze the result of the offer and improving its
effectiveness. This study also examines the practice made by the Nepalese firm in this
regards, stock price movement and current legal provisions regarding rights share

issue.

1.2 Statement of the Problem
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This study, we are trying to analyze the problem faced by individual investors due to
lack of knowledge and information and at the same time, we are trying to discuss the
weakness of concerned people in not being able to develop the stock market properly.
Numbers of the public limited companies are increasing rapidly but the investment
opportunities have not increased in that ratio. The rapid expansion in the amount of
fund raised, numbers of investors in the capital market and increasing number of
listed securities has speedily raised the market capitalization, which is the indication
of bright future of capital market in Nepal.

The investment practice of Nepalese investors has remained the same. They still
believe in the mouth publicity and friends opinion while making an investment. They
do not try to seek information about the organization on whose stock they are going to
make investment. Due to the lack of information and poor knowledge, individual
investors are manipulated by market intermediaries in such extent, that investing in
stock market has become a tough job. Even everyone realizes that investors are the
main sources of funds for the company, despite this fact, investors are being
neglected. Furthermore, small investors have no value and position in Nepal ese stock

market.

Right offering announcement by a company serves good news to its existing
shareholders. A shareholder, whose name is in the company book before record date,
is entitled to have a proportionate number of new shares at the price below market. A
view held by professiona investors, finance directors and some academics is that a
right issue, because it increases the supply of a company's shares, will have a
depressing effect on the share price. It should consider some theoretical relationship
in right offering. The price movement of share after the announcement of right
offering by different companies are inconsistent. So, what is the price impact of right
offering announcement on share price of listed companies under consideration is one

aspect of the statement of the problem of this research work.

Shareholders who exercise their rights to purchase the pro-rata shares of new common
stock will remain unharmed by the right issue. If they do not have sufficient money or
do not want to buy more stock, they can sell the rightsin stock market to protect them
from incurring loss. But a stockholder may suffer a loss if he forgets to exercise or
sell his rights or brokerage cost of selling the rights are excessive. In Nepal ese stock
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market, rights can't be transferred. So shareholders are obliged to either exercise the
rights or let them expire. Hence, the absence of the provisions of transferable rights
and its impact on shareholders wealth is another aspect of the research problem.
Another problem in the context of Nepalese stock market is that whether the existing
shareholders are enjoying the right offering or not, in other words, whether the
existing shareholders are exercising their rights or not is the matter to be studied.

Therefore this study focuses on the following statement of the problems:

a. What isthe theoretical value of right and its practical effect on stock price?

b. What is the impact of right share issue announcement on the movement of
share price in the Nepal ese capital market?

c. What are the reasons behind price movement after announcement of right
share?

d. Isthere any problem regarding the right share issue and practice in the context

of Nepalese capital market?

1.3 Objective of the Study

Thisstudy basically dealswith therights shareissue practicesin
Nepalese capital market and itsimpact on market price of share. The
study also coversthe characteristics of right offering and the price
movement of stock associated with right offering. Specifically,
objectives of the study are:

a. Toidentify existing practices of right issues.

b. To analyze the significant change in stock price after announcement of right

share.
c. To explore the problems associated with rights share issue in the Nepaese

capital market.

1.4 Significance of the Study

Capital market of Nepal isgrowing rapidly and the investors from all
partsof the country areinterested in stock market, which was also
shown by the shareissue of Agricultural Development Bank. Aswe
have discussed above, major target of the study isto explorethe
rights shareissue practicein Nepalese capital market and itsimpact
on stock price, the study will be beneficial to investorsand other
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concerned parties.

After the restoration of democracy in 2046 B.S., people's participation in security
investment and stock trading increased unexpectedly but it could not attract people as
expected because there was lack of proper information. Nepalese stock market has
great potentialities, which can be utilized by increasing transparency, flow of
information and developing analytical power of public stock investors. This study will
be beneficial to the potential investors who want to invest in security by providing
them with the needed information and it will prove equally beneficial to the existing
shareholders a so.

Now adays, people are attracted to invest in security for the purpose of getting greater
return, by considering this, company try to provide higher return and try to make
value maximizations of shareholders. Right share has become new concept to attract
the investors as well as to maintain good will. The practice of right shareisvery old in
worldwide but in Nepal, it start from fiscal year 2052/53. So, this study will not only
provide some informations about the rights share issue to the investors but it will also

provide some guidelines for the new researchersin the field of stock market.

1.5 Limitation of the Study

The study will be carried out to fulfill the partial requirement of
MBS degreeof T.U. Though full effort will be put to present it in the
form, it isnot without shortcomings. Like every other research, it
also hasitslimitations. Therefore this study hasfollowing
limitations:-
a. Only some sample of listed companies who have issued right share will be
taken for analysis.
b. Result of the study would be fully dependent on the accuracy and reliability of
the data provided by the respected organization and respondents.
c. Thenon-availability of various reference and resources act as constraints.
d. There may be different form of information affecting share price, however,
this study only considers rights share issue.

1.6 Organization of the Study
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The study hasto befinished into five chapters. Each chapter has
devoted with the relevant topics and it also contains the required sub-
topicsin order to achieve the objective of the study.

Chapter I: Introduction

This chapter contains the subject matter of the study, which includes background of
the study, statement of the problem, objective of the study, significance of the study,
limitation of the study and organization of the study.

Chapter |1: Review of Literature

This chapter consists of review of literature, which is organized into two sections. The
first section deals with the conceptual framework and the second section contains the

review of books, articles and thesis related to the study.
Chapter 111: Research Methodology

This chapter deals with research methodology used to carry out the research. It
includes research design, population and sample, sources and technique of data

collection and data analysis tools.
Chapter 1V: Data Presentation and Analysis

This chapter is the main part of the study, which includes analysis, and interpretation
of data using various financia and dtatistical tools. Similarly, this chapter aso

includes the major findings of the study.

Chapter V: Summary, Conclusion and Recommendations

Thischapter isthelast chapter of theresearch. It includes summary,
conclusion and recommendations which sumsthe whole study and
finds conclusions.

CHAPTER -1
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11.3 REVIEW OF LITERATRUE

This chapter deals with the review relating to the rights share and capital market in
more detail and descriptive manner. In this regards, various books, journals, articles
from newspapers, magazines and other related studies including published and
unpublished materials have been reviewed. But so far, only nominal research has been
performed in Nepal regarding rights issue and its impact on stock price movement.
Our stock market is on emerging state and is unable to provide necessary information
to general people as well as to investors regarding the rights issue and its impact on
stock price. So, effort has been made to cover various aspects of the study so that
adequate feedback could be obtained to broaden the base and input to the study. This
chapter includes some conceptual frameworks and review of related studies.

2.1 Historical Development of Capital Market in Nepal

The history of Nepalese capital mar ket dates back to the era of Rana
Prime Minister Juddha Samsher. Though the history of capital

mar ket dates back to Rana dynasty, it isnot still properly developed.
Theindustrial revolution took placein Nepal after the establishment
of Biratnagar Jute Mill in 1936 A.D., asthefirst modern industry in
the country. After that, various mills of rice, cotton, sugar and other
wer e established to mobilize the capital for theindustrial
development. In 1937, Nepal Bank Limited asa commercial bank
was established for promoting banking and industrial sector. In the
same year, thefirst industrial act was promulgated which wasa
favorable step in the history of Nepalese capital market. The history
of securities market began with the flotation of shares by Biratnagar
Jute Mill, incor porate under Company Act 1936 and Nepal Bank
Limited, incor porated under Nepal Bank Act 1937. I ntroduction of
Company Act in 1964 and thefirst issuance of government bondsin
the same year were also other significant developmentsrelating to
capital markets. Only few companies had issued their sharesto the
public befor e operation of company act.

Government was the sole issuing authority when there was absence of developed
security market. However, the forma institutionalization began only after the
establishment of Security Market Center (SMC) in 1976 under the company act as a
joint effort of Nepa Rastra Bank (NRB) and Nepa Industrial Development
Corporation (NIDC). This center was established with an objective of facilitating and
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promoting the growth of capita markets. Before conversion into the security
exchange, it was the only capital market institution undertaking the job of brokering,
underwriting, managing public issue, market making for government bonds, and other
financial services. However, securities trading were insignificant because of absence

of private brokers, dealers and investment banks or securities firms.

The Securities Exchange Act was promulgated in 1983 and provision of listing the
securities was included in the act. With the promulgation of Securities Exchange Act,
SMC was then converted into Securities Exchange Center (SEC) in 13 April, 1984.
SEC was established with an objective of facilitating and promoting the growth of
capital market. Later, Securities Exchange Act was amended in 1993 in the period of
Eight plan for the achievement of the plan objectives of developing capital market.
The development process accel erated with the liberalization policy of the government
during 1990s. During this period, major initiatives were taken for the devel opment of
the securities market, the most important one being establishment of Securities Board
of Nepa (SEBON) in 1993 as an apex regulator of securities market. With the
establishment of SEBON, Securities Exchange Center (SEC) was converted into
Nepal Stock Exchange Ltd. (NEPSE) which is a non-profit organization, operating
under Securities Exchange Act, 1983. From that point, NEPSE became responsible
for the operation of the market for listed securities and the performance of some self-

regulatory functions.

Recently, many initiatives were taken for the development of securities market.
NEPSE had adopted Automation System in trading floor replacing “Open Out-Cry”
system, a system where transactions of securities were conducted on the open auction
principle on the trading floor. Similarly, NEPSE granted permission to some brokers
for online trading from their premises also. The process of providing license to 27
new stockbrokers is aso in the pipeline. Trading hours are aso increased to 3 hours
from 2 hours in a day and the rate of brokerage commission was aso reduced to
encourage the investors to participate actively in securities market. Similarly, the
practice of circuit-breaker and trading halt to control the undue ups and downs of
security prices, opening of trading floor for promoters’ share, etc. are some of the
major initiatives taken to develop the security market. As a result one million people

are engaged actively in Nepal’s share market. Due to increase in the number of daily
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newspapers and their coverage of share market news, share transactions have gained
public attention. Television Broadcasting of share prices, talk programmes, interviews
and FM radio programmes on stock market have immensely popularized this sector
and the general people have noticed the boom effects of share market.

2.2 Establishment of Nepal Stock Exchange

Nepal Stock Exchange Limited (NEPSE) isthe only one organized
stock market in Nepal facilitating the trading of corporate securities
mainly common stock, which opened itstrading floor in 1994. Prior
to the establishment of NEPSE, secondary market was operated over
the counter facility managed by Security Exchange Center (SEC).
The Nepalese security market isgrowing at a ow rate asit hasto
over come various obstaclesthat it hasto face dueto lack of proper
development of market. In thefield of securities market, Nepal
Rastra Bank (NRB) and Nepal Industrial Development Cor poration
(NIDC) had made ajoint effort to establish Security Market Center
(SMC) in 1976 for the development of securities market. Themain
objective behind the establishment of this center wasto mobilize
public saving for ensuring public ownership in the sharesof public
limited companies and to encourage peopleto participatein business
activities. Thus SM C wasresponsible for undertaking the job of
brokering, underwriting, managing public issue, market making for
government bonds and other securities market services.

In order to promote the stock exchange business, SMC made a series of studies in the
beginning both public limited companies and devising the ways and means of
understanding the business of buying and selling in securities. In pragmatic reality,
however, the center become nothing more than the satellite organization of NRB to
undertake the over burdened functions of the later in selling government securities
that comprise treasury bills, development bonds, etc. After a long period of seven
years, doing nothing substantial in the frontiers of stock exchange business, the
Security Market Center (SMC) passed a new Securities Exchange Act in 1983 to
revitalize its role in the capacity of a merchant banker in view of acting as a legally
acknowledged some stock exchange house. After 1980s onward, the center tried to
create some securities exchange norms. But al it became not encouraging to develop
the securities exchange business in view of lack of dashing leadership since the level
of understanding about the pros and cons of stock exchange was relatively poor. The
enactment of new Securities Exchange Act in 1983 became landmark in the Nepalese
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history of stock exchange and this brought change in nomenclature to the extent that
the title of the center changed to Securities Exchange Center (SEC) in 13 April, 1984.

Securities Exchange Center (SEC) was established with an objective of facilitating
and promoting the growth of capital markets. As it was only one ingtitution in the
field of capita market, SEC was responsible to undertake the job of brokering,
underwriting, managing public issue, market marking for government bonds and other
financial services. Later in 1993 in the period of Eighth plan, Securities Exchange Act
was amended for the achievement of the plan objectives of developing capital market.
Only then after, the development process of Nepalese capital market  accelerated
with the liberalization policy of the government. In 1993, the government, under a
program initiated to reform capital markets, converted the Securities Exchange Center
(SEC) into Nepal Stock Exchange Ltd. (NEPSE). NEPSE, 99 percent owned by the
government, NRB and NIDC, is a non-profit organization, operating under Securities
Exchange Act 1983. From that point, NEPSE became responsible for the operation of
the market for listed securities and the performance of some self-regulatory functions
under the supervision of the newly created Securities Board of Nepal (SEBON).
NEPSE opened its trading floor on 13™ January, 1994 adopting “Open Out-Cry”
system of trading through its licensed members. Nepa government, NRB, NIDC and
licensed members are the shareholders of the NEPSE. The basic objective of NEPSE
isto impart free marketability and liquidity to government and corporate securities by
facilitating transactions in its trading floor through members and market

intermediaries such as brokers, market makers, etc.

A huge number of securities of existing financial, manufacturing, banking, service
and production entities are traded in NEPSE. Only the securities of existing
companies are traded there whose securities are listed in NEPSE. In comparison to
other stock market of the world, we have nothing-countable achievements in the case
of secondary market. However, what the Nepalese stock market did in almost two
decades of its establishment is considered a watershed in the history of the securities
market of Nepal. Nevertheless, some historic initiatives took place in recent years.
NEPSE has adopted Automation System in its trading floor replacing “Open QOut-cry”
system and some of the stockbrokers are also given permission for online trading

from their own premises. It is also in the process of increasing the number of
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stockbrokers and it has already increased the daily trading hours to 3 hours in a day.
Over-The-Counter (OTC) market has also started its operation where the securities of
de-listed companies and non-listed companies can be traded. Similarly, the practice of
circuit breaker and trading halt are introduced in stock transactions to control the
unexpected fluctuations of stock prices. The number of listed companies in NEPSE
reached 143 and the market capitalization has also increased amounting Rs. 354
billion at the end of fiscal year 2007/08. The total amount of securities traded in the
fiscal year also increased and stood at Rs. 22.83 billion.

2.3 Securities Board of Nepal (SEBON)

2.3.1 Introduction

Securities Board of Nepal (SEBON) was established on June 7, 1993
asan apex regulator of securities market in Nepal. It was established
under the provision of Securities Exchange Act 1983 (first
amendment) with the objective to promote and protect the interest of
investors by regulating the securities mar ket and itsworking
transparent. It was also responsible for the development of the
securities market in the country. Sinceits establishment, SEBON has
been concentrating its efforts on improving the legal and statutory
frameworks, which arethe basesfor the healthy development of the
capital market. Asa part of its continuous effortsto build a sound
system, the Securities Exchange Act 1983 was amended for the
second time on Jan 30, 1997. This amendment made mandatory for
all capital market intermediariesto beregistered with SEBON before
undertaking securities business and to report their financial and
trading activitiesto it. Thisamendment also paved the way for
establishing SEBON as an apex regulatory body asit widened the
horizon of SEBON by bringing market intermediaries directly under
itsjurisdiction and also made it mandatory for thelisted companies
to submit their annual and semi-annual progressreportsto SEBON.
Moreover banking and financial institutions have to submit their
quarterly progressreports.

Besides, SEBON was also made responsible for the development of security market
in Nepal by promoting the interest of the investors by regulating the issuance, sale and
distribution of securities and purchase, sale or exchange of securities. It is made an
apex organization with effective regulatory unit in 1997 with a responsibility of
regulating and supervising market intermediaries involved in the primary issues as
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well asin the secondary transaction of securities. Thus, SEBON has an important role

of developing the capital market by making securities transaction fair, healthy,

efficient and responsible. The role of SEBON is rigorously increasing in the field of

securities market as the securities market has shown its dynamism with the rising

number of companies floating shares, increase in the number of listed companies,

significant increase in market capitalization and market index, and percent of turnover

on market capitalization.

2.3.2 General Objectives of SEBON

The main objectives of SEBON are mentioned hereunder:

a

To promote and protect the interest of the investors by regulating the issuance,
sale and distribution of securities and purchase, sale or exchange of securities.
To supervise, look after and monitor the activities of stock exchange and of
corporate bodies carrying on securities business.

To render contribution to the development of capital market by making

securities transaction fair, heathy, efficient and responsible.

2.3.3 Functions of SEBON

The main functions of SEBON are as follows:

o 0o T o

Register securities and approve prospectus of public companies.

Provide license to operate stock exchanges.

Provide license to operate securities businesses.

Permit the operation of collective investment schemes and investment fund
programme.

Draft regulations, issue directives and guideline, and approve bylaws of stock
exchanges.

Supervise and monitor stock exchanges and securities business activities.

Take enforcement measures to ensure market integrity.

Review reporting of issuer and listed companies, and securities

businesspersons.
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i. Conduct research, study and awareness progrmmes regarding securities
markets.

J. Coordinate and cooperate with other domestic as well as internationa
securities related regul atory agencies.

k. Formulate policies and programmes relating to securities markets and advise

the government of Nepal as and when required.
2.4 Venture Capital

Equity investment in young private companies is generally known as venture capital .
Such venture capital may be provided by investment institutions, or by wealthy
individuals who are prepared to back an untried company in return for a piece of the
action. It is also one of the way of financing a business. It is key to the success of any
growing business firm. Institutional investors especially financial institutions, wealthy
individual investors and speciaist investors organized in partnership are the maor
sources of venture capital. Venture capitalists invest in new or young firms in return
for equity in the firm. They are not lenders, but are equity investors at a stage at which
the firm’s shares do not yet trade on public market. Unlike most equity investors,
venture capitalists typically play an active role in selecting management and
overseeing strategy. They normally seek to sell their shares only after some periods,
usually by taking the firm public and selling their shares on the public equity markets.
One reason that new companies find venture capital firms attractive is that a venture
capitalist typically view their investment as long-term and are willing to wait severa
years before repaying their return. As the investment in venture capital is risky,

investors are rewarded with high rate of return in successful ventures.

