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CHAPTER - |
INTRODUCTION

1.1 Background of the Study

It is argued that the financial sector is a lifeliof all economic activities. The financial

sector in itself is just one economic pursuit whilshves on financing to other economic

activities. Just like every economic activity itsheo use resource efficiently on the one
hand and market its product/services on the othed hacross the range of customers
outreach and affordability. Financial business rigssing national boundaries and has
encompassing the global spectrum these days. G&tabah of the financial sector has

installed further threats and opportunities to iovar the level of services offered by

these institutions.

Development in the financial term is the efficifloiv and generation of the funds in the
most productive sectors. The nation having effectinds collection from nooks and
corners of the country and investing in the proshecareas are the economic heroes at
the present scenario. European and the Americamoaues are the best example of this
argument. Besides it, security against risk is &l concern while making investment.
Thus the very basic and important elements for rarestment are fund as well as

security.

As the Nepalese economy is in developing phasen swrder to speed up the pace of
development, financial sectors have crucial roldsey can pool scattered savings for
capital formation. The public investors are int&zdsto invest their savings in the

common stocks of the financial institutions. Aseault such institutions' shares are being

traded among the investors in secondary marketrger volume every day.

Every business enterprise requires short termynrgdiate term and long term capital
funds for the smooth operation and expansion o&miggtional activities. Among such
funds - long term funds are highly significant fature growth and prosperity. Most of

the organisations generate these types of funds froancial market. The purpose of
1



financial market in an economy is to allocate sgsigfficiently during the period of time
a day, a week or a quarter to parties who use fiodsvestment in real assets or for
consumption. (Vanhorne, 2000) Financial marketdlifaie the transfer of funds from
savers to those who wish to invest in capital go&dgancial markets can also be defined
as the centers or arrangements that provide fasilfor buying and selling of financial
claims and services. They enable individuals tooskamore effectively between current
and future consumption. Borrowing enables to coresumore whereas lending enables
them to postpone consumption. Further the intevadtietween buyers and sellers in a
financial market determines the price of the aseetslternatively the return demanded
by investors to invest in the company. Firms rdigéher capital if the return on their
investments exceeds the return demanded by ingesibe financial markets provide
liquidity to investors. Again financial markets cadiscipline underperforming
managements; the prevailing stock price of a compafiects the opinion of all market

participants regarding the outlook for the compangler current management.
In short, financial market refers to money makked capital market.

Money market refers to short term financial asssskets, which facilitate liquidity and
marketability of securities. The fluctuation of negnmarket interest rates reflects the
demand and supply of funds in competitive markdte Tevelopment of an efficient
money market requires the development of instiigjoinstruments and operating
procedures that facilitate widening and deepeninth® market and allocation of short
term resources with minimum transaction costs aminmum of delays. Thus money

markets are the markets for short term highly tiqiebt securities (Pandey; 1997: 421)

Capital market facilitates the allocation of fundstween saver and borrowers, this
allocation will be optimum if the capital marketshefficient pricing mechanism. If the
capital market is efficient the current share @ioé companies fully reflect available
information and there is no question of share beinder priced or overpriced. Capital
market is mainly concerned with those private sgwinndividuals as well as corporate,

those are turned into investments through new a&hgisues and also new public loans
2



floated by government and semi government bodrethd capital market demand comes
from agriculture, industry, trade and governmentievbupply comes from the individual
or corporate savings institutional investors andplsis of governments. The saving
institutions like banks, investment companies, gbeed financial corporations and

stock exchanges are some of the important constguwd capital market.

Investment is defined simply to be the sacrifice cofrent consumption for future
consumption whose objective is to increase futuealth. The general principle is that
the investment can be retired when cash is neddezidecision to investment now is a
most crucial decision as the future level of weadtimot certain. Time and risk are two
conflicting attributes involved in the investmermicgsion. Broadly investment alternatives
fall into two categories, real assets and finanasdets. Real assets are tangible while
financial assets involve contracts written on pseoé papers such as common stocks,
bonds and debentures.

It is always discussed that the participation o fhrivate sectors plays even more
important roles for the economic development. Bidgpal has not been able to achieve
the desired income so far which is due to the pgital market situation of the nation
and due to the late initial stage of modem econo@gpital market generates and
liquidates the security as per the requirementit3® the reason, extension of capital
market is only the way to productive mobilizatioh the funds. But unfortunately,

Nepalese capital market do not hasogfht communication network even today.

Financial assets are bought and sold in organieedrigy markets. Organized security
markets exist to facilitate the exchange of finahassets. Specialized markets may also
exist to deal in specific type of securities suchb®nd markets, stock markets and
government bond markets. In Nepal, Stock Exchaimggeld is the only organized stock

market facilitating the trading of corporate seties, mainly common stocks.