In broad terms, venture capital is the investment of long-term equity finance where
the venture capitalist earns his return primarily in the form of capital gain. The
underlying assumption is that the entrepreneur and the venture capitalist would act as
“Partners”. The true venture capital does not remain just confined to high technology;
any risky idea could be financed by the venture capitalist. In fact, venture capital can
prove to be a powerful mechanism to institutionalize innovative entrepreneurship. It is
a commitment of capital, or shareholdings, for the formation and setting up of small-

scale enterprises speciaizing in new ideas or new technologies. The venture capitalist

31



focuses on growth; he would like to see small business growing into larger ones.
Venture capital also includes development, expansion and buyout financing for the
enterprises, which are unable to raise funds from the normal financing. It is a long-
term illiquid investment, which is not repayable on demand. It requires long-term
investment attitude that necessitates the venture capital firms to wait for along period

to make large profits.

2.5 New Issue Market

The new issue market is a primary market because it is concerned with the creation of
new financia claims. It provides an organization, which may be used by deficit units,
to raise funds from surplus units. A number of securities are issued by companies in

the new issue markets. Out of them, some of the major securities are as follows:

i) Equity Share: Equity Share represents the ownership position in a company. The
holders of equity share are owners of the company and they provide permanent
capital. They have voting rights and receive dividends at the discretion of the board of

directors.

i) Preference Share: Stock issued giving first priority to receive dividend as well as
claim on assets at the time of bankruptcy of the corporation over equity shareiscalled
preference share. The preference dividend rate is fixed but do not represent obligation
of the issuer. Some preference shares are perpetual, some are redeemable, some are

callable and some are convertible into equity shares.

iii) Debenture: Debenture represents long-term loan given by the holders of
debenture to the company. The rate of interest is specified and interest charges are
treated deductible expenses in the hands of the company. Debentures are issued by a
private firm business enterprise whether owned by private investors or by

government.

iv) Convertible Securities. A debenture or a preference share may be issued with a
feature of being convertible into equity share after a specified period of time a a

given price. Thus a convertible debenture will have features of a debenture as well as

equity.
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v) Warrants. Warrants are long-term option that give the holders the rights to
purchase a stated number of shares of the company’s stock at a specified price within
stipulated period of time. Generally, warrants are distributed with debt and preferred
stock, and they are used to induce investors to buy long-term debt or preferred stock

with alower coupon rate than would otherwise be required.
2.6 Initial Public Offering (1PO)

When a company wants to raise funds from the public, it issues securities. Such
announcement for the public to raise funds is called initial public offering (IPO). If a
private firm is successful, usually the owners will want to take the company with a
sale of stock to outsiders. Often this is prompted by the venture capitalists, who wish
to realize a cash return on their investment. In other situations, the founders smply
want to establish a value and liquidity for their stock. Whatever the motivation, a
decision is reached to become a public corporation, while there are advantages to be a
public corporation, and there are disadvantages as well. The public company in our
context (and else where) must conform to SEC requirements in having to employ
certain accounting conventions and incurring expenses as a public company not
incurred by a private one. In addition, there is an investor fixation on quarterly
earnings. At times, this is a hindrance to management in trying to take long-term

decisions. .

Public issue of equity means raising of share capital directly from the public. Issue of
equity obvioudly creates a value of a company and, no doubt it is the major source of
capital. But the company has to incur the cost for the public issue. This cost involves
direct and indirect cost. Direct cost involves legal, auditing and administrative cost
and under writing commission. Thus public offering involves raising of funds for
governments or corporations from the public through the only issuance of various
securities in the primary market and is often the only major source of obtaining large
sum of fixed rate, long-term funds. If the company plans to sell stock to raise the new
capital, the new shares may be sold in one of the five ways:. (1) on a pro-rata basisto
existing shareholders through a right offering, (2) through investment bankers to the

genera public in a public offering, (3) to single buyer (or very small number of
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buyers) in private placement, (4) to employee through employee stock purchase plan

and (5) through a dividend reinvestment plan.

Once the decision of going to public is made, the first task was to select the
underwriters. Underwriters act as financial middiemen in bringing together parties
who need funds with those who have savings. Usually, they play a triple role, viz.
providing advice to the company, buying the new issue, and reselling it to the public.
In return they received payment in the form of a spread; that is, they were alowed to
buy the shares for less than the offering price at which the shares were sold on to
investors. In the more risky cases the underwriter usually receives some extra non-
cash compensation, such as warrants to buy additional common stock in the future.
Occasionally where a new issue of common stock is regarded as particularly risky, the
underwriter may be unwilling to enter into a fixed commitment and will handle the
issue only on best-efforts, which means that the underwriter promises to sell as much

of the issue as possible but does not guarantee the sale of the entire issue.

Several empirica studies put forward that initial public offerings (IPOs) are sold at a
significant discount, a phenomenon known as under pricing, from the prices that
prevail in the aftermarket that results into significantly better performance of IPOs
than that of equity market in general. Many investment bankers and institutional
investors argue that under pricing is in the interests of the issuing firm. They say that
a low offering price on the initial offer raises the price of the stock when it is
subsequently traded in the market and enhances the firm’s ability to raise further
capital. The deeper the under pricing, the higher will be the initial returns resulting
into the better performance of 1POs for the investors. On the other hand, the deeper
the underpricing, the lesser will be the net proceeds for the issuing companies
resulting into the loss of wealth of the company as it represents the part of the cost of

going public for the companies.
2.7 Right Offering

A Publicly held company can raise equity capital either by selling directly to investors
or by issuing subscription rights to its existing shareholders. Instead of making an
issue of stock to investors at large, companies sometimes give their existing

shareholders the right to purchase a specified number of shares at subscription price.
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Such an issue is known as right issue and the offering is right offering. A right issue
involves selling of ordinary shares to the existing shareholders of the company. Each
stockholder isissued an option to buy a certain number of new shares and the terms of
the option are contained on a piece of paper called aright. Each stockholder receives
one right for each shares of stock owned, and it requires a specified number of rights
to purchase a share of the company. The shareholder who has an option to purchase a
stated number of shares can buy prescribed number of shares at subscription price
which is generally below the shares’ current market price, within a specified period of
time. Company usually issues right share to raise capital. Right shares are issued to
the existing shareholders to increase the capital if current reserve is not sufficient to
issue bonus share. Large number of corporate firms announces and issue right share to
increase the capital base if the corporate management felt such need to comply with

the policy directives given by concern authority to increase the capital base.

A company issues right shares under the principle of preemptive right of the
shareholders. Under this right, the existing shareholders have the first priority to
purchase any new equity share issued by the corporation. However, existing
stockholders are not obliged to exercise their rights and the company also does not
forces them to buy any more shares of the company. Thisis only an option granted to
them to buy specified number of shares at subscription price. Since right is a
negotiable and transferable instrument, the holder of right can sell hisher right in
stock market. Therefore rights can be either exercised at a subscription price, or they
can be sold in stock market, or they can be allowed to expire. Right issue doesn’t
affect the shareholders’ wealth if they exercise their rights or sell them in the stock
market. But of course, if they forget to exercise their rights or are unable to sell them,

then their wealth may dilute because aright usualy will have a market value.

2.8 Preemptive Right
2.8.1 Introduction

Preemptiveright isa privilege offer to existing shareholdersto buy a
specified number of additional shares of the company’s stock before
the stock is offered to outsidersfor sale. In other words, preemptive
right is a provision in company’s charter or bylaws that gives the
existing shar eholdersright to purchase new shares at subscribed
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price on pro-rata basis. The preemptiveright entitles a shareholder
to maintain his proportionate share of ownership in the company.
Thelaw grants shareholderstheright to purchase new sharesin the
same proportion astheir current ownership. Thus, if a shareholder
owns 10 percent of the company’s ordinary shares, he hasright to
buy 10 percent of new sharesissued. A shareholder may declineto
exercise this right. The shareholders’ option to purchase a stated
number of new shares at a specified priceduring a given period is
called right. Common stockholder s often have theright, called the
preemptive right, to purchase any additional share sold by the firm.
In some states, the preemptiveright isautomatically included in
every corporate charter, in other it isnecessary. Under a preemptive
right, existing common stockholdershaveright to preservether
proportionate owner ship in the corporation. | f the cor poration issues
additional common stock, they must be given right to subscribeto the
new stock so that they maintain their pro-ratainterest in the
company.

Common stockholder often have the preemptive right to purchase any additional share
sold by the firm. If the preemptive right is contained in a particular firm’s charter, the
company must offer any newly issued common stock to existing shareholders. If the
charter does not prescribe a preemptive right, the firm has the option of selling to its
existing shareholders or to the public at large. If it sells to the existing shareholders,
the issue is called a right offering. Each shareholder is issued on option to buy a
certain number of new shares, and the terms of the option are listed on a certificate
called a stock purchase right, or simply a right. If a stockholder does not wish to
purchase any additional shares, then he or she can sell the rights to some other person
who want to buy the stock. Stock right provides holders with the privileged to
purchase additional share of stock based on their number of owned shares. Rights are
important tool of common stock financing without which stockholders would run the

risk of loosing their proportionate control of the corporation.

The preemptive right gives the shareholders of a corporation the first chance to
purchase newly issued common stock and newly issued securities convertible into
common stock. The amount of newly issued securities that can be purchased by a
stockholder is determined by the number of shares aready owned in relation to the
total shares outstanding. As with many shareholders’ right, it is possible for

stockholders to waive the preemptive right at the time the common stock is purchased.
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If the charter denies the preemptive right, the stockholders automatically waive this at
the time the stock is purchased. The exact status of the preemptive right varies
somewhat from state to issue. Promoters may deny the preemptive right through a
provision in the charter to this effect.

If the preemptive right is contained in firm’s charter, then the firm must offer any new
common stock to existing shareholders. If the charter does not prescribe a preemptive
right, the firm has a choice of making the sale to its existing stockholders or an
entirely new set of investors. A corporate offering to existing shareholders prior to
public distribution is termed as (uninsured) right offering. A preemptive right is the
privilege of existing shareholders to participate in a right offering. Shareholders are
granted preemptive right either by common law or explicitly by the corporate charter.
A corporation may have the right to amend the article of it’s incorporation to limit or
deny this preemptive right. The preemptive right gives the holder the first option to
purchase additional issues of common stock.

The purpose of preemptive right is twofold. First, it protects the power of control of
present stockholders. If it were not for this safeguard, the management of corporation
under criticism from stockholders could prevent stockholders from removing it from
office by issuing a large number of additional shares and purchasing these shares
itself. Management would thereby secure control of the corporation to frustrate the

will of the current stockholders.

The second, and by for more important, reason for the preemptive right is that is
protects stockholders against a dilution of wealth. For example, suppose 1000 shares
of common stock each with a price of Rs. 100 were outstanding making the total
market value of the firm Rs. 1,00,000. If additional 1000 shares were sold at Rs. 50 a
share, or for Rs. 50,000 this would raise Rs. 150,000 in total with total 2000 shares
outstanding. Now, if the new total market value is divided by the new total shares
outstanding, a value of Rs. 75 a share is obtained. The old stockholders thus lose Rs.
25 a share, and new stockholders have an instant profit of Rs. 25 per share. Thus
selling common stock at a price below the market value would dilute its price and
would transfer wealth from the present stockholders to these new investors who
purchase new shares. Thus preemptive right prevents such occurrences and protects
the current stockholders from the dilution of their wealth.
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2.8.2 Offering through Right

Right issuesinclude the offering of additional sharesto existing
shareholders. They areoffered in proportion to existing owner ship of
the shareholders. When a company sells securities by privileged
subscription, it mailsto shareholdersoneright for each share of
stock they hold. With common stock offering, therightsgive

shar eholder sthe option to pur chase additional shares according to
theterms of the offering. Theterm specifiesthe number of shares
required to subscribe for an additional share of the stock, the
subscription price per share, and the expiration date of the offering.
The holders of rights have three options: (1) exercisethem and
subscribe for additional shares, (2) sell them asthey aretransferable,
or (3) do nothing and let them expire. The last option usually occurs
only if the value of theright isnegligibleor if the shareholder owns
very few numbers of shares. Generally, the subscription period is
about three weeks. For example, if a shareholder, who wishesto buy
a share of additional rights, now owns 85 shares of stock in the
company, and the number of rightsrequired to purchase one
additional shareis 10, then his 85 rightswould allow him to purchase
8 full sharesof stock. If hewould liketo buy the ninth share, he may
do so by purchasing additional 5rightsor, he may either sell or let
theremaining rightsto expire.

Under therightsoffering, the stockholders are provided a document
called ‘right” which describes all about the conditions of rights issue.
Each shareholder receivesright to purchase new sharesin the
proportion of sharescurrent held. In many countriesright isa
negotiable instrument and therefor e transfer able because somebody
may have sufficient money to exercise therightsand they may
actually exercise their rights, while some others may not have
sufficient money to exercise all their rights. Though, right isalegally
transferable and a separate instrument, it ismailed to the existing
stockholdersfor each stock held. Wher eas observing therights
offering practices of Nepalese companies, thereisa complete absence
of such instrument. Shareholders are not mailed the rightsnor can
they buy or sdl it separately. All thetermsand conditionsare
mentioned in theissue prospectus and thisisdistributed to the
existing shareholders. On the basis of thisinformation, the existing
shar eholder s can purchase specified number of sharesusing their
rightsthat are available for additional sharesif they want to do so.

38



In a right offering, the board of director established an ex-right date, also known as
book-close date. Investors who buy the share prior to that date receive the right to
subscribe the new issue. The stock is said to sl with rights-on through that date.
After that date, the stock is to sell ex-rights, that is, the stock will trade without the
rights attached. An investor who purchases the stock after this date does not receive
the right to subscribe the additional stock. For the company to raise new equity
capital, aright issue is an attractive method to underwritten offering to public. In the
US, right issues are relatively infrequent. In Smith’s (1997) samples, they accounted
for less than ten percent of issues; whereas in Britain and many other countries, right

issues predominate.

The price of new share in arights issue is normally fixed at a level somewhat below
than current market price of the shares. But this lower price would not generally
diminish the wealth of the existing shareholders. Thisis because, for shareholder, who
chooses to take up the alocation, the fall in price is comparable to the inconsequential
decline, which accompanies a capitaization issue or stock-spilt. And shareholder,
who chooses not to take up the allocation of the new shares, can sell his/her rightsin a
period before the payment is due. Consequently, only irrational shareholders, who
neither exercise their rights nor sell their rights, will get their wealth reduced. The
company, therefore, sets a price for the rights issue sufficiently low to ensure that the
rights will be exercised without fearing any adverse wealth implications for its

existing shareholders.

Shareholders options to purchase a stated numbers of shares at a specified price
during a given period of time are called rights. Rights are issued to give existing
stockholders their preemptive right to subscribe a new issue of common stock before
the general public is given an opportunity. When the rights are offered for raising
funds, three issues are involved: (i) the number of rights needed to buy a new share,
(ii) The theoretical value of aright, and (iii) the effect of rights offerings on the value
of the ordinary shares outstanding. This right can be exercised at a subscription price,
which is generally much below then current market price. It is exercised if the value
of right is high and also if the stockholder is maor stockiest who wants to control on
management by electing as a director, then he will exercise them and subscribe for

additional shares. Rights can be sold in the stock market. Generally, it hampers when
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stockholder owns little number of shares and feels that it doesn’t matter to him
whether the management changes or remain same, he will be satisfy. Rights can be
allowed to expire; it occurs only if the value of right is negligible or stockholder owns
a few numbers of shares but as an irrational shareholder, who neither exercises nor
sells his rights, will see his wealth reduce. The company normally fixes the price of
rights issue at a level of somewhat below the current market price to ensure that the

rights will be exercised by the owners of therights.
2.8.3 Significance of Rights Offering

A firm fulfills its financial needs using different sources of financing and there are
various alternatives available for firms to raise funds. While raising funds, instead of
issuing common stock to general public, firms may offer first to their existing
shareholders on privileged basis. Such offering is known as right issue or right
offering. A company may, for the purpose of expansion, need additional capital
resources. These may be over in the cost of the project and, therefore, additional
shares may have to be issued to raise funds. Financial institutions, providing loans
may require the company to bring capital in desire proportion to the loan capital.
Under such circumstances, it is desirable to solicit additional capital for expansion
from people who have a special interest in the welfare of the corporation, such as
corporation’s own stockholders. In overall, significance of rights offering can be

viewed asfollows:

a. Rights issue provides permanent capital for the company since the company
has no liability for cash outflows associated with its redemption.

b. The existing shareholders can maintain their proportionate ownership through
rights issue.

c. Raising funds through the sale of rights issue rather than public issue involves
less flotation cost as the company can avoid underwriting commission.

d. Itisquite successful, for the profitable companies, to subscribe the right issue
as the subscription price is set much below the current market price of stock.

e. Rights issue is a suitable way to increase the equity base to fulfill the legal
requirements imposed by the authority if reserve is not sufficient for bonus

share.
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f. Rights issue helps to bring the market price of share within more popular
range by increasing the number of outstanding shares and decreasing the share
price.

0. Rightsissue is mostly perceived as a favourable news by shareholders which
will have a positive psychological value.

h. Generadly, rights issue is the signa of higher profit in future with rise in
earnings.

i. Rightsissue aso increases the number of outstanding shares that promotes the
active trading in stock market.

j. Rightsissue helps the company to raise funds for expansion.
2.8.4 Limitations of Rights Offering

As discussed above, the main advantage of rights issue is that it has favourable
psychological value on shareholders. It indicates the company’s growth to
shareholders. Therefore, they welcome rights issue, but it has also some limitations.
Without proper profit planning, an issue of right share might invite overcapitalization.
Some of the limitations of rights issue can be stated as follows:

a. The Shareholders, who fail to exercise their rights or fail to sell their rights,
lose in terms of declinein their wealth.

b. The company can’t forces its existing shareholders to exercise their rights to
subscribe more shares of the company as it is only an option granted to them.
Most right issues are undersubscribed because there is no legal obligation on
the part of shareholders to subscribe.

c.Equally there is no reason for any outsiders who want to buy these rights in
order to take them up. Thus the proposed right issue could fail with the result
that the company does not receive its desired injection of new equity funding.

d. In the case of sick companies, the issue is more likely to be unsuccessful
because existing shareholders hesitate to subscribe their rights.

e. Issue of rights share lowers market value of existing shares too. That may

posses negative impact on particular share on capital market.
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f. It deprives new investors form becoming the shareholders of the company.
The control over the management of the company is not diluted and the
present management may misuse its position.