When security exchange center converted into Nsgfoek exchange (NEPSE) in 1993,

the objective of this institution became; to impfvee marketability and liquidity to the

3



government and corporate securities by facilitagngansaction in its only trading floor

through market intermediaries i.e. brokers as aghlnarket makers.

Economic development depends upon developmenteimatBa of industrial, financial,
agricultural and social services, which requiregehamount of investment. Financial
sector is a medium through which scattered saviagd investable resources are
converted into actual investment. Financial se@mvides sufficient funds through
issuing share capital, debt capital, granting shenn and long-term loans. But the
required knowledge towards the financial activitisslacking in our country. Even

educated people do not know about financing andsting activities.

The capital market is also regarded as the finhnesaket and the security market. It is
the market where financial assets having a timmaturity of typically more than one

year are traded. Organized stock exchanges, oeecdbnter market, third market and
fourth markets are the major capital market. Capitarket is the mechanism designed to
facilitate the exchange of financial assets by dg buyers and sellers of securities

together.

The Principle of Risk

The treatment of risk in the CAPM refines the nosiof systematic and unsystematic
risks developed by Harry M. Markowitz in the 1950ssystematic risk is the risk to an
asset’s value caused by factors that are speaifentorganization, such as changes in
senior management or investment portfolios. Formgte, specific senior employees may
make good or bad decisions or the same type osiment utilized may have different
reliabilities at two different portfolios. In gerar, unsystematic risk is present due to the
fact that every company is endowed with a uniquiciion of assets, ideas, personnel

,etc., whose aggregate productivity may vary.

A fundamental principle of modern portfolio theoig/ that unsystematic risk can be
mitigated through diversification. That is, by hiolg many different assets, random

fluctuations in the value of one will be offset bpposite fluctuations in another. For

4



example, if one company makes a bad policy decistsnost customers will go to a
different company establishment offering similarrvgees. The investor in both
companies will find that the losses in the formmereistment are balanced by gains in the

latter.

Systematic risk is that which cannot be removediivgrsification. The risk represents
the variation in an asset’s value caused by unptaide economic movements. This type
of risk represents the necessary risk that ownfeasfiom must accept when launching an
enterprise regardless of strategies or executivityaba firm’s profitability will be

influenced by economic trends.

As explained by Walter (1993), the banking businesa business of managing risks.
Although the exact meaning of risk depends on thaext, the term generally refers to
the possibility of a loss or other undesirable oate. The economist Knight (1921)
makes an important distinction between risk andetmmty. According to this
interpretation, risk pertains to situations whet®e tdecision maker can assign
mathematical probabilities to the randomness whiels faced with whereas uncertainty
refers to situations in which this randomness canbe expressed in terms of
mathematical probabilities. Keynes (1973) illusgtgathis distinction by noting that the
outcome of a game of roulette is risky but not utage. In contrast, the prospect of war
is uncertain because there is no scientific basiswhich to form any calculable
probability. Since risk has such a profound impactsociety, proper measurement and
management of risk are of crucial importance fasneenic growth and technological

progress. These intricate tasks are further coglecby the dynamic nature of risk.

This thesis is about the measurement of risk ahdref the selected banks. While the
importance of risk in games of chance was alreadggnized centuries ago, the concept
was not applied to stock markets until Harry Markawleveloped his portfolio selection
theory in the 1950s, for which he received the “BldPrize in Economics” in 1990 (joint
with William Sharpe and Merton Miller). MarkowitZ1952) argues that investors will
only hold mean-variance efficient portfolios, whicheans that the portfolios should

5



maximize expected returns for a given level of.riBke key element of portfolio theory
is the concept of diversification which says thed tisk of a portfolio can be reduced by
allocating wealth across different stocks as losgtheeir prices do not move together
perfectly. The risk of a portfolio, measured by igturn variance, therefore not only
depends on the variances of the individual stockghe portfolio, but also on the
covariance between these securities. In fact, Isecad diversification, the portfolio

variance is more dependent on these covariance téan on the individual risks.

1.2 Profile of the Sample Banks

a. NABIL Bank Limited
Nabil Bank Limited, the first foreign joint ventutgank of Nepal, started operations in
July 1984.Dubai Bank Limited was the initial foreign Jointntare partner with 50
percent equity investment. Later on, the shareseowsy Dubai Bank Limited (DBL)
were transferred to Emirates Bank International itedy Dubai by virtue of its
annexation with the later. The bank is managed tyr&es Bank International Limited
in accordance with the Joint venture and Techriiealices Agreement between Nepali
promoters and Dubai Bank Limited. Nabil was incogted with the objective of
extending international standard modern bankinyises to various sectors of the
society. Pursuing its objective, Nabil provides Wl fange of commercial banking
services through its 47 points of representationsacthe kingdom and over 170 reputed

correspondent banks across the globe.

Nabil, as a pioneer in introducing many innovagpreducts and marketing concepts in
the domestic banking sector, represents a milestotiee banking history of Nepal as it
started an era of modern banking with customesfsation measured as a focal objective

while doing business.

Operations of the bank including day-to-day operati and risk management are
managed by highly qualified and experienced managémeam. Bank is fully equipped

with modern technology which includes ATMs, crediards, state-of-art, world-
6



renowned software from Infosys Technologies Systamglore, India, Internet banking

system and Telebanking system.

(b) Standard Chartered Bank Nepal Ltd.

Standard Chartered Bank Nepal Limited has beeméanadion in Nepal since 1987 when
it was initially registered as a joint-venture cgtésn. Today the Bank is an integral part
of Standard Chartered Group who has 75% ownershipa company with 25% shares
owned by the Nepalese public. The Bank enjoys taris of the largest international

bank currently operating in Nepal. Standard ChadeGroup employs almost 75,000
people, representing over 115 nationalities in o¥@rcountries in the Asia Pacific

Region, South Asia, the Middle East, Africa, theitdeh Kingdom and the Americas. This

diversity lies at the heart of the Bank's valued aopports the Bank's growth as the

world increasingly becomes one market.

With strong organic growth supported by stratediiarsces and acquisitions and driven

by its strengths in the balance and diversity sflitisiness, products, geography and
people, Standard Chartered is well positioned & dmerging trade corridors of Asia,

Africa and the Middle East.

An integral part of the only international banki@goup currently operating in Nepal, the
Bank enjoys an impeccable reputation of a leadingntial institution in the country.

With 19 points of representation and 23 ATMs actbgsKingdom and with around 425
local staff, Standard Chartered Bank Nepal Ltdinig position to serve its customers
through a large domestic network. In addition tachhthe global network of Standard
Chartered Group gives the Bank a unique opportutatyprovide truly international

banking in Nepal. Standard Chartered Bank Nepalteohoffers a full range of banking
products and services in Wholesale and Consumekirizancatering to a wide range of
customers encompassing individuals, mid-marketllocogporate, multinationals, large
public sector companies, government corporationines, hotels as well as the DO

segment comprising of embassies, aid agencies, NGam INGOs.

7



The Bank has been the pioneer in introducing 'cnstdocused’ products and services in
the country and aspires to continue to be a leadentroducing new products in

delivering superior services. It is the first BankNepal that has implemented the Anti-
Money Laundering policy and applied the 'Know Ydustomer' procedure on all the

customer accounts.

(c) Nepal Investment Bank Limited

Nepal Investment Bank Ltd. (NIBL), previously Nepaidosuez Bank Ltd., was
established in 1986 as a joint venture between lepand French partners. The French
partner (holding 50% of the capital of NIBL) wase@it Agricole Indosuez, a subsidiary

of one the largest banking group in the world.

With the decision of Credit Agricole Indosuez tovelt, a group of companies

comprising of bankers, professionals, industrialishd businessmen, has acquired on
April 2002 the 50% shareholding of Credit Agricafelosuez in Nepal Indosuez Bank

Ltd.

The name of the bank has been changed to Nepadtineat Bank Ltd. upon approval of
bank’s Annual General Meeting, Nepal Rastra Bartk@ompany Registrar’s office with

the following share holding structures

= A group of companies holding 50% of the capital

= Rashtriya Banijya Bank holding 15% of the Capital.

= Rashtriya Beema Sansthan holding the same pereentag

= The remaining 20% being held by the General Pylllich means that NIBL is
a Company listed on the Nepal Stock Exchange).

We believe that NIBL, which is managed by a teamea&perienced bankers and
professionals having proven track record, can ofter what you're looking for. We are
sure that your choice of a bank will be guided agnhother things by its reliability and

professionalism.



1.3 Statement of the Problem

Making investment is sometimes profitable and keslsy and sometimes less profitable
and more risky. Choosing the best alternative, whiegre are number of similar
investment alternatives, is even more difficult.j@very investment is not safe. All the
investment has certain level of risk. The fundamergsue is how to select the best
combination of risk and return to maximize the weaf shareholders. The tough part of
the decision making under uncertainty is decidirogv hmuch extra return should be
required to accept a measurable risk. Every investndecision is based on past
experiences for the future expectations. It is gbvaot possible to predict perfect
forecast for the future incident. All investmentii#ons carry a degree of risk along with
return. So in this case proper analysis of pastiB®f the market and future expectations

are only the base of rational investment decision.