0. The issue of right share dilutes the existing share’ earning per share (EPS) if
the profit does not increase immediately in proportion to the increase in the
number of ordinary shares.

h. Yet another disadvantage is for those companies whose shareholding is
concentrated in the hands of financial institutions because of the conversion of

loan into equity. They would prefer public issue rather than the rights issue.
2.8.5Valueof a Right

Since right is a negotiable instrument and it provides the privilege to existing
stockholders, it must have a certain value. When companies announce right offering,
the shareholders and investors generally rush to buy the stock of that companies.
Ultimately, the rights get certain value. Theoretically, value of right is determined
using different equations and the value depends upon the market price of share,
subscription price and number of rights required to purchase a new share.. When the
stock is selling rights-on, the theoretical value of rights can be calculated as follows:

_Po-Ps
#+1
Where, V= Market value of one right when stock in selling rights-on

Po,= Market Price of ashare

Vi

Ps= Subscription Price
#= Number of rights required to purchase a new share of stock.

Example:

If current market price of share is Rs. 500, Subscription price is Rs. 100 at par value
and number of rights required to purchase one share is 4. Then the theoretical value of

one right using above formulais,

Rs.500 — Rs.100
V, = = Rs.80
4+1

Here, the theoretical value of oneright isRs. 80.
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2.8.6 Market VsTheoretical Value of Right

Actua value of a right may differ somewhat form its theoretical value because of
transactions costs, speculation, and the irregular exercise and sale of rights over the
subscription period. However, arbitrage acts to limit the deviation of the actual value
from the theoretical value. If the price of a right is significantly higher than its
theoretical value, shareholders will sell their rights and purchase the stock in the
market. Such action will exert downward pressure on the market price of the right and
upward pressure on its theoretical value. The latter occurs because of the upward
pressure on the market price of the stock. If the price of the right is significantly lower
than its theoretical value, arbitragers will buy the rights, exercise their option to buy
stock, and then sell the stock in the market. This occurrence will exert upward
pressure on the market price of the right and downward pressure on its theoretical
value. These arbitrage actions will continue as long as they are profitable. The extent
to which market price of aright differs from its theoretical value depends on how the
firm’s stock price is expected to behave during the period when the rights are
exercisable. By buying rights instead of the stock itself, investors can achieve much

higher returns on their money when stock price rises.
2.8.7 Effect of RightsIssue on Shareholders’ Wealth

When a company raises funds through rights offering from its
existing shar eholders, then shareholders have three choices. First is
to exercisether rightsand purchase additional number of stocks.
Second, sell therightsand finally third option is, do nothing and let
them expire. If shareholders have sufficient fund and want to buy
more shares of the company’s stock, they can exercise their rights. If
they do not have sufficient money or do not want to purchase any
mor e stock of the company, then they can sell their rightsin stock
mar ket. But what they receive in the form of the value of right, they
lose in the form of declinein shareprice. It is because when the stock
goes ex-rights, the market price theoretically declines by the amount
of value of each right. So in either of the case, provided that the
theoretical value of therights holdstrue, stockholderswill neither
benefit nor lose by therights offering. In contrast, a stockholder may
suffer alossif heforgetsto exercise or sell hisfull rights, or
brokerage costs of selling therights are excessive.
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2.8.8 Market Price of Share

Market price of share means the price of share determined by the market and traded in
stock exchange. Generally, this market price of share is determined by demand and
supply of market. But thisis not only the determinant of share price. Other factors that

determine the market price of share are as follows:

i) Dividend: Shareholders who invest their money in common stock always seek
returns in the form of dividends. So, if the company pays higher rate of dividends,
then ultimately the share price goes higher and vice versa.

ii) Cost of Capital: Cost of capital refers to the cost of fund raised in the company.
If cost of capital is higher, then return will be automatically lower and finally the
share price goes down.

iii) Company’s Earning: Highly earning organization pays higher dividend that
moves the price of share upward and vice versa.

iv) Signaling Effects: Signaling effects are those rumours which are related to stock
market like budget speech, insurgency, dividend announcement, rights offerings,
etc. Due to these rumours investors buy and sell stocks, which finally affects the
price of share.

v) Economic Condition: Overal economic condition of the country is aso one of
the determinants of stock price. If the economy is in growing trend, price of share

also increases and vice versa.
2.8.9 Public Offering Vs Rights Offering

Public offering includes the flotation of new securitiesto the general
public by corporate firms aswell asthe government. The major
selling tool for public offering isthe investment banking
organization. | nvestment bankers manage the issuance of new
securitiesto the public. Once security exchange center has
commented on theregistration statement and a preliminary
prospectus has been distributed to interested investors, the
Investment bankers organize “road shows” in which they travel
around the country to publicize the imminent offering. Theseroad
shows serve two purposes. First, they attract potential investors and
provide them infor mation about the offering. Second, they collect for
theissuing firm and its underwriter sabout the price at which they



will be ableto market the securities. A huge mass of public
participation takesin public offering that resultsin a wider
distribution of securities, which may be desirable to the company.
Usually, the flotation cost of public offering is higher as compared to
right offering sinceit includes underwritten commission.

Offering through rights is a way of raising capital from the existing shareholders of
the issuing company. So, by offering stock first to existing shareholders, the company
taps investors who are familiar with the operation of the company. The principle sales
tool in right offering is the discount from the current market price. Under this
offering, existing shareholders have a preemptive right to purchase a stated number of
shares at a subscription price, which is generally set below the current market price of
stock. Shareholders are able to maintain their proportionate ownership in the company
by exercising their rights without diluting their wealth but dilution may cause in EPS
as number of outstanding shares increase after rights issue. In comparison with public
offering, rights offering is likely to be more successful because subscription price is
set lower than market price and it is offered to investors who are familiar with the
operation of the company. Moreover, many stockholders fed that they should be
given the first opportunity to buy new shares.

2.8.10 Right Share Vs Bonus Share

Bonusissue and rightsissue arevery similar, although typically used
for different purposes. Rights share are an important tool of common
stock financing without which shareholderswould run therisk of
losing their proportionate control of the company and dilution of
their wealth and owner ship. Company offersrights, generally at a
price, which islower than the value of the sharesin the market to
raise an additional capital. Asaresult the common stock, paid-in
capital stock and total net worth amount of the company will change.
Since bonus shareisaform of dividend that a company providesto
its stockholders, bonus shareis also understood as synonymsto the
stock dividend. Stock dividend is paid in additional share of stock
rather than in cash. It smply involves a transfer of retained earnings
to the capital amount. In a bonusissue, the nominal value per share
stays the same and the new shares areissued by capitalization of
existing reserve. Thus, share capital shown on the balance sheet does
not increases but other reserves are decr eased by the same amount.
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A right issueis involved in selling of ordinary shares to the existing shareholders of
the company. It is available for a specified period of time in order for shareholders to
decide what to do, to send in their cheque or selling their rights in the market. Right
share increases capital, as equal to how much, amount of right share issued. A bonus
is different from right issue. A bonus does not raise any new capital. It merely
increases the nominal amount of the issued share capital by the company utilizing its
undistributed profits in paying up for the new shares. Company declares for bonus
issue because it may hesitate to declare dividends at such rates, which are likely to be
criticized by the trade unions and the consumer. With a bonus issue, the number of
shares increases through proportional reduction in the book value of stock. As a

result, the net worth of the company remains unchanged.

2.8.11 Stock Split Vs Stock Right

In the area of stock splits and stock rights, misconception also exists
to confuse unwary. In theory, stock splits, no problem; they arevalue
lessto theinvestors as stock dividends. Simply reading “two for one’s
spilt instead of 100% stock dividend” the meaning remains
unchanged. Similarly, an action taken by afirm toincreasethe
number of shares outstanding such asdoubling the number of shares
outstanding by giving each stockholder two new shares are formally
held. Stock spilt isgenerally used after a sharp pricerunsup to
produce a large pricereduction. In theory, stock spilt reducesthe
price per sharein proportion to theincreasein number of shares
because splits merely “divide the pie into smaller slices”. However,
firm generally splitsstock only if (i) the stock priceisquite high, and
(i) management thinksthat futureisbright. Therefore, a stock spilt
Isoften taken as positive signal and thus boosts stock prices. A stock
spilt meansthat the nominal value of share capital on the balance
sheet is unchanged.

Right share and stock spilt are completely different. Right share or stock right means,
a method of raising further fund from existing shareholders, by offering additional
securities to them on preemptive basis. It involves the offer of additional shares to
existing shareholders. These are offered in proportion of existing shareholders
ownership. A more lengthy analysis, however, is required to reveal the exact nature of
stock rights, the offering of new securities to existing shareholders by means of rights,

either as a matter of legal requirement or financia policy or both. The question of
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rights is intimately of connected with that of dividends. Companies frequently offer
new stock (or securities convertible into stock) to existing shareholders at price below
current market price of outstanding stock. In doing so, management may feel that it is
giving something of value to its existing shareholders as stock dividends; stock rights
are highly prized by investors. And like stock dividends, rights may typically be sold

on the market for cash if the holder decides not to exercise them.

2.8.12 Under and Over Subscription of Rights Offering

A firm’s management must make two basic decisions when preparing for a rights
offering. One of the most important aspects of successful rights offering is the
subscription price. This is the price at which the corporation/ firm has agreed to sell
the securities to existing stockholders. If the market price of the stock is below the
subscription price, stockholders obviously will not subscribe the stock, for that they
buy it in the market at lower price. Consequently, a company will set the subscription
price a value lower than the current market price, to reduce the risk of the market

price falling below it.

A company can ensur e the complete success of rights offering by
having investment banker or group of investment bankers “stand
by’ to underwrite the unsold portion of theissue. Underwriting isthe
insurance function of bearing therisks of adverse price fluctuations
during the period in which a new security isbeing distributed. M ost
rights offerings are made through investment banker, who
underwrite and issuetherights. In most underwriting, which isa
formal guarantee that any shares not subscribed or sold publicly will
be purchased by the investment banker. This guarantee assuresthe
firm that the entireissuewill be sold and will not be under
subscribed. Theinvestment banker, of course, chargesa higher fee
for making such guarantee.

Most of rights offering includes an over subscription privilege, which gives
stockholders not only the right to subscribe for their proportional shares of the total
offering but also right to over subscribe for any unsold shares. Over subscriptions are
awarded on pro-rata basis relative to the number of unsold shares. Although the use of
the over subscription increases the chances that the issue will be entirely sold, it does

not assure this occurrence, as does the standby agreement. It is possible that the
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combination of subscriptions and over subscription will fall short of the amount of the
stock the company desiresto sell. This privilege is a method of restricting ownership
to some groups, athough ownership proportions may change slightly. Shares that
cannot be sold through the over subscription privilege may be offered to the public. If
an investment banker is used, the disposition of unsubscribed shares may be left up to
the banker.

2.8.13 Procedural Aspectsof Rights Offering

A right issueinvolves selling of ordinary sharesto the existing
shareholdersof the company. Thelaw in Indiaisthat the new
ordinary sharesmust befirst issued to the existing shareholderson a
pro-rata basis. This preemptiveright can beforfeited by
shareholdersthrough a special resolution. A company can make
rights offering to its shareholder s after meeting the requirements
specified by the Securities and Exchange Board of India (SEBI).
Those shar eholderswho renounce their rightsare not entitled for
additional shares. Shares becoming available on account of non-
exercise of rights are allotted to shareholder s who have applied for
additional shareson pro-rata basis. Any balance of sharesleft after
issuing the additional sharescan be sold in the open market.

When a company makes a decision of right issue, the board of directors and the
management should declare right offering. The meeting of board of directors must
also set a date of record or holder of record date which is the last date on which the
recipient of a right must be the legal owner indicated in the company’s stock ledger.
In other words, holder of record date is a final date to transfer the title, meaning that
the seller’s name should be replaced by the buyer’s name in the company’s register
till this date. Due to the time needed to make book-keeping entries when stocks are
traded, stock usually beings selling ex-rights without the rights being attached to the
stock four business days prior to the holder of record date, which is often called ex-
rights date. Investors who purchase share before ex-rights date will get rights being
attached to the stock and they must register their name in the record of the company
till the holder of record date in order to receive the right shares. Investors who
purchase shares on and after ex-rights date will not receive rights as the stocks begin
selling without the rights attached to them. The issuing company sends rights to

holders of record owner of the company’s share on the date of record, who are free to
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exercise their rights, sell them or let them expire. Rights are transferable and many are
traded actively enough to be listed in the various securities exchange. They are
exercisable for specified period of time, generally not more than few months at price
called the subscription price. All the investors and shareholders whose names are in
company’s register up to holders of record date are eligible to purchase additional

shares and they can exercise their rights during the subscription period.
2.8.14 Procedures of the I ssue of Rightsin Nepal

Right issues are conducted in Nepal in accordance with provisions mainly in
Company Act 2063, and rules, regulation set aside by SEBON. The actual mechanism
and the sequence of events in the case of rights issues are some what complicated and
it will therefore be useful to outline briefly the actual procedure by which a rights
issue practice is typically made in Nepal. Company must follow certain rules and
regulation as mentioned in the company act and, their respective memorandum and
articles of association. In Nepal, the actual mechanism and sequence of events in the
case of rights issue are somewhat complicated. At present context, generally the
following procedures are considered while offering rights:

|) Declaration Date

The meeting of board of directors and the management declares
rightsissue, and the date on which they declared therightsissueis
called declaration date or announcement date. The meeting also
determines the quantum of further capital requirement and declares
holder of record date. Theissuing company should notify NRB,
NEPSE, Office of the Company Registrar and SEBON sufficiently
with prospectusin advance and should get permission from them.
Investors are informed about the terms of rights offering; the
number of new shares allocated to each given number of old shares,
the subscription price, the period at which they can exercise their
rights, etc.

ii) Ex-right Date

Thisisthe date on and after which theright no longer goeswith the
stock. It meansthat the stocks begin selling without rights attached to
them on and after the ex-right date. The ex-right date varies country
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to country and may also be determined by the companies themselves.
In the Nepalese capital market, companies publish notice of book-
close date and the book-close date isthe ex-right date. Thisdate
normally isfour days beforethe holder of record date. The
stockholders, who purchase stocks prior to this date, should register
their namesin the companiesrecord to receiveright shares.

iii) Holder of Record Date

Holder of record date, often called date of record, is very important in rights issue.
The shareholders whose names are in company’s register till this date are only entitled
to receive rights share. Only those shareholders who purchase stocks prior to ex-right
date can register their names in company’s record. So, shareholders who bought
shares before ex-right date must register their names in the company. Holder of record
date is a final date to transfer the title of ownership, meaning that the seller’s name

should be replaced by the buyer’s name in the company’s register till this date.
iv) Subscription Date

This is the date, on which company starts to sell the right shares to the shareholders
who have registered their names on and before the holder of record date. Normally,
the subscription period runs about 3 weeks and even extended if sufficient
applications are not received.

2.9 Review of Related Sour ces

2.9.1 Review of Articles

Waeller (1962), conducted a study on the topic “An Analysis and Appraisal of Rights
Offerings as a Method of Raising Equity Capital”. This study is concerned with the
technique of raising equity capital through the process of offering new shares of
common stock to the present owners at a price below the current market price. The
rights to the new shares issued on a pro-rata basis can be utilized or sold by the
recipient shareholders. Funds, therefore are supplied to the corporation by the original
owners and by the purchasers of rights. The decision making process for establishing
the terms of the offering is analyzed as it affects the relationship of the rights offering
to other financia policies. There is a marked tendency for the market for shares

during a right offering to decline as a result of the large increase in the supply of the
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stock during a short period of time. This price decline can be measured by
determining the amount of the price decline and adjustment for changes in the general
markets. A statistical analysis of the mgor issues of 1956 and 1957 indicates that the
average decline price was 5.97 percent. The measure varied from 4.07 percent for
utilities to 8.04 percent for industries. A considerable portion of the decline took place
shortly before the actual rights period.

This price decline result from insufficient demand for the new shares by two groups;
the origina holders of the stock and the non-holders who seek to obtain shares by
purchasing the rights. The demand by holders as evidenced in subscriptions is not a
published fact for most issued. A mail survey revels that a number of firms have this
type of information but that is very difficult to draw any conclusion from the reported
data because of the wide variation in the methods of collection and reporting. These
are sufficient information, however, to suggest that in many issues a large portion of
the funds come from outside the ranks of the original shareholders. Several factors
influence the demand for shares by the existing holders. The fact that subscription is
available at prices below the market is important to some. Others are influences by
specia purchasing privileges, the relative size of the required additional investment,
and general underwriting attitudes towards the future of the company. Specid
techniques can be used to stimulate subscriptions. Some of the factors influence the
non-holders who purchase rights, but special attention should be given to the lay-off
procedure. The lay-off is a financial operation in which investment bankers purchase
rights on the market and concurrently sell the corresponding shares through their
selling organization. The development of this technique, its regulation by the
Securities and Exchange Commission, its possibilities, and its limitations are
considered at length. It appearsthat it can act as an effective force in the prevention of

excessive price declines during the issue.

The corporations can reduce the costs and increase the effectiveness of the rights
offerings. Different concepts of the nature of costs complicate this matter, but there
are many possihilities for reducing cash costs by adjusting the underwriting fees and
eliminating certain of the underwriters’ services. Non-cash costs associated with
dilution can be controlled through various measures, which seek to minimize the

pressure on the prices of the stock during the issue.
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Marsh (1979), had conducted a study on atopic “Equity Rights Issues and Efficiency
of the UK Stock Market”. The writer used London Share Price Data base (LSPD) to
study equity rights issue and the efficiency of the UK stock Market. The writer
considers whole population of right issuing companies i.e. 1145 companies on the
London quoted and registered companies between 1962 to 1975 although 148 issues
were excluded because of potential ambiguities in the calculation of rights issue
adjustment factors. The writer found the population abnormal return estimate for the
two years post announcement period was only 4.5 percent or amost exactly haf of
the figure obtained for the random sampling. Similarly, over the one-month period
following the announcement, the abnormal return estimated were 2.8 percent and 1.6
percent respectively. The mean ex-post market return was only 0.8 percent higher
than the mean risk free rate over the two-year post announcement period. So, he

expects hisresults to be largely independent of his beta estimates.

Since the study was concerned with market efficiency, the writer confined his
attention to the post announcement period and striking feature was the apparent
existing of abnormal returns after the news has been made public. Furthermore, the
results are unaffected by the choice of model although the returns were somewhat

lower with market model.

The writer further states that price pressure implies atemporary price fall around the
ex-right date. To test this, the writer applied the single stage cross sectional model to
full sample of nearly a thousand issues. The results are consistent with the existence
of small amount of price pressure. Share prices appear to suffer a temporary set back
of 0.9 percent during the immediate ex-right period, although they more than recover
from this over the next month with an abnormal return of 1.8 percent over the second
period examined. While a small part of the price fall could be due to information
effects delayed until after announcement date because of non-trading. There appears

to be no other plausible explanations, which are consistent with market efficiency.

Pokhrel (2008), in Aarthik Abhiyan, writes that the flood of share has entered in our
capital market at the moment. The shareholders and those who have purchased shares
are getting even more shares although shares are scarce in the market to buy. Now a
days, Nepalese investors have developed a new principle that is “Buy shares and get
immense number of shares” where the prevailing principles propounded by experts
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kneeled down before them. Nepalese investors’ principle is suspiring but this
principle is backed up by the decision taken in 23 April, 2004 where Nepal became
the member of World Trade Organization (WTO) and committed to adopt more open
and libera economic policy after 2010. Certainly, foreign investment basicaly in
financial  sectors, will enter in our country after 2010 because our financia
ingtitutions are operating with very low capital base and are unable to invest
individually even in a single hydropower project or in a big project. Considering this
fact, Nepal Rastra Bank (NRB) issued a directive to increase the capital base of the
financial ingtitutions by the end of 2070 B.S. According to the directive of NRB,
Commercial Banks, Development Banks and Finance Companies are required to
maintain their paid-up capital of 2 billion, 640 million and 200 million respectively.
Due to this reason, Nepalese financia institutions are issuing a large volume of rights
share at the moment to meet the target set by NRB.

Most surprisingly, theinvestors are purchasing sharesat very high
price only to get theright shares. Investorsarein ignoring the

per for mance, capacity of risk bearing, future strategies, management
team, decisions of management in past, quality of human resour ces,
etc. of concerned companies while buying shares. Even someare
affording shares, having less book valuethen Par Value, at the price
mor e than 240 times of their book value. In Nepalese capital market,
shares of those financial institutions, which are declared in critical
state by NRB, arealso trading at high price. Such institutions know
that the Nepaleseinvestorsare attracted towards financial
institution’s share. So, taking advantage of this, they are also issuing
rightssharesin themarket at a very large amount. If any investors
are asked why they ar e buying such sharesthen they ssimply give the
same answer that the company is going to offer rightsissue.
Obvioudly, they are bound to sharetherisk associated with such
companies by purchasing their sharesand promoters may also
transfer their risk to the new investors by shifting their investment
from such companies. Even some big manipulators of stock mar ket
are also selling their shares after realizing the current risk and the
new ignorant investors are being trapped by them. So, itstime for
our investorsnot to run after market rumours but to invest after
analyzing thefinancial performance and prospects of concerned
companies. Otherwise knocking-out from capital market is always
probable for such investors.
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2.9.2 Review of Thesis

There are many thesis conducted by different researchers in the past years relating to
this topic. Many thesis were studied during the period. Among them, some of the

thesis were reviewed and presented here for the analysis of literature.

Gautam (2001), had done research on ““An Analysis of Share Price Movement
Attributed to Rights Offering Announcement™. This study has set out the objectives to
analyze the inadequacy of the contents of the Company Act, 2053 B.S in regard to
section 21 that explains about the matters to be disclosed in the issue prospectus, to
find out if there is significant change in share price after the announcement of rights

offerings, etc.

To conduct the study, the researcher had used correlation analysis between share price
and NEPSE index i.e. general market movement and t-statistics between share price
before and after rights issue announcement. T-statistics was used to test if there was
significant change in the share price before and after the issue of rights. But the
researcher did not consider the value of right which is very important part of the
study. It is seen that the researcher was concentrated on the company act and due to
small sample size, the result may not represent the present scenario of rights share

issues.

The researcher founds that the company Act was not clear regarding the issue of
rights offering and subsequent allotment of the right shares and has nowhere
mentioned about necessity of legally transferable rights instrument called rights,
which must be mailed to the stockholders for each stock held before the rights
offering. The study revealed that there was sharp decline in the share price after the
announcement of rights issue. The researcher pointed Nepalese security market has
failed to use various capita market instruments such as warrants, convertibles,
options and other various kinds of debentures.

Baral (2003), in master’s thesis entitled *““Stock Price Movement in Nepalese Security
Market sets some specific objectives. The objectives of the study were to study and
anayze the stock price and volume, to study and analyze the rate of newly listed

companies in NEPSE, to study and analyze the investors views regarding the decision



on stock investment and to study and examine the signaling factors’ impact on the
stock price with the help of NEPSE index.

The researcher analyzed the data of six years and concluded that Nepalese stock
market is in the growth stage. Although it has crossed the initial stage but not reached
in the matured stage. The researcher also found that the international environment
also affects the Nepalese stock market. But the researcher didn’t consider the factors

that make a direct effect on the movement of share price.

From the study, the researcher founds that most of the stock prices are affected by the
dividend policy of the company. The researcher found that most of the investors

prefer banking sectors for investment and are not aware about the investment.

Aryal (2003), had made a study on the topic “Equity Rights Issue; its Practice and
Impact in Nepal”. The main objectives of the study were to examine the relationship
between the stock price reaction and announcement of rights issue, and to analyze the

relationship between rights share and equity share, and rights share and NEPSE index.

To conduct the study, the researcher had used cross-sectional analysis by estimating
the regression and concluded that the announcement of rights offering will have

positive effect on share price.

The researcher founds that the theoretical value of right differs from company to
company and the announcement of equity rights issue are associated with a positive
effect on share prices. Company issues rights share to increase equity capital for
mainly two reasons. The first reason is to invest it in company’s diversification and
expansion, and the next reason is to increase capital to meet the level prescribed by
Nepal Rastra Bank (NRB). The researcher aso founds that rights share and equity
share has low degree of positive correlation, and the correlation coefficient between

rights share and NEPSE index has also positive correlation.

Regmi (2005), conducted a study on ““Share Price Behaviour in Nepal”. The main
objectives of the study were to test the random walk or weak form of efficient market
hypothesis, to examine whether successive price changes are independent or
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dependent of each other, and to conduct the opinion survey of financial executives

regarding various aspects of share price behaviour in Nepal.

From the study, the researcher concluded that both tests serial correlation and run-test
analysis do not support terms of both tests, a few of price series support the random
wak model. One important implication of the non random behaviour of share prices
in that the Nepalese stock market may not be termed as “weakly efficient” in pricing

shares where market efficiency is reflected in security prices.

As regard the current trading price of share in the market, the researcher founds that
the majority of the respondents felt “moderate”. In this respect when the responses of
finance sector respondents, the mgjority of the respondents from each sector opined
that the current trading price of shares in the market is moderate. The informal
interview with financial executives in this respect indicated that the current trading
price of shares in the market is low except for financial institutions. The researcher
also concludes that Nepalese investors are not really indifferent towards making or

non-making of information public.

Chongbang (2007), had done a research on “A study on Issue of Right Share and its
Impact on the Movement of Share Price with Special Reference of Nepalese Capital
Market”. The study had set out the objectives to analyze the significant change of
share price after announcement of right share and to analyze the problems associated
with issuing of right shares in the Nepalese capital market.

To conduct the study, the researcher used the correlation analysis as a major statistical
tool and t-test to test the hypotheses of the study. The researcher concluded that there
were only few companies that follow the theory of rights offering. Only a little
number of Commercial Banks followed the theory but in the case of Finance
Companies, no one met the theory of rights offering. Although the researcher
analyzed the 11 years data, the researcher failed to include other sector companies
rather than banking and finance sectors in the study. But the researcher was successful
in analyzing recent data, which may show the present scenario of Nepalese capital

market.
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From the study, the researcher founds that there was no uniformity in the impact of
right share in different companies. A practice of right share issue in Nepa is in
increasing trend in recent years where Nepaese investors mostly prefer the banking
and finance sectors to invest rather than other sectors. Subscription price of rights
share is too low as compared to market price of share. The researcher also found that
Most of the right issues were undersubscribed in Nepal ese capital market and there is

lack of clear and easy provision regarding the sales of under subscribed shares.

Paudel (2008), in master’s thesis entitled “Rights Share Issue Practice in Nepalese
Market and its Impact on Market Price of Share”, focuses the study in rights share
practice and its impacts. The main objectives of the study were to find out the impact
on changes in market price of stock, before and after the announcement of rights
offering, to examine the theoretical value of right and its practical effect of right on
stock price, and to analyze the inadequacy of existing law on the matter of rights
share.

Theresearcher analyzed the primary data as well as secondary data
to conduct the study. Run test, t-test and Chi-squar e test were used as
statistical toolsto test the hypotheses. The researcher concluded that
the majority of the companies followed therule of rightsissue, which
can be observed through the decreased price of stock after rights
issue. The study had taken the whole companies as samplethat had
issued rightssharein a single year to explorethe facts of rights
offering practicesin Nepalese capital market.

The researcher founds that Nepalese equity market is dominated by financia sector
companies and the participation of the real sector is quite low or negligible. Rights
offering have some impact on the price of share either positive or negative, and
mostly, market prices of shares are found decreased after the rights issue. Under
subscription of rights issue is common phenomena as right is not transferable in
Nepal. So existing legal provisions are not adequate and needs to be amended as soon
as possible.

2.10 Research Gap

There are many studies conducted which are related to the capital market and share
price behaviour in Nepal but this study especially focuses on an issue of rights share
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and its impact on the movement of share price in Nepalese capital market. Different
studies showed that the capital market is the essential sector in order to develop the
nation because the nation will be strong and developed only if each and every sector
is capable and strong. Rights share is also one of the mgor instrument for raising

additional equity capital from the capital market.

After reviewing some thesis and other related sources, it is found that various studies
were done on the topic of share price and its determinants. Some of the studies were
conducted based on financia performance, some were based on dividend policy,
some were based on bonus share and nominal researches were based on right shares.
Similarly, only few Nepalese writers have written articles directly based on the rights
share whereas there are many articles related with the share price and Nepal ese capital
market. Some of the studies concerned with rights share are conducted several years
ago. Therefore, there is a gap of time period which will be fulfilled by this study.
Though, some researches were conducted on right share issues, but they were
especially concerned with the rights offerings of listed Commercial Banks and
Finance Companies ignoring the rights offering of other sectors. Therefore, those
studies couldn’t cover the whole sector in Nepalese capital market. More precisely at
present context, Development Bank sector has covered a maor portion of rights share
issues in Nepalese capital market. But none of the studies on rights shares issues have
covered this sector and Insurance sector till the date in their studies. So, this study
tries to show the issue of rights share and its impact on movement of share price of
Banking, Finance, Development Bank and Insurance sectors. It is hoped that it will
give more detailed information about the rights share. Samples from the Banking,
Finance, Development Bank and Insurance sectors are taken to be considered because
these sectors are issuing largest amount of shares in Nepaese capital market.
Moreover, the earlier studies on rights share have become old and need to be updated
and validated because of the rapid changes taking place in capital market.

CHPATER - 111
11.4 RESEARCH METHODOLOGY

The meaningful conclusion will be obtained only if there is a proper analysis of the
study and appropriate tools are selected. Research method refers to the
methodology/way that is used for conduction of research or performing research
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operation. Research methodology is a systematically process that is adopted by the
researcher in studying a problem with certain objectives in view. It is a way to solve
the research problem systematic because it describes the methods and processes
applied in the entire aspects of study. It highlights about how the research problem
has been defined, what data have been collected, how particular method has been
adopted and why hypothesis has been formulated. It is a various sequentia steps to be
adopted by aresearcher in studying with certain objectivesin view. Therefore, in this
chapter, focus has been made on research design, nature and sources of data, sampling
procedure, coverage of data, tools used for analysis and definition of some key terms
used

3.1 Resear ch Design

It is a plan for the collection and analysis of data. It represents a series of guideposts
to enable the researcher to progress in the right direction in order to achieve the goal.
So, selecting a suitable methodology is a good part of the research study. A research
design is the agreement of condition for collection and analysis of data in a manner
that aims to combine relevance to the research purpose with economy in procedure.
This study follows the descriptive as well as analytical approaches to evaluate the
rights share issue and its impact on market price of stock of the sample firms to draw
logical conclusion. Most importantly, the study is designed as ex-post facto research
as the study is based on historical data. However, descriptive approach has also been
adopted for the analysis of primary data obtained from questionnaire.

3.2 Population and Sample Size

The population for this study comprised all those companieswhich
have issued rights sharetill the end of fiscal year 2064/65 in Nepalese
capital market. By the end of thefiscal year, 72 companiesissued
rights share among which four companies were already de-listed
from NEPSE and the total number of rightsissue caseswere 103. Till
the date, there were 142 companieslisted in NEPSE which are
categorized under nine different sectorsasfollows:

12 Table 3.1: Population and Sample of Right I ssuing Companies

S. | Sectors No. of Listed | No. of Right | No. of Right | Sample
N. Companies I ssuing Co. I ssues
1 | Commercia Bank 17 13 21
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2. | Development Bank 23 13 17 2
3. | Finance Company 55 38 56 4
4. | Insurance Company 17 3 4 1
5. | Mfg. & Processing Co. 18 2 2 -
6. | Hotel 4 1 1 -
7. | Trading Company 4 1 1 -
8. | Hydropower Company 3 - - -
9. | Others 1 1 1 -

Total 142 72 103 10

Source: Annual Report of SEBON, 2064/65.

For simplicity and unbiased result, samples are taken from the fiscal year 2064/65
from four sectors viz. Commercial Bank, Development Bank, Finance and Insurance
Company. The researcher has taken samples from these sectors because they control
share market of Nepal. Sample of ten companies are taken for study, which includes
three Commercia Banks, two Development Banks, four Finance Companies and one
Insurance Company. Sample companies are as follows:

13 Table3.2: List of Selected Sample Companies
S.N. Sample Companies

Nepal Investment Bank Ltd. (NIBL)

Nepal Industrial & Commercial Bank Ltd. (NICBL)
Kumari Bank Ltd. (KBL)

Development Credit Bank Ltd. (DCBL)
Siddharatha Development Bank Ltd. (SDBL)

Nepa Share Markets & Finance Ltd. (NSMFL)
IME Financia Institution Ltd. (IMEFIL)

Nepal Merchant Banking & Finance Ltd. (NMBFL)
United Finance Ltd. (UFL)

Sagarmatha Insurance Co. Ltd. (SICL)

O O N O g | W N P
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3.3 Nature and Sour ces of Data

In order to make the study more reliable and coherent, both primary and secondary
sources have been used in collecting data, facts and statistics. But most of the analysis
is based on secondary data. Primary data has been aso taken to some extent. So,
gualitative and quantitative data are taken for the study which are mentioned as

follows:
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a. Secondary Data

Secondary data concerned with this study are collected from already published and
unpublished journals, annual reports and publications of SEBON, NEPSE and
concerned companies and issue managers. Besides that, data have been collected from
various sources like newspapers, magazines, documents and other related reports as
well. The share prices were collected from trading reports which were published by
NEPSE and national daily newspapers such as Kantipur, Annapurna Post and
Gorkhapatra. The concerned companies were aso directly approached to obtain

information on many points.
b. Primary Data

In this study, primary data are also collected to identify the practice, problems and
prospects of rights issue in Nepaese capita market. Primary sources include
responses of the questionnaires of shareholders regarding rights issue, its

characteristics, itsimpact on share price and provision of rightsissue in company act.
3.4 Data Collection Techniques

To conduct the study, various data from primary and secondary sources are collected
to make the study more realistic. Out of them, only screened data are used for the
study. Required data are collected through the following methods:

a. Questionnaire Method

To obtain the information relating with rights issue and its various aspects,
guestionnaire method has also been used. But due to various limitations, only 50
guestionnaires were distributed to shareholders and their responses are collected. Y es/
No questions and multiple-choice answers are designed to get the responses. The

details of questionnaire are given in Annex-1.
b. Historical Data Record Method

It is the main source of data for this study. Historical data are collected from the
published and unpublished books, journals or annual reports of SEBON, NEPSE and
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concerned companies and issue managers. The share price of sample companies were
also collected from the trading reports which were published by NEPSE and national
daily newspapers. This study covers the data from the fiscal year 2052/53 to till the
data even though; this study analyzes the latest data of right issuing companies.

3.5 Method of Data Analysis

After collecting the required data from the primary and secondary sources, the data
are at first screened. And the screened data are tabulated and presented in the
appropriate form to anayze it so that the objective of the study can be obtained. To
anayze the data, financial as well as statistical tools were used. This study mainly
focuses on issue of right share and its impact on market price of share in Nepalese
capital market. But it was found that movement of share price was not as a theoretical
aspect because according to the theory, it was thought that the share price after
announcement of right share goes upward. But in practice, it is found the mixed
results i.e. the share price after the right share announcement went up and down due
to various other factors that affect the share price. To analyze the impact of right share
on the market price of share, the market price of different time points before and after

the rights issue were taken.
a. Allowance of L eakage of Information

Before the issue of rights share, the board of directors took the meeting to make a
decision. Information about the directors’ intention to issue the rights share may leak
out in many cases before the date of directors’ meeting. If that happens, the price rise
as a result of the impending decision, may take place much before directors’ actual
decision. There may aso be the cases of insiders taking advantage by making
purchase in advancement of the official announcement, which helps the market price
of share to rise even before the actual announcement. Due to these various reasons,
the actual impact on share price movement due to right share issue is difficult to find
out only considering the share price some days before the announcement of right
share. Therefore, true price effect can be measured only going back at least some
weeks before the actual announcement of the boards and approving from SEBON for
rights issue. Therefore for this study, the data for measuring the relative changes in
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share price due to the impact of rights issue was taken as six months before the date of

issue approval from SEBON.

a. Removing the Effect of General Market Movement

To find out the actual result, i.e. movement of share price due to rights issue, involves
a comparison of share price of different points of time. Therefore, it is necessary to
remove the general market effect on the movement of share price because share price
moves ups and downs due to general market effect. If a particular share priceis found
to rise by 10%, this cannot be attributed to the rights issue over sample period if share
price in general level have also moved up by 10% or more. On the other hand, if a
particular share price just remains unchanged in the face of declining market trends,
the strength may well be due to rights issue. Hence, the isolation of the effect of the
rights issue necessarily requires the eliminations of the general market effects on the
movement of share price.