In Nepal, the listing of shares in NEPSE and thraiding in the stock market is a recent
phenomenon. A low trading volume, absence of psifesl brokers, early stage of
growth, limited movement of share prices, and kaiitnformation available to investors
characterize the Nepalese stock market. A numbereséarches are available on
government owned public enterprises but researohesenterprises whose stocks are
listed in NEPSE and traded in stock market aregy&ome up in Nepal. Viewed in this
way this study is expected to provide at least somige into application of CAPM in
Nepal. Most of the investors are even unknown alibat stock market. Some are
claiming that the financial institutions, intermades and brokers are cheating them. It
arise a gquestion whether Nepalese investors makie itivestment by studying the
market and risk return status of the securitieg tiwose or they just gamble to make the
profit. The price of stock is very much sensitineai free market economy. Many factors
affect the value of stock directly or indirectlyiskR associated with the return should be
analyzed before making any investment. Whether s$heck prices of Nepalese

commercial banks are correctly priced or not istie@oaspect of the study.



Nepalese stock market has experienced a noticgedth during last decade. However,
market has confronted many difficulties. Even, stees have difficulties in choosing the
best securities and create a well-diversified pdidf The brokers misadvise them. They
only see market price while making investment. Ty not analyze risk factors
associated with the return. In most cases, thee lmnsidered stock market as an
important gambling place to make fortunes overnigithout considering how such

irrational behavior can put them possibly into ¢geedoss.

To invest in stock one should know what the aceuptice of stocks is. For this, the
theoretical as well as market condition should bwwn clearly and about the
determinants of the stock price. According to theoty, stock price in market is guided
by the intrinsic value, which is calculated withetimputs- dividend, required rate of
return of investors and growth in dividends. Thecktprices are assumed to remain in
security market line. And if it is not so, theyistr towards this line and come to the
equilibrium. If the expected rate of return fronoct and required rate of return is not
equal in such case the price of stock may be oxieeg or under priced. Hence, the
location of the expected return may lie above dowethe security market line. The
stocks firstly traded in the primary market by thguing corporation and these securities
are traded in the secondary market by the investogsthe stockholders. Since common
stock do not guarantee for dividend and capitah,gaineeds courage to invest on it. For
the guarantee of return a proper analysis of rigk r@turn should be performed of the
prevailing market atmosphere.
However, the research study seeks answer to tloaviobs:
* How can risk and returns be determined in selelotetks of Nepal? Do the banks
with higher mean expected returns have higher?isks
* What is the nature of capital gain yields and divid yields in Nepalese Stock
Market? How do they involve over a period of time?

* What are the realized rates of return in NepalésekSMarket?
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* What is the market return in Nepal? What are tlg@ired rates of return based on
CAPM for the selected banks of Nepal? How can CA€tdMation be estimated
for the selected banks?

* How can beta be estimated in the selected bankdephl? How can they be
compared across different selected banks?

 What are the required rates of return and expertss of return in selected
Nepalese commercial banks? How can they be confpared

» How can a total risk be partitioned into systemaiid unsystematic risks in
Nepalese banks? How can they be computed and cedipar

* What is risk diversification? How can risk be disiied?

» Is it better to invest only in single stock ordthetter to make a portfolio?

1.4 Objectives of the Study

The primary objective of this research is to sttitg application of CAPM in context of
Nepal. This is because anticipation of risk andrrets the serious concern for any sort of
investments. Apart from the primary objective, e¥sb paper will also specify the
systematic measures of analyzing the risk and metwirinterpret the present status of
commercial banks of the country. Statistical amhfiicial tools shall be used for the

purpose of meeting the objectives. The major objestof the study are:

» Assess the present status of portfolio manageniesgnople commercial banks in
terms of risk and return

* To see therisk and return of selected banks

 To compute and analyze capital gain yields andddivil yield of the selected
banks

* To compute and analyze beta and CAPM equatiorth®telected banks

* To compare the required rates of return with etqrecates of return

» To see covariance and correlation between then®tof stocks of commercial

banks
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* To see systematic and unsystematic risks of tleeteel banks
« To evaluate the common stock of listed commedeaiks in terms of risk and

return.

1.5 Limitations of the Study
The study holds some methodological and conceptogétions. In addition, inadequate
coverage of industries, time taken, reliabilitystétistical tools used and other variable,

are few other things which are not included inghely.

Major limitations however, are mentioned below:
* Risk and return of only common stock is considered.
* The study incorporates data from past 6 years.
* The study area is limited to three commercial baorky.
* The study has been conducted within a short perididne.
» Variation in data published from different sourtike NEPSE and company itself
has been a major limitation.
* The study is based in the secondary data such ragkreport of the selected

companies other related journals, previous thesgjazines, books etc.

1.6 Significance of the Study

This study is a basic research on the applicatibifCAPM in context of Nepal. It
provides the framework of minimizing the risk by@sting in different alternatives. The
research study will give correct information abdugpalese stock market and may
contribute to the analytical power of the investolshelps to find out the expected rate
of return and the required rate of return on eaamtiqular company by considering the

year end price and the dividend yield.

The study provides us the knowledge about divalséi risk and undiversifiable risk
associated in the investment decision with the bélgifferent statistical tools. CAPM is

the basic study criterion which helps us to find e valuation of the stock through beta
12



coefficient and required rate of return. The felktt of this model has been presented in

further chapters.

In this way the study gives the entire knowledgeuatthe concept of risk and return and

the application of CAPM model.

1.7 Focus of the Study
The study is basically focused upon the comparatp@ication of capital assets pricing
model in commercial banks of Nepal. Out of 32 comunad banks only three commercial

banks are taken for the purpose of comparison @bdsis of CAP Model.

The research is done using various statisticakttml the analysis of risk and return of

the selected commercial banks.

The study focuses on the following research:

* It helps to find out and compare the expected oatesturn and required rate of
return of the selected companies.

* It helps to find out the standard deviation of ieéected companies and compare
the variability of these organizations.

* It helps in measuring the risk per unit of returnieth provides a more meaningful
basis for comparison when the expected return eitvtb alternatives is the same.

* It helps to partition the total risk of the indiual stock into diversifiable and
undiversifiable risk.

» It helps in the valuation of stock through betaffioent and required rate of
return.

» It enables us to diversify the risks by investingarious stocks.

13



1.8 Organization of the Study
The study has been organized into five chapters) eavoted to some aspects of the
CAPM in Nepal. The rationale behind this kind ofjyanization is to follow a simple

research methodology approach. The titles of e&tiiese chapters are as follows:

Chapter One, Introduction
It is the introductory part of the study. As alrgadentioned, this chapter described the
major issues to be investigated along with the aibjes and scope of the studihe

limitation of this research work is also includedhe chapter.

Chapter Two, Literature Review
This chapter is devoted to theoretical analysis lamef review of related and pertinent
literature. It includes a discussion on the congglptramework and review of the major

studies.

Chapter Three, Research Methodology
The research methodology employed in the studyeicribed in chapter three. This
chapter deals with the nature and sources of diatapf the selected companies, the

model of analysis of the study.

Chapter Four, Presentation & Analysis of Data
The fourth chapter deals with the presentation andlysis of dataBasically the

descriptive analysis is done for this research work

Chapter Five, Summary & Conclusion

Lastly summary and conclusions of the study aregmeed in chapter five. This chapter
presents major findings along with other empirieaidences. It also offers several
avenues for future research. The exhibits anddgbdiphy are incorporated at the end of

study

14



CHAPTER I
REVIEW OF LITERTURE

2.1 Conceptual Framework
Various writers have defined the theoretical aspdatisk and return in various ways
which are taken into consideration in this chamed main focus is given to the

application of capital assets pricing model inltaaking sectors of Nepal.

2.1.1 Concept of Return and Risk
There are different motives for investment. The npeminent among all is to earn a
return on investment. However, selecting an investnon the basis of return is not
enough. The fact is that most investors investrtheads in more than one security
suggest that there are other factors, besidesnyetund they must be considered. The
investor not only like return but also dislike riso what is required is:

i. Clear understanding of what risk and return are,

il. What creates them, and

iii. How can they be measured?

Return

The return is the basic motivating force and thmgypal reward in the investment
process. The return may be defined in terms ofe@)ized return, i.e., the return which
has been earned and (ii) expected return, i.e.,réhn which investor anticipates
earning over some future investment period. Theeetgu return is a predicted or
estimated return and may or may not occur. Thezezhlreturn in the past allow an
investor to estimate cash inflows in terms of davd, interest, bonus, capital gains, etc,
available to the holder of the investment. Thenetan be measured as the total gain or
loss to the holder over a given period of time aral be defined as a percentage return
on initial amount invested. With reference to irtwesnt in equity shares, return consist
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of the dividends and the capital gain or loss attitme of sale of these shares. (Bhattarai;
2010:115)