To eliminate the general market effect, five different time points were selected for
observing the price movement, with the book-close date as the point of reference. The
selected time points are as follows:

I. Six months before the issue approval date: In order to isolate the effects of
rights issue, it is necessary to make comparison with dated unaffected by the
issue. In that date, the existing shareholders are supposed not to have any
information about the company’s intention to issue rights share. Hence there will
not be any kind of signaling effect on the share price.

II. One month before the book-close date: It may be a few days before the actua
announcement of rights issue and it is supposed that very limited shareholders do
know it and does not bring any material influence on the share price behaviour of
the stock.

[11.The day before book-close date: This is the market price of share where the
shares are traded with rights attached with them and rights remain no longer
attached with them after that date. So, investors and shareholders try to purchase
shares before book-close date to get rights to subscribe additional shares at lower
price that results in high demand of shares with rights attached. Such demand of
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the shares cause rise in price, therefore the share price just before book-close date
depicts the actual picture of share price due to rightsissue.

IV.Ten days after the book-close date: After book-close date or ex-right date,
shares begin to trade without rights attached to them. So there will be relatively
low demand of shares which causes the fall in share price after book-close date.
Theoretically, share price should drop to the extent of value of each right after the
book-close date. Thus, share price after 10 days of book-close date or reasonably
close to them were taken for the analysis.

V. Three months after the issued date: Generaly, there is time limit to subscribe
the share after rights offering. After subscription of rights share, the price dilutes
simply because the number of outstanding shares increases and the new shares are
sold at a price below the current market price. When the digestion process is
complete after reasonable period of time, say 3 months, the original share price

will be restored and again the market shows normal price behaviour.

For our analysis, the price quotations for each share and price index i.e. NEPSE index
were collected for all the five points of time or reasonably close to them. These price
guotations and price index were then converted into their relatives with point (I) asthe
base date. Thus, all changes in price and index have been expressed in relative to the
base date price and index i.e. the price and index of six months before the issue
approval date.

To anayze the data, some statistical as well as financial tools are used which are
explained as follows:

b. Co-efficient of Correlation (r)

Correlation analysis is the statistical tool that can be used to explain the degree to
which one variable is linearly related to another. The correlation coefficient measures
the direction of relationship between two sets of figure. Correlation can either be
negative or positive. If both variables are in the same direction, then correlation is said
to be positive but when the variations in the two variables take place in opposite
direction, the correlation is termed as negative. In this study, Karl Pearson’s method
of correlation coefficient is calculated between share price and price index i.e. NEPSE
index. The formula for computing Pearson’s correlation coefficient (r) using actual

mean method is as follows:
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where, X: Shareprice X : Mean share price
Y: Market index i.e. NEPSE index
r: Correlation Coefficient

<

: Mean index

c. Coefficient of Determination (r?)

The coefficient of determination is a measure of the degree of linear association or
correlation between two variables. One of which happens to be independent and other
being dependent variables. In other words, coefficient of determination measures the
percentage of total variation in dependent variable explained by independent
variables. The coefficients of determination have value range from O to 1. For
example, if r* is equal to 0.85 that indicates the independent variables used in
regression model explain 85% of the total variation in the dependent variable. A value
of 1 occurs only if the unexplained variation is O which simply means that al the

points in the scatter diagram fall exactly on the regression line.
d. Use of t-test

T- statistics is aso used to test the significance differences between the share price
before and after the rights issue offered by the companies. Since the share prices of
few transacted days ( i.e. less than 30 transactions) are taken, t-test is suitable tool for
anayzing the significance differences between the share price movement before and
after the rights issue. Here the researcher has used paired t-test.

o DX=XP Y-y
B n-+n,—2
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where, X: Share price before book-close date
X : Mean share price before book-close date
Y : Share price after book-close date
Y : Mean share price after book-close date
S% An unbiased estimate of population variance
t-cal: Calculated value of t

In this analysis, the researcher has used 5% level of significance to test the hypothesis.
e. Statement of Hypothesis

To analyze the available data, t-test will be used. It helps to test the significance
differences between the share price movement before and after right share issue. It
will be appropriate for this study because share prices of less than 30 transactions are

to be taken for analysis.

Null Hypothesis (Ho): There is no significant difference between share price before

and after the rightsissue.

Alternative Hypothesis (H1): There is significant difference in share price (increased
or decreased) before and after the rightsissue.

f. Valuation of Rights

Rights have certain value because right shares are generally offered at lower price
than market price. The value of stock right may be defined as the value at which the
right should be quoted in the market. So, investors are interested towards that
particular share attached with rights. After the rights offering, some of the existing
shareholders want to exercise their rights and some want to sell their rights only but
there is no provision of transferable rights in Nepa till the date. Even though,

valuation of right is very important to analyze the share price movement. After the
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book-close or ex-right date of rights offering, the share price should drop to the extent

of value of aright.

Po—Ps
Valueof right (Vr) = ﬂ
Ex-right price of share (Pe)=Po-Vr
Where, Po= Current market price of ashare
Ps = Subscription price
# = No. of rights required to purchase a new share of stock.
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CHAPTER -1V
DATA PRESENTATION AND ANALYSIS

In this chapter dealswith the presentation, analysis and
inter pretation of data collected through primary and secondary
sourcesin order to fulfill the objective of the study.

4.1 Rights Issue Practicein Nepal

The history of rightsissue isnot so long in Nepalese context. Nepal Finance & Saving
Company is the first company to issue rights share in Nepal. The company issued
rights share in the fiscal year 2052/53 amounting Rs. 2 million at the subscription
ratio of 4:1 where 4 shares were required to purchase each additional share issued by
the company. Since from that date, Nepalese corporate firms started to issue rights

share.

The practice of issuing rights share in banking and financia institutions is in
increasing trend due to the directive of NRB. According to the directive, al banking
and financial institutions have to increase their capital base before 2070. To comply
with the policy directive, large number of such institutions are issuing rights share.
Even some of the Development Banks and Finance Companies are issuing rights
share at high ratio to raise funds to maintain capital base required for upgrading their
class category. Till the data (i.e. FY2064/64), 72 companies have issued rights share
and there are total 103 cases of rights issue of those companies. The details of all

rights issuing companies are given in Annex-2.

It is clear that the practice of rights issue in Nepalese corporate firmsis in increasing
trend both in number and amount. Till the end of fiscal year 2063/64, 72 companies
have issued rights share and there are 103 cases of rights issue in total. Out of them,
four companies viz. Seti Cigarette Factory Ltd., Nepal United Co. Ltd., Nepal Bank
Ltd. and Necon Air Ltd. are aready de-listed form NEPSE. Among other listed
companies, Nepa Share Markets & Finance Ltd. has issued rights share for 5 times
till the date. But some of the listed companies with high earnings are providing bonus
shares to their shareholders rather than issuing rights share to increase their capital

base. Whereas some of the other companies, mostly financia institutions, are in the
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process to issue rights share which indicates the increasing trend of rights issue in

Nepal ese capital market.

4.2 Contribution of RightslIssuein Total Public Flotation

Thefollowing table and figure shows the contribution of rightsissue
in total public floatation in each of thefiscal year wheretherights
Issue has taken place.

Table 4.1: Contribution of Rights Issuein Total Public Flotation
(Rs. in million)

Fiscal Year | Number of | Total Public | Amount of | % of Rights
RightsIssue | Flotation Rights Issue Issue

2052/53 2 293.74 69.00 23.49
2053/54 3 332.20 275.20 82.84
2054/55 3 462.36 249.96 54.06
2055/56 1 258.00 30.00 11.63
2056/57 3 326.86 124.60 38.12
2057/58 2 410.49 131.79 32.11
2058/59 5 1441.33 621.87 43.15
2059/60 4 556.54 162.24 29.15
2060/61 3 1027.50 70.00 6.81

2061/62 6 1626.82 949.34 58.35
2062/63 11 2443.28 1013.45 41.48
2063/64 17 2295.50 1265.30 55.12
2064/65 43 10668.31 6793.56 63.68
Total 103 22142.93 11756.31 53.09

Source: Annual Report of SEBO/N, 2064/65
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Figure 4.1: Contribution of Rights Issuein Total Public Flotation
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The above table and figur e shows the contribution of rightsissuein each of
thefiscal year since after they were practiced in Nepalese capital market. It
IS seen that Nepalese cor porate firms started to issuerightssharetoraise
additional capital from fiscal year 2052/53. During that fiscal year, Nepal
Finance & Savings Co. and Seti Cigarette Factory Ltd. issued rightsshare
amounting Rs. 69 million which contribute 23.49% of total public flotation.
In thefiscal year 2053/54, ther e wer e three cases of rightsissue amounting
Rs. 275.20 million out of Rs. 332.20 million public flotation covering
82.84% of total public flotation. Similarly, three companiesissued rights
sharein thefiscal year 2054/55 which covered 54.06% of thetotal public
flotation of Rs.462.36 million. But only one company i.e. Nepal Share
Markets & FinanceLtd. had issued rightssharein thefiscal year 2055/56
amounting Rs. 30 million which contributed only 11.63% in total public
Issue. In thefiscal year 2056/57, three companiesissued rights share
amounting Rs. 124.60 million that covered 38.12% of total publicissue.
Two companiesissued rights sharein thefiscal year 2057/58, which
covered 32.11% of total public flotation of Rs.410.49 million. In the next
fiscal year 2058/59, ther e wer e five cases of rightsissue amounting
Rs.621.87 million out of Rs. 1441.33 million in total publicissue. Similarly,
four companiesissued rights, sharein thefiscal year 2059/60 amounting
Rs. 162.24 million which contributed 29.15% in total public flotation. In
thefiscal year 2060/61, the amount raised through rights shareissue was
Rs. 70 million, which covered only 6.81% of total public issue from three
rightsissue. Then in fiscal year 2061/62, six companiesissued rights share
amounting Rs. 949.34 million which contributed 58.35% of total public
Issue. In thefiscal year 2062/63, 11 companiesissued rights sharewhich
covered 41.48% of total issue and the amount of rightsissue was Rs.
1013.45 million. In the next fiscal year 2063/64, 16 companiesissued rights
share but the cases of rightsissuewere 17 (i.e, Lumbini Bank Ltd. issued
twice) and the amount of rightsissue was Rs. 1265.30 million which
covered 55.12% of total publicissue. Finally, in the fiscal year 2064/65, 43
companiesissued rights share amounting Rs. 6793.56 million that covered
63.68% of total public flotation of Rs. 10668.31 million which isthelargest
in terms of number and amount of issuetill the date.

By the abovetable, it isclear that there wasthe lowest percentage of rights
Issuei.e. 6.81% in thefiscal year 2060/61 wher eas the highest per centage of
rightsissuewas 82.84% in thefiscal year 2053/54. Similarly, the highest
amount of rightsissue was Rs. 6793.56 million in the fiscal year 2064/65
and the lowest was Rs. 30 million in the fiscal year 2055/56. S0, it is clear
from the above table and figure that the practice of rightsissuein Nepalese
corporatefirmsisin increasing trend both in number and amount.
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4.2.1 Contribution of Rights Issue in Total Public Flotation in FY 2064/65

Thefollowing table and figure shows the contribution of rightsissuein

total public flotation in the fiscal year 2064/65.

Table 4.2: Contribution of Rights Issuein Fiscal Year 2064/65

(Rs. in million)

Securities No of Issues | Issued Amount | Percentage (%)
Ordinary share 16 924.75 8.67
Rightsshare 43 6793.56 63.68
Debenture 5 2950 27.65
Total 64 10668.31 100

Source: Annual Report of SEBO/N, 2064/65

Figure 4.2: Contribution of Rights Issuein Fiscal Y ear 2064/65
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From the abovetable and figure, securities wise contribution in total public
flotation in the fiscal year 2064/65 can be clearly seen. In thefiscal year,
only three securitiesviz. ordinary share, rights share and debenturewere
Issued by firmsto public amounting Rs. 10668.31 million in total. Out of
them, 16 companiesissued ordinary sharesto public amounting Rs. 924.75
million which contribute 8.67% in total publicissue. Similarly, 43
companiesissued rights shareto their existing shareholder swhich
contribute 63.68% in total public issue and the amount of rightsissue was
Rs. 6793.56 million. And 5 companiesissued debenture of Rs. 2950 million
which contribute 27.65% in total publicissuein thefiscal year 2064/65. So
it isclear that rightsissue contributesthe highest in total publicissuein the
fiscal year 2064/65.

4.2.2 Sector Wise Contribution in Rights Issuein Fiscal Y ear 2064/65
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The following table and figure shows the sector wise contribution in rights
issuein thefiscal year 2064/65.

Table 4.3: Sector Wise Contribution in Right Issuein Fiscal Y ear 2064/65
(Rs. in million)

Sector No of Rights Issue Percentage
Companies Amount (%)

Commercial 7 1810.68 26.65
Bank

Development 12 1663.45 24.49
Bank

Finance 21 3219.07 47.38
Company

Insurance 3 100.36 1.48
Company

Totd 43 6793.56 100

Source: Annual Report of SEBO/N, 2064/65

Figure 4.3: Sector Wise Contribution in Right Issue in Fiscal Y ear 2064/65
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The above table and figur e shows the contribution of each sector in rights
issuein thefiscal year 2064/65. Only four sectorsviz. Commercial Bank,
Development Bank, Finance and I nsurance sectorsissued rightssharein
thefiscal year. Among them, 7 Commer cial Banksissued rights share
amounting Rs. 1810.68 million which contribute 26.65% in total amount of
rightsissue of Rs. 6793.56 million. The contribution of Development Banks
was 24.49% in total where 12 Development Banksissued rights shar e of
amount Rs. 1663.45 million. Similarly, 21 Finance Companiesissued rights
share of Rs. 3219.07 million which covered 47.38% in total rightsissue
amount. And finally, 3 Insurance Companiesissued Rs. 100.36 million of
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rights sharewhich contribute 1.48% in total amount of rightsissue. Beside
these, other sectors didn’t issue rights share in the fiscal year. From the
abovetableand figure, it isclear that only banking and financial
institutionsissued rights sharein the fiscal year 2064/65.

4.3 Subscription of Rights|Issue

Generdly, the issue of rights share fails to full subscription in Nepalese capital market
because some of the existing shareholders fail to claim their right due to some reasons.
Logically, such unclaimed shares should be allotted to other existing shareholders but in most
of the cases, the shareholders are asked to demand only up to what is their right whenever the
application is called for right shares. Hence the usua results is the under subscription of
rights issues. Since, Nepalese company act is totally silent regarding the allotment of
unsubscribed shares, right issuing companies used to distribute the remaining shares to their
employees. The following table shows the subscription of right shares of sample companies:

Table 4.4: Subscription of RightsIssue

SN. | Company No of No of Subscribed No of % of

| ssued Shares Unsubscribe | Subscription

Shares Shares
1. NIBL 2,012,813 2,005,675 7,138 99.65
2. NICBL 1,584,000 1,518,771 65,229 95.88
3. KBL 1,800,000 1,785,052 14,948 99.17
4. DCBL 8,064,000 7,977,522 86,478 98.93
5. SDBL 500,000 487,430 12,570 97.49
6. NSMFL 2,400,000 2,381,745 18,255 99.24
7. IMEFIL 500,000 422,200 77,800 84.44
8. NMBFL 8,000,000 7,628,465 371,535 95.36
0. UFL 750,000 734,860 15,140 97.98
10. | SICL 235,620 225,872 9,748 95.86

Source: Annual Report of SEBO/N, 2064/65

The above table shows that there were alot of shares that were remained unsubscribed by the
existing shareholders. Shareholders of NMBFL failed to subscribe 371,535 shares out of
8,000,000 shares issued subscribing 95.36% of total issue. Similarly, 86,478 shares were
unsubscribed by the shareholders of DCBL and they subscribed 98.93% of total issue.
Whereas only 7,138 share of NIBL were unsubscribed by the shareholders and the portion of
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subscribed shares was 99.65%. Similarly, only 84.44% of total shares i.e. 500,000 shares
were subscribed by the shareholders of IMEFIL and 77,800 shares remained unsubscribed.
After the study of subscription of rights issue reports of above companies, no full
subscription of rights shares in al cases has been found, varying the degree of under

subscription of sharesin different companies.

4.4 Analysis of Impact of Rightslssueon Market Price of Share

This portion of study analyzesthe impact of rightsissue on share price
movement of selected sample companies. For our study, five different
points of time period wer e selected for observing theimpact of rightsissue
I.e. the price movement of shares, considering the data six months before
theissue approval date asthe base date. Our selected timepointsareas

follows:

l. Six months before the issue approval date
. One month before the book-close date

1. The day before book-close date

IV.  Ten days after the book-close date

V. Three months after the issued date

The researcher has analyzed the impact of rights issue on share price movement of sample
companies viz. NIBL, NICBL, KBL, DCBL, SDBL, NSMFL, IMEFIL, NMBFL, UFL and
SICL.
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4.4.1 Anaysis of Impact of Rights Issue on Share Price of Nepal Investment Bank Ltd.
(NIBL)

Table 4.5: Impact of RightsIssueon Share Price of NIBL

Time Date of Share | Price % Price | Pricelndex %
Points Time Price | Relative | Change | Index | Converted | Change
Points (Rs) in New to New in New
Base Base Base
I 2064-3-25 1510 100 -| 61543 100 -
[ 2064-7-26 2162 143.18 43.18 | 889.12 144.47 44.47
I 2064-8-25 2690 178.15 24.42 | 996.29 161.89 12.06
v 2064-9-9 2040 135.10 (24.17) | 1018.16 165.44 2.19
\Y 2065-1-22 1595 105.63 (21.81) | 740.18 120.27 | (27.30)

Source: Annual Report of SEBO/N, 2064/65

The above table shows the share price movement of NIBL along with price
index i.e. NEPSE index. Share priceof NIBL before 6 months of issue
approval datewas Rs. 1510 and the price index of general market at the
time was 615.43. Befor e one month of book-close date of rightsissue, share
pricewasincreased to Rs. 2162 along with theincrement in priceindex to
889.12. Thisincrement in share price was not only due to the impact of
rightsissue because priceindex has also increased at the same percentage
which can be seen in column 5 and 8. These columns show the per centage
changein new bases of price and index. Similarly, share priceincreased to
Rs. 2690 just befor e the book-close date and the priceindex has also
increased to 996.29. But the share price hasincreased by much higher

per centage then general mar ket which was in accor dance of the theory of
rights offering. Accordingto thetheory, generally, share priceincreases
dueto rightsoffering until the book-close date or ex-right date no matters,
whether the general market moves up or down. After 10 days of book-close
date, share price has decreased to Rs. 2040 decreasing by Rs 650 per share

wher e general market remained increasing at the meantime. Pricerelative
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has decreased by 24.17% in comparison of 2.19% increment in price index
converted to new base. After rightsissuei.e.3 months after theissued date,
shareprice of NIBL dropped down to Rs. 1595 and mar ket index has also
decreased to 740.18. The decline of share price was also somehow
supported by the general market movement because both of them have

decreased nearly at the same per centage.