Risk

Risk in a financial analysis is the variability idturn. Risk in investment means, future
returns from an investment are unpredictable. Taecept of risk may be defined

as the possibility that the actual return may netsame as expected. In other
words, risk refers to the chance that the actuadarne (return) from an investment will

differ from an expected outcome. With referenca trm, risk may be defined as the
possibility that the actual outcome of a financii@cision may not be same as
estimated. The deviation between the expected endlaeturn brings variability in the

return and the variability is termed as risk. Thghler the deviation between expected
and actual return, the higher will be the risk. sIRiin other words, is defined as
uncertainty of returns and if there is certaintgréhis no risk at all. Risk and return in
investment go together and without risk no moreirretcan be expected.” (Bhattarai;
2010:120)

An activity in which an entity puts some financi&@sources with an expectation of
amplified returns is known as investment activigr any investment the major concern
for investors is always the “return”. But as we knthat the return is a function of the
future and the future is always uncertain so one maver be sure about the returns

associated with some investment.

2.1.2 Types of Risk
The different types of risk can be classified ungey main groups, viz,

Systematic risk

Unsystematic risk
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Types of Risk

| }

Systematic Risk Unsystematic Risk

» Uncontrollable by an organization eControllable by an organization

e« Macro in nature e Micro in nature

2.1.2.1 Systematic Risk

Systematic risk is due to the influence of extefaators on an organization. Such factors
are normally uncontrollable from an organizatiopsint of view. Systematic risk is
macro in nature as it affects large number of dmgdion operating under a similar
stream or same domain. It cannot be planned byganzation. Types of systematic risk
are:

I. Interest Rate Risk

It is the potential variability of a return causkey changes in the market interest rates.
Market interest rate influences the value of aretaasd hence its return. If the market
interest rate rises, the value of an asset wilkebese. A higher interest rate means a
higher discount rate and a higher discount ratseaudower present value of any asset.

Interest rate risk is further classified as:

* Price Risk

* Reinvestment Rate Risk
ii. Market Risk
Market risk is associated with consistent fludtuad seen in the trading price of any
particular shares or securities. That is, it igsk that arises due to rise or fall in the
trading price of listed shares or securities ingteck market. The market risk is further
classified into the following types:

* Absolute Risk
17



* Relative Risk

» Directional Risk

* Non- Directional Risk
* Basis Risk

» Volatility Risk

iii. Purchasing Power or Inflationary Risk

Purchasing power risk is also known as inflati@k rilt is so, since it originates from the
fact that it affects purchasing power adverselflation erodes the purchasing power of
the rupees and increases the investment risk. hibisdesirable to invest in securities

during an inflationary period. The types of puraghggower or inflationary risk are:

« Demand Inflation Risk

* Cost Inflation Risk

2.12.2 Unsystematic Risk

Unsystematic risk is due to the influence of ingrfiactors prevailing within an
organization. Such factors are normally controbablom an organization’s point of
view. Unsystematic risk is micro in nature as feafs only a particular organization. It
can be planned, so that necessary actions carkée Ibg the organization to mitigate the

risk. The types of unsystematic risk are:

i. Business or liquidity Risk
Liquidity risk is associated with uncertainty cregtoy the inability to sell the investment
quickly for cash. The return variability will inaee if price discounts and sales
commission are to be given in order to liquidateessin time. The less the liquidity, the
greater will be the risk. So, two, factors- priceldime are associated with liquidity. It is
further classified into two types.

» Asset Liquidity Risk

* Funding Liquidity Risk
18



ii. Financial or Credit Risk
The risk arises due to the change in capital stracbf an organization. The capital
structure mainly comprises of three ways by whiafds are sourced for projects, which
are: owned funds, borrowed funds, and retainediregsn Financial risk is further
classified into following types.

» Exchange Rate Risk

* Recovery Rate Risk

* Credit Event Risk

* Non-Directional Risk

* Sovereign Risk

* Settlement Risk

iii. Operational Risk
Operational risks are the business process rigksgfaue to human errors. This risk will
change from industry to industry. It occurs dudteakdowns in the internal procedures,

people, policies and systems. The operational issfurther classified into following

types.

* Model risk
» People risk
* Legal risk

* Political risk

ousce: www.scribd.com
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TYPES OF RISK

Systematic Risk Unsystematic Risk
- Uncontrollable by an organisation - Controllable by an organisation
- Macro in nature - Micro in nature
4 ll 1 1 4 ! A
Interest Rate Market risk Purchasing Power/ | |Business Risk /| | FinancialRisk /| | Operational
Risk | \ Inflationary Risk | | Liquidity Risk J Credit Risk Risk
A A
e g Demand Asset Liquidity| | | Exposure Rate .
Price Risk = |~ Absolute Risk Inflation Risk Risk Risk +~< ModelRisk
Reinvestment | | | e Ri Cost Inflation Funding || | RecoveryRate| | | ;
Rate Risk Relative Risk Risk Liquidity Risk Risk People Risk
= : Credit Event :
~ Directional Risk ﬂ Rk | LegalRisk
o Dancteusl ~ Soverign Risk | - Political Risk
4 BasisRisk ‘- Settlement Risk