According to the theory of rights issue, share price should decrease to the extent of value of
right after it startsto sell ex-rights.

Market price of Share = Rs. 2690
Value of right = Rs. 432
Ex-right price of share = Rs. 2258

Theoretically, share price of NIBL should decrease to the extent of value of right i.e. Rs. 432
and the share price should be around Rs.2258 after book-close date. In spite of that, market
price of NIBL stock fall to Rs. 2040 after the book-close date falling down more than the
value of right. Therefore it can be said that the stock of NIBL was under priced after the
book-close date. Though the stock was under priced, the movement of share price was

according to the theory of rights issue. (Refer to annex-4).

14 4.4.2 Analysis of Impact of Rights Issue on Share Price of NIC Bank Ltd.

(NICBL)
15 Table4.6: Impact of RightsIssueon Share Price of NICBL

Time Date of Share| Price % Price Price %

Points Time Price | Relative| Change | Index Index Change
Points (Rs) in New Converted | in New

Base to New Base
Base

I 2064-5-5 875 100 - 722.54 | 100 -

[l 2064-10-6 | 1219 | 139.31 | 39.31 897.69 | 121.75 21.75

[l 2064-11-14 | 1046 | 11954 | (14.19) 759.51 | 105.12 (13.66)

vV 2064-11-27 | 989 113.03 | (5.45) 749.05 | 103.67 (1.38)
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\Y, 2065-3-1 1350 | 15429 | 36.50 941.07 | 130.24 25.63

The above table shows the share price movement of NICBL before and after rights issue and
the movement of general market index simultaneously. The table shows that the share price
of NICBL was Rs. 875 and the market index was 722.54 before 6 months of issue approval
date. Share price reached to Rs. 1219 and market index also increased to 879.69 before one
month of book-close date but the increment in share price was higher than that of market
index. The increment in price relative was 39.31% whereas the increment in new base of
price index was only 21.75%. Due to the effect of downward movement of general market,
share price also decreased to Rs. 1046 and market index dropped to 759.51 point the day
before book-close date. Although the price relative has decreased 14.19% whereas price
index converted to new base has decreased by 13.66%. After 10 days of book-close date,
share price has decreased by only Rs. 57 and traded at Rs. 989. Genera market has aso
decreased to 749.05 but share price has decreased in higher percent than the market index. It
is believed that the original share price will be restored and the market shows normal price
behaviour after few months of rights issue. In case of NICBL, with the upward movement of
general market, share price also reached to Rs. 1350 after 3 months of rights issue where
price index touched 941.07 point. From the above table, it is clear that the movement of share
price and market index were in same direction in each point of time athough their

magnitudes of change were found to be different.

Theoretically, share price should decrease to the extent of value of right after the book-close
date because shares start to trade without rights attached to them.

Market price of share = Rs. 1046
Value of right = Rs. 158

Ex-right price of share = Rs. 888

While observing the share price of NICBL after book-close date, it is found that the share
price didn’t fall to the extent of value of right. Share price should have to fal by value of
right i.e. Rs. 158 and market price should have to be around Rs. 888 but in actual, shares of
NICBL traded at Rs. 989. So, it can be said that the stock of NICBL was over priced after the
book-close date. Though the stock was over priced, the movement of share price followed the

theory of rightsissue. (Refer to annex-4)
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4.4.3 Analysis of Impact of RightsIssueon Share Price of Kumari Bank Ltd. (KBL)

16 Table4.7: Impact of RightsIssueon SharePrice of KBL

Time Date of Share Price % Price Priceindex %

Points Time Price | Relative | Change Index | Converted | Change
Points (Rs) in New to New in New

Base Base Base

[ 2064-6-10 970 100 - 878.35 100

[ 2064-11-21 940 96.91 (3.09) 766.98 87.32 | (12.68)

[l 2064-12-20 860 88.66 (8.51) 716.56 81.58 (6.57)

v 2065-1-3 715 73.71 (16.86) 746.69 85.01 4.20

V 2065-4-13 962 90.18 3455 | 983.07 111.92 31.66

Source: Annual Report of SEBO/N, 2064/65

The above table shows the movement of share price of KBL and thetrend
of general market movement during the period of rightsissue. Share price
of KBL was Rs. 970 before 6 months of issue approval date and the general
mar ket index was 878.35 at thetime. Since general market started to
decrease before book-close date, it might have affected the market price of
KBL stock such that share price had decreased slightly in comparison to
high decrease in mar ket index one month befor e book-close date. Share
price decreased to Rs. 940 decreasing only 3.09% in pricerelative whereas
priceindex decreased to 766.98 decreasing 12.68% in new base of price
index. Similarly, the downward movement of share price along with the
general mar ket was found befor e the book-close day. On that day, share
pricefall to Rs. 860 and priceindex fall to 716.56 point. Considering the
per cent change in new bases, new base of share price decreased by 8.51%
and that of priceindex decreased by 6.57% . After 10 days of book-close
date, share price decreased by Rs. 145 per share and fell down to Rs.715in
spite of the upward movement of general market. Priceindex increased to
746.69 increasing 4.20% in new base whereas pricerelative decreased by
16.86% . Therewas high appreciation in share price after 3 months of
Issued date which might be also due to the improvement in general market.
Share pricereached Rs. 962 increasing 34.55% in pricerelativeand price
index reached 983.07 increasing 31.66% in new base of priceindex.
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Normally, share price used to decrease after book-close date of rights issue because shares

begin to trade ex-rights which means no rights attached to them.
Market price of share = Rs. 860
Vaue of right = Rs. 127

Ex-right price of share = Rs. 733

Theoretically, share price should decrease to extent of value of right after book-close date.
Considering the value of right of KBL stock i.e. Rs. 127, the ex-right price should be around
Rs. 733. But there was only dlightly difference in price of stock of KBL in market after book-
close date. The actual market price was found to be Rs. 715 which can be considered as
equivalent to the theoretical value. So, the price movement of KBL stock was found to be as
per the theory of rightsissue. (Refer to annex-4)

4.4.4 Analysis of Impact of Rights Issue on Share Price of Development Credit Bank
Ltd. (DCBL)

Table 4.8: Impact of Rights|ssueon Share Price of DCBL

Time Date of Share| Price % Price | Pricelndex %
Points Time Price | Relative | Change | Index | Converted | Change
Points (Rs) in New to New in New
Base Base Base

I 2064-2-27 750 100 - | 559.15 100 -
[l 2064-8-6 2270 302.67 202.67 | 855.24 152.95 52.95
[l 2064-9-8 2900 | 386.67 27.75 | 1045.65 187.01 22.27
vV 2064-9-18 750 100 (74.14) | 778.13 139.16 | (25.59)
\Y 2064-12-19 605 80.67 (19.33) | 71252 127.43 (8.43)

Source: Annual Report of SEBO/N, 2064/65

The above table shows the price movement of DCBL stock along with the

mar ket index before and after the period of rightsissue. Share price of

DCBL was Rs. 750 before 6 months of issue approval date and the general

mar ket index was also only 559.15 at thetime. After DCBL declared to
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upgrade into “A” category Commercial Bank and planned to offer rights
sharesat high ratio to raise capital, share price started to movein bullish
trend. It issued rightssharesat 1:3ratioi.e. 3 sharescould be subscribed
for each stock held. So share priceincreased to Rs. 2270 before one month
of book-close date and general market index also increased to 855.24.
While observing the per centage change in new bases of price and index,
pricerelativeincreased by 202.67 % where adjusted price index increased
by 52.95% only. Such a large percent increment in adjusted price provides
sufficient evidence to argue that thisincrement must have been dueto the
rights offering. Befor e the day of book-close date, share priceincreased to
Rs. 2900 and market index also increased at the samerate and reached
1045.65 point. After 10 days of book-close date, share price sharply decline
to Rs. 750 decreasing by Rs. 2150 per sharewhere market index also
decreased to 778.13. Adjusted pricereative hasfallen down by 74.14%
wher eas adjusted priceindex has decreased by only 25.59%. There was
downwar d movement of share price along with general market after rights
issue. Share price dropped to Rs.605 and mar ket index also dropped to

712.52 point after 3 months of issued date.

In case of DCBL, share price movement was also found to follow the theory of rights issue.

Market price of share = Rs.2900
Value of right = Rs. 2100
Ex-right price of share = Rs. 800

Since the share price of DCBL decreased by nearly equivalent value of right i.e. Rs. 2100

after the book-close date and the market price was aso nearly equal to ex-right pricei.e. Rs.
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800, it can be said that the movement of share price followed the theory of rights issue.

(Refer to annex-4)

445 Analysis of Impact of Rights Issue on Share Price of Siddhartha Development
Bank Ltd. (SDBL)

17 Table4.9: Impact of RightsIssueon SharePrice of SDBL

Time Dateof | Share| Price % Price | Pricelndex %

Points Time Price | Relative | Change | Index | Converted | Change
Points (Rs) in New to New in New

Base Base Base

I 2064-4-11 | 300 100 - 687.83 | 100 -

I 2064-9-5 | 612 204 104 1055.73 | 153.48 53.48

[l 2064-10-13 | 634 | 211.33 | 3.59 867.61 | 126.14 (17.82)

vV 2064-10-24 | 618 206 (2.52) 705.86 | 102.62 (18.65)

\Y 2065-1-26 | 835 27833 | 3511 776.92 | 112.95 10.07

Source: Annual Report of SEBO/N, 2064/65

The above table shows the movement of share price of SDBL before and after the issue along
with the general market trend during the period. Before 6 months of issue approval date,
share price of SDBL was only Rs. 300 and the market index was 687.83 at the time. The
offering of rights shares and the upward movement of general market might have also
supported to increase the share price of SDBL. Share price doubled within short period of
time and reached Rs. 612 before one month of book-close date where market index also
increased to 1055.73. But the percent increment in price relative i.e.104% was much higher
than that of adjusted price index i.e. 53.48%. This high appreciation in share price must have
been due to rights issue. More precisely, the strength of rights issue was clearly seen before
the day of book-close date where share price kept on increasing on the contrast to heavy
decline on general market. On that day, share price reached Rs. 634 increasing 3.59% in price
relative whereas market index dropped down to 867.61 decreasing 17.81% in adjusted price
index. After 10 days of book-close date, share price decreased by only Rs. 16 and traded at
Rs. 618 at market whereas market index continued to fall and dropped to 705.86 point. After

rights issue, share price of SDBL continued to increase along with the increment in market.
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Share price increased to Rs. 835 after 3 months of issued date increasing 35.11% in price
relative where market index also increased to 776.92 and the adjusted price index has
increased by 10.07%

According to the theory, share price should decrease to the extent of value of right after ex-
right date (i.e. book-close date).

Market price of share= Rs. 634
Value of right = Rs. 267
Ex-right price of share = Rs. 367

Theoretically, share price of SDBL should decrease by Rs. 267 and the market price should
be around Rs. 367 after book-close date. In contrast to it, share price decreased only by Rs.
16 and continued to increase even after rights issue. So it can be said that the stock of SDBL
was over priced after ex-right date and the movement of share price also didn’t follow the
theory. (Refer to annex-4).

4.4.6 Analysis of Impact of Rights Issue on Share Price of Nepal Share Markets &
FinanceLtd. (NSMFL)

18 Table4.10: Impact of RightsIssueon Share Price of NSMFL

Time Date of Share | Price % Price | Pricelndex %
Points Time Price | Relative | Change | Index | Converted | Change
Points (Rs) in New to New in New
Base Base Base
I 2063-12-18 310 100 - | 502.15 100 -
I 2064-5-24 310 100 0| 828.78 165.05 65.05
[l 2064-6-21 335| 108.06 8.06 | 873.45 173.94 5.39
vV 2064-7-11 335| 108.06 0| 858.06 170.88 (1.76)
\Y 2064-11-6 1410 | 454.84| 320.91| 757.08 150.77 | (11.77)

Source: Annual Report of SEBO/N, 2064/65

The above table shows that there was only nominal impact of rightsissue

on share priceof NSMFL. Share pricewas Rs. 310 before 6 months of issue
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approval date and the market index was 502.15 at the time. Share price
remained at the same pricein spite of therapid increment in general

mar ket and showing no impact of right issue before one month of book-
close date. On the other hand, market index increased to 828.78 increasing
65.05% in adjusted index at the same period. Befor e the day of book-close
date, share price dightly increased and reached Rs. 335 where general

mar ket also increased to 873.45. Normally, share price used to decrease on
and after book-close date which was not found in the case of NSMFL stock
price. Sharepriceremained Rs. 335 even after 10 days of book-close date
and share price was not also affected by the downward movement of
market. General market started to decline and dropped to 858.06 point at
the time. The downward trend of market didn’t stop as a result, the market
index dropped to 757.08 point dropping down by more than 100 point
within four monthswhich was 11.77% decrement in adjusted priceindex.
In spite of the declinein general market, share price of NSMFL increased
to Rs. 1410 after 3 months of issued date increasing mor e than 3 times
within short period. This high increment in share price might bedueto the
decision of the company to upgrade itself into “A” category Commercial

Bank.

Theoretically, share price should decrease on and after book-close date to the extent of value

of right.
Market price of share = Rs. 335
Valueof right = Rs. 141

Ex-right price of share = Rs. 194
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Share price of NSMFL should decrease by the amount of value of right i.e. Rs. 141 on and
after book-close date and the market price should be around Rs. 194. But share price didn’t
decrease even after book-close date instead, it moved upward. So the price movement of

NSMFL stock didn’t follow the theory of rights issue. (Refer to annex-4).

4.4.7 Analysis of Impact of Rights Issue on Share Price of IME Financial Institution
Ltd. IMEFIL)

19 Table4.11: Impact of Rights|ssue on SharePrice of IMEFIL

Time | Dateof | Share| Price % Price | Priceindex %
Points Time Price | Relative | Change | Index Converted | Change
Points (Rs) in New to New in New
Base Base Base
I 2064-1-16 288 100 - 509.62 - -
[l 2064-5-23 453 | 157.29 57.29 | 811.98 159.33 59.33
[l 2064-6-16 462 | 160.42 199 | 890.56 174.75 9.68
vV 2064-7-11 612 | 212.50 3246 | 878.86 17245 | (1.32)
\Y 2064-11-6 | 1060 | 368.06 73.20 | 757.08 148.56 | (13.85)

Source: Annual Report of SEBO/N, 2064/65

The above table showstheincreasing trend of share priceof IMEFIL
during the study period. Share price before 6 months of issue approval date
was only Rs. 288 and the index of market was 509.62 at the time. Similar
increment was seen in share price and market index before one month of
book-close date. On that date, share priceincreased to Rs. 453 increasing
57.29% in pricerelative where market index increased to 811.98 increasing
59.33% in adjusted index. Only small amount increased in sharepricein
comparison to theincrement of general market the day befor e book-close
date. Share priceincreased to Rs.462 wher eas mar ket index reached 890.56
point. Instead of decreasing in share price after book-close date, shareprice
increased by Rs. 150 and increased to Rs. 612 after 10 days of book-close
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date even showing no influence of downward movement of general market.
At that time market index decreased to 878.86 decreasing 1.32% in
adjusted index whereas pricerelative increased by 32.46%. | nspite of
decreasing trend of general market, therewasrapid growth in market
price of stock after book-close date. Share priceincreased to Rs. 1060
increasing 73.20% in pricerelative after 3 months of issued date wher eas
mar ket index dropped to 757.08 decreasing 13.85% in adjusted index.

Theoretically, share price should decrease to the extent of value of right after book-close date

as they begin to trade without rights attached to them. .
Market price of share = Rs. 462
Valueof right = Rs. 181

Ex-right price of share = Rs. 281

Theoretically, share price of IMEFIL should decreaseto the amount of
value of right i.e. Rs.181 and the mar ket price after book-close date should
be around Rs. 281. In contrast to it, share price didn’t decreased instead, it
increased by the amount nearly equal to the value of right. So, share price
movement of IMEFIL wasfound to bein increasing trend during the
period and the movement was not according to the theory. (Refer to annex-
4)

4.4.8 Analysis of Impact of Rights Issue on Share Price of Nepal Merchant Banking & Finance Ltd. (NMBFL)

20 Table4.12: Impact of Rights|Issue on Share Price of NMBFL

Time Dateof | Share| Price % Price | Pricelndex %

Points Time Price | Relative | Change | Index | Converted | Change
Points (Rs) in New to New in New

Base Base Base

I 2064-2-27 | 840 100 - 559.15 | 100 -

I 2064-8-10 | 2910 | 346.43 | 246.43 | 867.61 | 155.17 55.17

I 2064-9-9 3799 | 452.26 | 30.55 1018.16 | 182.09 17.35

A% 2064-10-7 | 1000 | 119.05 | (73.68) | 867.46 | 155.14 (14.80)

Vv 2064-12-18 | 900 107.14 | (10) 709.40 | 126.87 (18.22)

Source: Annual Report of SEBO/N, 2064/65
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The above table shows the price movement of NMBFL stock before and after rights issue
along with the market index. Share price of NMBFL was Rs. 840 before 6 months of issue
approval date and the index of market was 559.15 at the time. After NMBFL declared to
upgrade into Commercial Bank and offered rights shares at high ratio to increase capita,
market price of share started to increase in bullish trend. It issued rights shares at the ratio of
1:4 i.e. 4 shares could be subscribed for each stock held earlier. As a result, share price
increased to Rs. 2910 before one month of book-close date and the market index also
increased to 867.61. While observing the percentage change in new bases of price and index,
price relative increased by 246.43% where adjusted index increased by only 55.17%. Such a
large increment in price provides sufficient evidence to argue that this increment must be due
to the effect of rights issue. Before the day of book-close date, share price reached Rs. 3799
increasing 30.55% in price relative where market index also increased to 1018.16 increasing
17.35% in adjusted index. After 10 days of book-close date, share price decreased by Rs.
2799 dropping down to Rs. 1000 where market index also dropped to 867.46 point. Due to
the downward movement of market, share price aso decreased to Rs. 900 after 3 months of
issued date and the market index decreased to 709.40 but the decrement in share price was

less than that of general market.

Theoretically, share price should decrease to the extent of value of right after book-close date.

Market price of share = Rs. 3799

Value of right = Rs. 2959

Ex-right price of share = Rs. 840

Theoretically, share price of NMBFL should decrease to the extent of value of right i.e. Rs.
2959 and the market price should be around Rs. 840 after book-close date. But share price
didn’t fall down by the amount of value of right and market price was found to be Rs. 1000
after book-close date. Therefore it can be said that the stock of NMBFL was over priced after
book-close date. Though the stock was over priced, the movement of share price was

according to the theory. (Refer to annex-4).
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4.4.9 Analysis of Impact of RightsIssue on Share Price of United Finance Ltd. (UFL)

21 Table4.13: Impact of RightsIssueon Share Price of UFL

Time Date of Share Price % Price | Pricelndex %

Points Time Price | Relative | Change | Index | Converted | Change
Points (Rs) in New to New in New

Base Base Base

I 2064-10-24 | 867 100 - 705.86 | 100 -

[ 2065-1-5 900 103.81 3.81 734.83 | 104.10 410

1 2065-2-5 1030 118.80 14.44 798.56 | 113.13 8.67

v 2065-2-23 | 565 65.17 (45.14) 885.81 | 125.49 10.93

\Y 2065-5-19 1326 152.94 134.68 1076.20 | 152.47 21.50

Source: Annual Report of SEBO/N, 2064/65

The above table shows the price movement of UFL stock before and after rights issue along
with the index of general market. Share price of UFL was Rs. 867 before 6 months of issue
approval date and the market index was 705.86 at the time. Before one month of book-close
date, share price increased to Rs. 900 increasing 3.81% in price relative where market index
also increased to 734.83 increasing 4.10%. Share price reached Rs. 1030 on the day before
book-close date and the market index also increased to 798.56 point. The increment in share
price was not only due to increasing trend of general market as the percent change in price
relative is higher than that of adjusted index which can be seen from column 5 and 8. After
10 days of book-close date, share price dropped down at Rs. 565 decreasing Rs. 465 per share
whereas market index continued increasing and remained at 885.81 point. While considering
percent change in new bases, price relative decreased by 45.14% whereas adjusted index
increased by 10.93%. Although market was in increasing trend, share price increased with
large amount within 3 months of time. Share price reached Rs. 1326 after 3 months of issued
date increasing 134.68% in price relative whereas market index increased to 1076.20

increasing only 21.50%.
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According to the theory, share price should decrease to the extent of amount of right on and
after book-close date.

Market price of share = Rs. 1030
Value of right = Rs. 465
Ex-right price of share = Rs. 565

Since the market price of UFL stock after book-close date was equal to the theoretical value
of stock i.e. Rs. 565, the stock was correctly priced. Hence the price movement of UFL stock
comply with the theory of rightsissue. (Refer to annex-4).

4.4.10 Analysis of Impact of Rights Issue on Share Price of Sagarmatha Insurance Co.
Ltd. (SICL)

22 Table4.14: Impact of RightsIssueon SharePriceof SICL

Time Dateof | Share | Price % Price | Pricelndex %
Points Time Price | Relative | Change | Index | Converted | Change
Points (Rs) in New to New in New
Base Base Base

I 2064-3-26 | 227 100 - 620.61 | 100 -

[l 2064-5-27 | 270 11894 | 18.94 811.98 | 130.84 30.84

[l 2064-6-24 | 320 140.97 | 1852 866.13 | 139.56 6.66

v 2064-7-19 | 320 14097 |0 902.45 | 14541 4.19

\Y 2065-2-8 | 300 132.16 | (6.25) 812.67 | 130.95 (9.99)

Source: Annual Report of SEBO/N, 2064/65

The above table shows the price movement of SICL stock before and after
rightsissue along with the index of general market. Share priceof SICL
was Rs. 227 before 6 months of issue approval date and the market index
was 620.61 at the time. Share price and market index werein increasing
trend befor e book-close date. So, share priceincreased to Rs. 270 before
one month of book-close date and market index also increased to 811.98
point. But theincrement in share priceisrelatively low than that of market
index as adjusted index increased by 30.84% while pricereativeincreased
only by 18.94% . Befor e the day of book-close date, share priceincreased to
Rs. 320 increasing 18.52% in price relative wher eas mar ket index incr eased
to 866.13 increasing 6.66% in adjusted index. But share price showed no
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response of book-close date and remained at the sameprice. i.e. Rs. 320
wher eas mar ket index increased to 902.45 point after 10 days of book-close
date. Dueto the downward movement of general market, it might have
affected the share priceto decline. Asaresult, share price decreased to Rs.
300 decreasing 6.25% in pricereative after 3 months of issued date

wher eas mar ket index also dropped down to 812.67 point decreasing 9.94%
in adjusted market index.

According to the theory of rights issue, share price should decrease to the extent of value of

right on and after book-close date.

Market price of share = Rs. 320
Vaue of right = Rs. 51
Ex-right price of share = Rs. 269

Theoretically, share price of SICL should decrease to the amount of value of right i.e. Rs. 51
after book-close date and share price should be around Rs.269. But share price of SICL was
not affected by the book-close date and remained at the same price which was not in
accordance of the theory. Therefore movement of share price of SICL stock didn’t follow the
theory. (Refer to annex-4)

45 Corréation Coefficient between Share Price Movement and General

M ar ket M ovement

According to the theory of rights issue, share price increases after the announcement of rights
share till the period of book-close date and declines after that date. Share price declines after
book-close date because shares begin to trade without rights attached with them and declines
to the extent of value of right. In practice, not only rights offering but the movement of
general market also affects the share price. So it isimportant to study the correlation between
share price movement and general market movement. Therefore, correlation coefficient
between share price of sample companies and market index i.e. NEPSE index were calcul ated
to find out if there exists any relation between share price and market index.

After calculating the correlation between share price movements of sample companies and

general market movement, following results have been obtained.
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Table4.15: Correlation Coefficient Between Share Price and NEPSE Index

SN. Companies Correlation Coefficient of

Coefficient Deter mination
1 NIBL 0.8343 0.6961
2 NICBL 0.9816 9635
3 KBL 0.6288 0.3954
4 DCBL 0.8685 0.7543
5 SDBL 0.2174 0.0769
6 NSMFL -0.0081 0.0001
7 IMEFIL 0.2945 0.0867
8 NMBFL 0.797 0.6352
9 UFL 0.5128 0.2629
10 SICL 0.9479 0.8986

By observing the results form above table, it can be concluded that there is no consistent
result of all sample companies, which were taken into consideration. The correlation
coefficient between the movement of share price of NIBL and general market index is
0.8383, which shows positive and high correlation between them. Coefficient of
determination is 0.6961, which means that 69.61% of share price movement was caused by
the movement of market and remaining was due to the impact of rights issue. Similarly,
correlation coefficient of NICBL stock with market is 0.9816, which indicates positive and
very high degree of relationship between them. Their coefficient of determination is 0.9635,
which indicates that genera market movement has 96.35% role in share price behaviour of
NICBL. In case of KBL, correlation coefficient with general market movement is 0.6288 and
coefficient of determination is 0.3954. It means the movement of KBL stock was dlightly

influenced by market movement.

In case of DCBL, thereis positive and high degree of correlation i.e r = 0.8685 between share
price and market trend. Coefficient of determination is 0.7543 which shows that 75.43% of
share price movement was due to the affect of market. Correlation coefficient of SDBL stock
with genera market is 0.2774 and coefficient of determination is 0.0769 which indicates

positive but low correlation between them and general market also contributed only 7.69% in
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share price increment. Contrarily, there is negative but low correlation between share price
movement of NSMFL and market trend. Share price movement was not affected by the
movement of market. In case of IMEFIL, correlation coefficient is 0.2945 which shows
positive but relatively low relationship between share price and market movement. Only
8.67% of price increment was contributed by market movement and remaining was due to the

impact of rightsissue.

Similarly, correlation coefficient between share price of NMBFL and market movement is
0.797 which indicates positive and high correlation among them. Coefficient of determination
is 0.6352 which means market movement has contributed 63.52% in movement of share
price. In case of UFL, correlation coefficient is 0.5128 which shows positive relation between
share price movement and market movement where only 26.29% movement of share price
was influenced by general market. Finally, correlation was found to be highly positive
between share price of SICL stock and genera market movement. Correlation coefficient is
0.9479 and coefficient of determination is 0.8986 which aso indicates that the share price
was heavily influenced by general market movement. So rights issue has affected the share

price less than general market movement.

From the above analysis, it can be concluded that share price movement of Nepalese
companies are somehow affected by general market movement and some are affected by the

announcement of rights share offering.

4.6 Use of t- Statistics to M easure the Immediate | mpact of Rights I ssue on

SharePrice

Theoretically, after the announcement of rights offering, share price used to increase till the
date of book-close date and decreases after that day. To analyze whether there exists any
significant change in share price movement during this period, researcher has used t-statistics.
For this, researcher has taken the share prices of 10 days before and after the book-close date.
Following table shows the calculated and tabulated values of t-statistics of respective

companies.

Table4.16: Calculated and Tabulated Values of t-Statistics
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S.N | Companies | Significance Degree of t-tab t-cal Result
Level Freedom

1 NIBL 5% 8 2.306 6.58 Significant
2 NICBL 5% 8 2.306 2.57 Significant
3 KBL 5% 8 2.306 3.09 Significant
4 DCBL 5% 8 2.306 38.93 | Significant
5 SDBL 5% 8 2.306 3.03 Significant
6 NSMFL 5% 8 2.306 5.19 Significant
7 IMEFIL 5% 8 2.306 11.20 Significant
8 NMBFL 5% 8 2.306 98.72 Significant
9 UFL 5% 8 2.306 8.66 Significant
10 SICL 5% 8 2.306 1.68 | Insignificant

Above table shows the calculated value of t (t-cal) and tabulated value of t (t-tab) at 5% level
of significance and 8 degree of freedom for share prices 10 days before and after the book-
close date which are used to analyze the significance of the changes of price movement
before and after rights issue. From the above table, it is clear that the calculated value of t at 5
% level of significance and 8 degree of freedom are different for different companies. In the
case of NIBL, the calculated value of t is 6.58 where as the tabulated value of t at 5% level of
significance and 8 degree of freedom is 2.306. Since the calculated value of t is greater than
the tabulated value of t, there is significant difference between the share price before and after
the rightsissue. Therefore it can be concluded that the change in share price of NIBL was due
to the rights issue. Hence the null hypothesis that there is no significant difference between
share price before and after the rights issue is rejected and the aternative hypothesis that
there is significant difference in share price before and after the rights issue is accepted. In
other words, the null hypothesis that share price doesn’t decrease significantly after rights
issue is rejected and the alternative hypothesis that share price decreases significantly after

the rightsissue is accepted.

In the case of NICBL, the calculated value of t is 2.57 whereas the tabulated value of t at 5%
level of significance for 8 degree of freedom is 2.306. Since the calculated value of t is
greater than the tabulated value, the null hypothesis that there is no significant change in
share price before and after rights issue is reected. Hence the alternative hypothesis that

share price changes significantly is accepted. Therefore it can be concluded that the changein
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share price is due to the rights offering. Similarly, the calculated value of t for KBL is 3.09
whereas the tabulated value is 2.306. Therefore, there is significant difference in share price
of KBL before and after the rights issue. In another case of DCBL, the calculated value of tis
38.93 whereas the tabulated value of t is 2.306. Hence, the null hypothesisis rejected and the
alternative hypothesis that there is significant difference in share price before and after rights
issue if accepted. Similarly, the calculated value of t for SDBL is 3.03 and the tabulated value
of t at 5% level of significance and 8 degree of freedom is 2.306. Since the calculated valueis
greater than the tabulated value of t, the null hypothesis is rejected and hence the aterative
hypothesis that there is significant difference in share price before and after rights issue is
accepted. Thus it can be concluded that the change in share price is attributed by the rights

issue.

In the case of NSMFL, the calculated value of t is 5.19 whereas the tabulated value of t at 5%
level of significance and 8 degree of freedom is 2.306. Since the calculated value of t is
greater than the tabulated value, there is significant difference between share prices before
and after rights issue. In the case of IMEFIL, the calculated value of t i.e. 11.20 is greater
than the tabulated value of t i.e 2.306 at 5% level of significance for 8 degree of freedom.
Therefore the alternative hypothesis that there is significant difference in share price before
and after rights issue is accepted. In another case of NMBFL, the calculated value of t is
98.72 and the tabulated value of t at 5% level of significance for 8 degree of freedom is
2.306. Since the calculated value of t is greater than tabulated value of t, the null hypothesisis
rejected and the alternative hypothesis that share price decreases significantly after the rights
issue is accepted. In the case of UFL, the calculated value of t is 8.66 and the tabulated value
of t at 5% level of significance and 8 degree of freedom is 2.306. Since the calculated valueis
greater than the tabulated value of t, the null hypothesis is rejected and hence the alternative
hypothesis that there is significant difference in share price before and after the rightsissueis
accepted. Therefore it can be concluded that the change in share price of UFL was due to the
rightsissue.

Finally, the calculated value of t for SICL is 1.68 whereas the tabulated value of t for 5%
level of significance and 8 degree of freedom is 2.306. Since the calculated value is less than
the tabulated value of t, it shows that there is no significant difference in share price before
and after the rights issue. In other words, the null hypothesis that share price doesn't decrease

significantly after rights issue is accepted.
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4.7 Analysis of Data Obtained from Questionnaire

Though this study is based on secondary data, some information were collected through the

distribution of questionnaires to shareholders to make the study more effective and reliable.

Nepalese capita market is in the process of modernization but it is still underdeveloped in
comparison to capital markets of other developed countries. However now a days, peoples
response towards stock market seems to be high because of lack of better aternative
investment and due to lower interest rate. At present, stock market has been performing more
strongly than in the earlier years. It has witnessed its strength surprisingly, and this has risen
hope for sustained growth of corporate undertakings. Stock market in Nepa has been
growing gradually both in terms of turnover as well as the capital investment. To complete
the study, questionnaires were aso distributed to collect the responses of shareholders. For
guestionnaire, the researcher has distributed 50 questionnaires in total to shareholders which
were focused on different aspects of rights issue. Out of them, the researcher got the
responses of 48 respondents and their responses are tabulated and presented in Annex-7. The

analysis of responses have been presented in this section as follows:
4.7.1. Holding of Shares

All of the respondents of questionnaire are shareholders and they hold stocks of different
companies. Out of total 48 respondents, al of them hold stocks which mean that 100%

respondents are sharehol ders.

4.7.2. Familiar with RightsIssue

Respondents wer e asked whether they are familiar with rightsissue
practice or not. Out of total respondents, 95.83% i.e. 46 respondents
replied that they are familiar with rightsissue practice whereasonly 4.17%
I.e. 2 respondents said that they don’t have any knowledge about rights
issue. Thereforeit can be concluded from the responsesthat most of the
shareholdersarefamiliar with rightsissue.
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22.1.1Figure4.4: Familiar with RightsIssues

4.17%

ONo.
HEYes

95.83%

4.7.3 Desireto Buy Rights Share

Respondents were asked whether they want to buy rights share or not if their company offers
rights issue. Among 48 respondents, 97.92% i.e. 47 respondents said that they are willing to
buy rights share if their company offers them whereas only 2.08% i.e. 1 respondent denied to

buy rights share.

22.1.2Figure 4.5: Desireto Buy Rights Share
2.08%

ONo.
HYes

97.92%

4.7.4. Purpose to Buy Rights Share

Most shareholders are willing to buy rights share but the intensions and priority to buy rights
share were different. Among them, 27.08% i.e. 13 respondents said that they want to buy
rights share to increase the value of shares, 29.17 % i.e. 14 respondents want to buy rights

share to increase the number of shares, 14.58 % i.e. 7 respondents want to buy rights share to
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maintain control position in management and 29.17 % i.e. 14 respondents want to buy rights

share to increase the dividend.

22.1.3Figure 4.6: Purposeto Buy Rights Share

29.17% 27.08%

14.18%

29.17%

OTo increase value of shares B To increase number of shares
OTo maintain control position  OTo increase dividend

From the above analysis, it is found that most of the investors who want to buy rights share

are attracted to increase the value of shares, number of shares and amount of dividend.

4.7.5 Awar eness of Nepalese Investor s about Rights | ssue

Out of total 48 respondents, 10.42 % i.e. 5 respondents said that all the
Nepalese investor g/shar eholder s are well awar e about the phenomenon of
rightsissue, 33.33 % i.e. 16 respondents said that majority of them are
awar e about rightsissue and 56.25 % i.e. 27 respondents argued that very
few of them are well aware about therightsissue.

22.1.4Figure 4.7: Awareness of Nepalese Investor s about Rights | ssue

10.42%

56.25% 33.33%

O All of them B Majority of them OVery few of them
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From the above analysis, it can be concluded that very few Nepalese investors are well aware

about the phenomenon of rights issue.

4.7.6 Beneficiary of Rights|Issue

Themajor stakeholdersof rightsissue are shareholders, issuing company
and brokers. They all are somehow benefited through rightsissue.
Shareholders can buy stock at lower pricethan current market price,
Issuing company can raise capital at lower cost and of course, brokersearn
something as commission. Respondents wer e asked who benefits the most
from rightsissue. Out of total respondents, 29.17% i.e. 14 respondents said
that shareholdersarethe benefactors, 31.25 % i.e. 15 respondents said that
issuing company benefitsthrough rightsissue and 39.58 % i.e. 19
respondents said that all shareholders, issuing company and brokers
benefit from rightsissue.