‘= Volatility Risk

Fig 2.1 Types of Risk

Sourcewww.scribd.com

2.2Relation between Risk and Return

Investors are generally risk averse. This implies tisky investment must offer higher
expected return than less risky investment in otd@nake the people buy and hold them.
The risk aversion attitude of investors portfolledory was developed and being very
important subject in the field of finance. Any iwmiual investment may differ
substantially from the adverse risk and returnigtes. That is why it is prudent to
investigate any assets before investing. (Frad€81: 560)

The relationship between the risk and return icidiesd by investors’ perception about
risk and their demand for compensation. No investil like to invest in risky assets
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unless he/she is assured of adequate compensatitrefassumption of risk. Therefore it
is the investors required risk premiums that eshld link between risk and return. In a
market, dominated by rational investor higher sk command by relationship between
risk and risk premium. (Lorie et al. 1983:103) de8 the observe difference in both the
levels and variability of the rates of return asrosecurities are indicative of the

underlying risk return relation in the market.

Fig. 2.2Relation between risk and return

01 02 03
Risk
The figure represents a higher premium for higlhet in a linear fashion indicating a
premium of (R-Ry) for o1 degree of risk (RR¢) for o, degree of risk and so on. The
assumption oflinear relationship states the risk premium inceeas decrease in
proportion to a change in level of risk; Bands for return on risk free security. The
partial interest is the difference in rates of retacross securities, since they provide
valuable clues to the market’'s trade-off betweaksriand return scientific progress in
any field depends on accrues measurement. Manyumegasnts are interesting in them,
by their most important scientific role is to tebie validity of theory. Since most
financial theory is focused on an explanation &f féwel, structure and behavior of rates
of return, their accurate measurement is esseiitilie theory is to be tested and

improved.
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"Rational investors would agree that an investrsemgtjuired return should increase as
the risk of investment increase. Most investors ld@lso agree how the expected rate of
return should be calculated." (Cheney and Mos@85141).

2.3 Measurement of Risk

"The measurement of risk has always been a suligectiebate. This disagreement
primarily stamps the various ways investors peeiiisk.” (Cheney and Moses; 1995:
40). Financial analysts and statisticians prefeuge a quantitative risk surrogate called
the variance of return.

2.3.1 Standard Deviation (©) and Coefficient of Variation (C.V)
Standard deviation means a measure of the tightoessriability of a set of outcomes.
In other words, standard deviation is the squaoé ebthe variance of the rates of return.
“The variance of an asset's rates of return eqtedssum of the product of squared
deviation of each possible rate or return fromekpected rate of return multiplied by the
probability that the rate of return occurs" (Franci991: 568). The standard deviation
can be expressed mathematically as:

a:Ji A(R -R)? = Var(R)

A standard deviation can sometimes be misleadingpmparing the risk or uncertainty
surrounding alternatives if they differ in size. ddjust for the size or scale, the standard
deviation can be divided by the expected returcdmpare the coefficient of variance
(C.V.) "If risk is measured by the standard dewaiathen risk per unit of expected return
can be measured by the coefficient of variatio’V(IC'(Cheney and Moses; 1995: 41)

Coefficieftvariation (C. V) = <

R
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"If rate of return should increase as the riskéase, the C.V. provides a quick summary
of the relative trade-off between expected retunth @sk.” (Cheney and Moses; 1995:43)
"The relative measure of dispersion based on stdndiaviation is called coefficient of
variation. It measures the risk per unit of retufimne larger the C.V., the larger the
relative risk of the investment." (Pant and Chaugh2055:118)

2.3.2 Beta Coefficient
The beta coefficient), a measure of systematic risk, can be calculasig following

formula:
Beta Coefficiengij = COVim/om?
Where, COW = covariance between the return of an individuattaaed market return

GM2 = variance of the market returns.

2.4 Portfolio Analysis

“An investor wants to minimize the risk of investmiend maximize return but it is not
possible by investing in single asset. He/she néedsvest in two or more securities.
This collection of securities is called portfoligBhattarai; 2010:136)

The portfolio analysis begins where the securitalgsis ends and this fact have
important consequences for investors. "Portfoliekich are combination of securities,
may or may not take on the aggregate charactevisfitheir individual parts”. (Bhalla,;
2000: 47) Investment position is undertaken withlgef earning some expected rate of
return. Investors seek to minimize inefficient daions from this expected rate of return.
Diversification is essential to creation of an @#nt investment because it can reduce the

variability or returns around the expected return.