Figure 4.8: Beneficiary of Rights Issue

39.58% 20.17%

31.25%

OShareholder  EIssuing Company  OAll of Them

From the above analysis, it can be said that shareholders, issuing company and brokers are all

benefited from rightsissue.

4.7.7 Impact on Stock Price after RightsIssue

Generally share priceincreases after the announcement of rights offering
till the book-close date. After the book-close date, share price should
decrease and theoretically, it should decrease to the extent of value of right.
But different opinions of respondents wer e found regarding the mar ket
price of share after rightsissue. Among them, 2.08% i.e. 1 respondent said
that share pricewill increase after rightsissue, 58.33% i.e. 28 respondents
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said that share pricewill decrease after rightsissue, 14.58 % i.e. 7
respondents said that share price shows no effect after rightsissue and 25
% i.e. 12 respondents said that they don’t know the impact on stock price
after rightsissue.

Figure 4.9: Impact on Stock Price after Rights Issue

2.08%

25.00%

14.58% 58.33%

O Share Price will Increase H Share Price will Decrease
O No Effect on Share Price ODon't Know

It is clear from the above analysis that share price will decrease after rights issue.
4.7.8. Mostly Preferred Option if rightsweretransferable

Respondents were asked what the shareholders would prefer to do if rights had been
transferable. A mix result has been obtained from the respondents. Among them, 20.83% i.e.
10 respondents said that shareholders would exercise the rights, 25% i.e. 12 respondents said
that shareholders would sell the rights, 47.92% i.e 23 respondents said that shareholders
would partially exercise and partially sell the rights, and 6.25% i.e. 3 respondents were
unknown about what the shareholders would prefer to do if rights had been transferable.

22.1.5Figure 4.10: Mostly Preferred Option
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From the above analysis, it can be concluded that most of the shareholders would partially
exercise and partially sell their rightsif rights had been transferable.

4.7.9 Investor s ar e Facing Difficulties

Respondents wer e asked whether they agree or disagreethat investorsare
facing difficulties due to the non-transferability of rightsin Nepal. Out of
total respondents, 77.08% i.e. 37 respondents agreed that investorsare
facing difficultiesand only 2.08% i.e. 1 respondent disagreed with the
statement. Remaining 20.83% i.e. 10 respondents neither agreed nor
disagreed that investors ar e facing difficulties due to non-transfer ability of
rightsin Nepal.

22.1.6Figure4.11: Investors are Facing Difficulties
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4.7.10 Adequate I nformation from Company

Questions regarding the access of reliable and adequate information for the investors from the
right issuing company were asked to respondents. Among them, 27.08% i.e. 13 respondents
said that investors get reliable and adequate information from the company regarding rights
share issue whereas 41.67% i.e. 20 respondents said that investors are unable to get such
information. Remaining 31.25% i.e. 15 respondents don’t know whether investors get

adeguate information or not.
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22.1.7Figure 4.12: Adequate I nformation from Company
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4.7.11 Current Legal Provision

Respondents wer e asked about the current legal provisionsregarding
rightsissue. Among them, only 2.08% i.e. 1 respondent said that the
current legal provision isadequate whereas 37.50% i.e. 18 respondents said
that the current legal provision is not adequateregarding rightsissue.
Remaining 60.42% i.e. 29 respondents are not clear about the current legal
provisions regarding rightsissue.

Figure 4.13: Current Legal Provision
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OAdequate OlInadequate B Don't Know

4.7.12 Cause of Under Subscription of Rights Share

In Nepalese stock market, rights are not transferable in practice though
company act has already mentioned this provision. Nepalese company act
Isalso totally silent about the allotment of under subscribed right shares.
So no full subscriptions of right shareswere found during therightsissue.
In responseto the question about under subscription of right shares,
31.25% i.e. 15 respondents said that dueto lack of knowledge of investors,
12.50% i.e. 6 respondents said that inadequate legal provision causes under
subscription, 18.75% i.e. 9 respondents said that poor promotional role of
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Issuing company causes under subscription and 37.50% i.e. 18 respondents
said that the cause of under subscription isthe poor performance of the
company.

Figure 4.14: Cause of Under Subscription of Rights Share
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From the above analysis, it isclear that the major causes of under
subscription arethe poor performance of issuing company and investors
lack of knowledge about rightsshare.

4.8 Major Findingsof the Study

From the analysis of both primary aswell as secondary data, the

resear cher finds some findings from the study, which are concerned with
theissue of rights share and itsimpact on market price of stock in the
Nepalese capital market. The major findings of the study are presented as
follows which ar e correspondences to the objectives of the study:

a. Nepalese stock market is dominated by financial sector companies; the participation
of the real sector i.e. manufacturing, hotels, etc. is quite low or negligible. And
Nepalese investors mostly prefer the Banking and Finance sectors share to invest
rather than other sectors because of their better performance and returns.

b. Nepalese capital market is narrow in terms of capital market instruments. Only
common stock, rights share and to a very little extent; preference shares, debenture
and few mutua funds are brought into practice. Contingent securities like warrants
and convertibles, option and other securities are not brought into practice.

c. Rights share practice in Nepa is in increasing trend in recent years. It contributes
53.09% in total public issue till the end of fiscal year 2064/65 which is in the largest
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position among all other instruments.

There are 103 cases of right share issues of 72 companies out of 142 listed companies
that have issued rights sharetill the end of fiscal year 2064/65.

Seti Cigarette Factory Ltd., Nepa United Co. Ltd., Nepal Bank Ltd. and Necon Air
Ltd. are the four companies that have issued rights share and are currently de-listed
from NEPSE.

Most of the right issuing companies are from the banking and financial institutions
though entire sector had already issued rights share and Nepal Share Markets &
Finance Ltd. is the company that has issued rights share for 5 timestill the date.

. At present, most of the banking and financia institutions are issuing rights share to
increase their capital base to comply with the policy directive given by NRB.

. Due to low flotation cost, easy process to collect fund and maintaining control
position in management, are also the causes to prefer rights share by Nepalese
corporate firms.

During the fiscal year 2064/65, only four sectors issued rights share; 7 Commercial
Banks, 12 Development Banks, 21 Finance Companies and 3 Insurance Companies
had issued right shares.

The contribution of rights share during the fiscal years 2064/65 was 63.68% in tota
public issue and Finance Company sector contributed the highest i.e. 47.38 % in total
rights issue during the fiscal year.

In the fiscal year 2064/65, 43 companies issued rights share amounting Rs. 6793.56
million which was the highest both in number and amount in the history of Nepalese
rightsissue.

In majority of cases, market price of share of sample companies was found increasing
till the date of book-close date except of NIC Bank Ltd. and Kumari Bank Ltd. which
were highly influenced by the downward market trend. So, it can be concluded that
share price increases comparatively with the subscription ratio till the date of book-
close date.

. Theoretically, market price of share should decrease to the extent of value of right on
and after book-close date. In majority of cases, share price also decreased after rights
issue. But share price of some companies were not found to follow the theory. Market
price of share of Nepal Share Markets & Finance Ltd. and Sagarmatha Insurance
Company Ltd. remained same showing no effect of book-close date whereas share
price of IME Financia Institution Ltd. increased even after book-close date.
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n. The theoretical and actual market price of stock should be equal after rights issue. But
only theoretical and actual market price of stock of United Finance Ltd. was found to
be equal which means that the stock was correctly priced after rights issue. Market
price of stock of Kumari Bank Ltd. was aso dlightly equa to the theoretical price
after rights issue. Similarly, market price of stock of Nepal Investment Bank Ltd. and
Development Credit Bank Ltd. were under priced after rights issue whereas stock
price of rest of the sample companies were over priced after rightsissue.

0. In maority of cases, correlation between share prices of sample companies and
market index i.e. NEPSE index were found to be positive but the magnitude of
correlation were different for different companies. The stock of NIC Bank Ltd. has
the highest positive correlation with market index and Siddhartha Devel opment Bank
Ltd. has the lowest positive correlation whereas Nepal Share Markets & Finance Ltd.
has negative correlation with market index but the correlation was relatively low.

p. While examining the result of t-statistics, calculated value of t of most of the sample
companies were found to be greater than the tabulated value of t at 5% level of
significance and 8 degree of freedom which indicates that there is significant
difference between the share prices before and after rights issue. Only tabulated value
of Sagarmatha Insurance Company Ltd. stock was greater than the calculated value of
t which implies that there is no significant difference in share prices before and after
the rightsissue.

g. Company act has not clearly mentioned the provision of legaly transferable
instrument called right and the act is not adequate regarding the issue procedure and
alotment of rights share. There is no clear and easy provision regarding the sell of
under-subscribed right shares.

r. Investors are unable to get reliable and adequate information from the issuing
company regarding the rights issue.

S. Very few Nepalese investors are al aware about the phenomenon of rights share and
they are ready to buy rights share if their company offers rights share to increase the
value of shares, to increase the number of shares and to increase the dividend.

t. Lack of provision to make rights transferable which creates difficulties to
shareholders.

u. Most of the companies are suffering from under subscription of their rights share and
the causes of under subscription are poor performance of issuing company, investors’

lack of knowledge, etc.
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v. Some investors still don’t have the knowledge about rights share and large number of

shareholders holds small number of shares and they generally ignored rights share.

CHAPTER -V

22.1.7.1 SUMMARY, CONCLUSION AND
RECOMMENDATIONS

5.1 Summary

Right offering has become one of the popular method of raising long-term fund as per the
requirement of targeted capital structure of Nepalese corporate firms. Though Nepalese
corporate firms started to issue rights share since the fiscal year 2052/53, the volume of rights
issue started to increase only after the fiscal year 2061/62. In current years, the practice of
issuing rights share in banking and financial institutions is in increasing trend to meet their
capital requirement as directed by NRB. As a result, some of the Development Banks and
Finance Companies are issuing rights share at high ratio as they have operated with low
capital. Even some of the financial institutions have issued rights share at high ratio to raise
capital required to upgrade their class category. Such issues greatly affect the market price of
stock of concerned companies. Till the end of fiscal year 2064/65, 72 companies had issued
rights share and there are 103 cases of rights issue of those companies. Nepal Share Markets
& Finance Ltd. has issued rights share for 5 times till the date whereas four companies who
had issued rights share were aready de-listed from NEPSE.
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Among the listed companies in NEPSE, 7 Commercial Banks, 12 Development Banks, 21
Finance Companies and 3 Insurance Companies had issued rights share of Rs. 6793.56
million in the fiscal year 2064/65 which contribute 63.68% in total public flotation. During
the year, Finance sector had issued the highest amount of rights share amounting Rs.3219.07
million that covered 47.38% of total amount of rights issue. Nepa Merchant Banking &
Finance Ltd. alone had issued rights share of Rs. 800 million at the subscription ratio of 1:4.
Similar amount was raised by Development Credit Bank Ltd. through rights issue by offering
rights share at 1:3 ratio. Both of the companies issued rights share at such a high ratio to raise
capital required to upgrade themselves into “A” class Commercial Bank. Though 43
companies had issued rights share during the year, al rights share were not subscribed by the
shareholders. Among the sample companies, shareholders of Nepa Investment Bank Ltd.
subscribed the highest right shares subscribing 99.65% of rights issue whereas shareholders
of IME Financial Institution Ltd. subscribed only 84.44% of rights issue.

Theoretically, after the announcement of rights issue, market price of stock used to increases
till the date of book-close date and decreases thereafter to he extent of value of right. But
while observing the market price of stock of sample companies, mix results have been
obtained. Market price of stocks of sample companies were found increasing till the date of
book-close date except the stock prices of Kumari Bank Ltd. and NIC Bank Ltd. Stock prices
of these two companies were highly influenced by the downward trend of market which
resulted the fall in stock price much before book-close date. After 10 days of book-close date,
stock prices of most of the companies were found to be decreased and stocks of those
companies were either over priced or under priced in the market but only the stock of United
Finance Ltd. was correctly priced after book-close date. Stocks of Kumari Bank Ltd. and
Development Credit Bank Ltd. were only dlightly under priced whereas the stock of Nepal
Investment Bank Ltd. was highly under priced after book-close date. But the stocks of
remaining companies were over priced after book-close date. Stock prices of Nepal Share
Markets & Finance Ltd. and Sagarmatha Insurance Co. Ltd. didn’t decrease and were traded
at the same price after book-close date whereas the stock price of IME Financial Institution
Ltd. increased instead of decreasing even after book-close date.

Generdly rights offering affect the market price of stock of right issuing companies. In
practice, not only rights offering but the movement of general market also affects the stock

price. While examining the correlation between stock prices of sample companies and market
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index, correlation between them were found to be positive in most of the cases but the
magnitude of correlation were different for different companies. The stock of NIC Bank Ltd.
has the highest positive correlation with market index whereas Siddhartha Development Bank
Ltd. has the lowest positive correlation. Only the stock of Nepal Share Markets & Finance
Ltd. has negative correlation but the correlation was relatively low. Similarly, while
examining the results of t-statistics of stock prices 10 days before and after book-close date,
calculated value of t of most of the sample companies were found to be greater than the
tabulated value of t at 5% level of significance and 8 degree of freedom. This indicates that
there is significant difference between share prices before and after rights issue which means
that the change in share prices were due to the rights issue. Only tabulated value of t of stock
price of Sagarmatha Insurance Co. Ltd. was greater than the calculated value of t which
implies that there is no significant difference in share prices before and after the rights issue.

This study has been conducted to fulfill some specific objectives. The mgjor objective of this
study is to identify existing practices of rights issue and to analyze the significant change in
stock price after announcement of rights issue. To conduct this study, ten listed companies
are taken as sample who had issued rights share in the previous fiscal year. Both primary and
secondary sources of data are used, however the study is basically based on secondary data.
Secondary data are collected from Annual Report of SEBON, Annua Report and Trading
Report of NEPSE, Annual Reports of concerned companies/issue managers, related
newspaper and magazines whereas primary data are collected through personal interviews
and distribution of questionnaire to concerned personas. To make the analysis easy to
understand, tables and figures are used to present the data and results. Statistical tools as well
as financial tools have been a so used to make the analysis more effective.

5.2 Conclusion

From the analysis of primary and secondary data, we can reach in following conclusions:

a. Right offering is still a new and emerging concept for both issuing companies and
investors in Nepal ese capital market even though its practice isin increasing trend.

b. The company act is not adequate regarding the rights share and the existing lega
provisions and policies are also not clear. So company act should be amended to make

the smooth transactions of rights share.
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Rights have not been negotiable instrument in practice till the date though company
act has aready mentioned about the transferable rights.

. Shareholders and investors are also not well aware about rights issue and its impact on
their wealth position.

Nepalese stock market is dominated by Banking and Financial sector companies and
investors also prefer the stocks of those companies rather than of other sectors
because of bonus share and rights share

Only share prices of two companies have decreased before book-close date of rights
issue whereas share prices of remaining sample companies have increased after book-
close date.

. Theoretically share price should increase after the announcement of rights offering till
the date of book-close date and decrease thereafter. But the share price movement of
all sample companies didn’t follow the theory. Share price of two companies didn’t
show any affect of book-close date and their price remain constant whereas share
price of one company increased even after book-close date. Share price movement of
remaining companies somehow follow the theory of rightsissue.

. Share price should decrease to the extent of value of right on and after book-close
date. But share price of only one company decreased by the amount of value of right
whereas share price of three companies decreased by greater amount than the value of
right and share price of six companies decreased by less amount than the value of
right.

Genera market trend also influences the movement of market price of stocks.

Most of the companies are suffering from under subscription of their rights share and
the causes of under subscription are poor performance of issuing companies, investors

lack of knowledge, etc.

5.3 Recommendations

After analyzing the data obtained from primary as well as secondary sources, the researcher

has got various findings. These findings are directly and indirectly related with the rights

issue practice, its difficulties and its impact on market price of stock. The researcher has

provided some recommendations to concerned personals, authorities and regulatory bodies.

The given recommendations, if they are implemented properly, will help us to make rights
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issue more easy, effective and efficient. On the basis of findings, the following

recommendations can be made:

a. Most of the shareholders are unknown about the rights issue, its benefits and its
impact on their wealth position. If they don’t have sufficient fund to purchase the
additional shares, they let the rights to expire. This will negatively affect their
position. So, concerned authorities such as issuing companies, issue managers,
SEBON, NEPSE, etc. should organize and launch various programs to increase the
awareness about rights issue and its aspects.

b. Right issuing companies should also play promotional role for full subscription of
rights share because there exists large number of rights share not subscribed by the
existing shareholders. They should bring awareness programs to general investors
through interaction, advertisements, video conferences, seminars, trainings,
workshops and radio talks.

Cc. Nepaese securities market is heavily regulated and controlled by company act
regarding the issue of securities. Company Act 2063 is still not clear about the
procedure and mechanism of rights issue though it has mentioned about the
transferable right. So it should be amended and should make a clear provision of
transferable right. If this amendment is made, the problem of under subscription will
be solved to some extent. It protects the dilution in wealth of shareholders and also
enhances the dimension of security market.

d. Before the announcement of rights share, an issue prospectus is prepared and
circulated to the existing shareholders. But during the analysis, it has been found that
unrealistic income statement is published. This kind of unrealistic publication
misleads the shareholders to irrational decision and they become frustrated if they
know the fact. So, SEBON and Office of Company Registrar should approve only to
publish realistic prospectus of income statement.

e. During analysis, it is found that the share price behaviour of all sample companies
does not follow the theory of rights issue. One major cause for this is the poor
performance of issuing company. So the rights issuing company should improve their
image to make the shareholders safe and confident.

f. Company Act 2063 is not clear regarding the allotment of rights shares which are not
subscribed by the existing shareholders. The current practice is to distribute them

among the employees of respective companies but this violates the essence of theory
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of rights share. So company act should be amended to make clear provision regarding
the issue of rights share and subsequent allotment of rights share.

. From the study, it is found that one of the critical factor that affects the share price
and subscription is the ex-right date i.e. book-close date. This date is very important
as investors who purchase shares on and after that day are unable to purchase
additional shares. So, right issuing companies should set the proper book-close date so
that every shareholder can purchase the additional sharesissued by them.

. Shareholders and investors aso used to rush behind market rumours and purchase
shares at high price only to get rights share without analyzing the financial conditions
and future prospects of the issuing companies. So investors should be well aware

themselves before investing in stocks by analyzing the company in detail.
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