According to Francis, the portfolio manager seelgffgient investments works with two
kinds of statistics- expected return statistics gkl statistics. The expected return and

risk statistics for individual assets are the exmgesly determined input analyzed by the
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portfolio analyst. The objective of portfolio ansly is to develop a portfolio that has the
maximum return at whatever level of risk the ineesteems appropriate. All information
available to the securities analyst is supposededosummarized in the risk return
statistics describing the investment candidatasn@is; 1991: 564) Investors rarely place
their entire wealth in a single asset rather thanstruct a portfolio. Portfolio is simply an
investment made on two or more than two securifRestfolio analysis considers the

determination of future risk and return in holdwagious blends of individual securities.

"Diversification is essential to the creation of aefficient investment because it can
reduce the variability of returns around the expeceturn”. (Francis; 1991; 570)
There are two broad sources of uncertainty. Tits¢ i due to overall market risk-change
in nation's economy, tax reforms act a change iddaenergy situation, business cycle,
the inflation rate, interest rates, exchange rated so forth. None of these macro
economic factors can be predicted with certaintyese risks affect securities affects
overall and consequently, cannot be diversified yavaven the investors who hold a
well-diversified portfolio will be exposed to thigpe of risk. The second risk component,
however, is unique to a particular company beirtgpendent of economic political and
other factors that affects securities in a systemamanner. By diversification
unsystematic risk can be reduced and even elimdndteliversification is efficient.
Therefore, not all of the risk involved in holdireg stock is relevant, part of it can
diversified away.

Fig. 2.3 Unsystematic and Systematic Risk
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Unsystematic risk is reduced at a decreasing oatartds zero as more randomly selected
securities are added to the portfolio. "Variouslss suggest that 15 to 20 stocks selected
randomly are sufficient to eliminate most of thesystematic risk of a portfolio. Thus a
substantial reduction in unsystematic risk can tleieved with a relatively moderate
amount of diversification". (Van Horne; 1998: 69)

2.5 Capital Asset Pricing Model (CAPM)

The most important aspect of risk is the overak wf the firm as viewed by investors in
the marketplace. The overall risk significantlyeaffs investment opportunities and even
more important, the owners' wealth. The basic théloat links together risk and return
for all assets is commonly called the capital apsetng model (CAPM). In other words,
CAPM is model that provides framework to determiine required rate of return on the
assets and indicates the relationship between eghgnr and risk of the assets. The
required rate of return specified by CAPM helpsveduing an asset. One can also
compare the expected (estimated) rate of returrassets with its required rate and
determine whether the assets are fairly valuednd®g 1997: 96). "CAPM is an
equilibrium assets pricing theory that shows tlpitildrium rates of expected return on
all risky assets are the function of their covacmmith market portfolio." (Jaffe; 1998:
893)

The CAPM is a model for pricing an individual satuior a portfolio. For individual
securities we make use of the SML and its relatiioexpected return and systematic risk
(beta) to show how the market must price individgedurities in relation to their security
risk class. The SML enables us to calculate thearéwo-risk ratio for any security in
relation to that of the overall market. Therefosten the expected rate of return for any
security is deflated by its beta coefficient, tsvard —to-risk ratio for any individual
security in the market is equal to the market rearrisk ratio.

Moreover, It is an economic model for valuing stmckecurities, derivatives and/or

assets by relating risk and expected return .CABNdased on the idea that investors
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demand additional expected return (called the pigmium)if they are asked to accept
additional risk. The CAPM model says that this extpd return that these investors
would demand is equal to the rate on a risk-frerusey plus arisk premium .If the

expected return does not meet/beat the requiredntehe investors will refuse to invest

and the investment should not be undertaken.

The total risk of security can be viewed as comggsbf two parts:

Total security risk = non-diversifiable risk #drsifiable risk

Diversifiable risk, which is sometimes called urteysatic risk, represents the portion of
an asset's risk associated with random causes dhat be eliminated through
diversification. It is attributable to firm-spedifievents, such as strikes, lawsuits,

regulatory actions, loss of a key account, ancbsiin f

Non-diversifiable risk, which is also called systdio risk, is attributable to market
factors that affect all firms. Factors such as waiflation, international incidents, and
political events account for non-diversifiable rigkn investor can create a portfolio of
assets that will eliminate all, or virtually allivérsifiable risk; the only relevant risk in
non-diversifiable risk, which reflects the contrilmm of an asset to the risk of the
portfolio. The measurement of non-diversifiablekris thus of primary importance in

selecting those assets possessing the most daskeédturn characteristics.

Beta Coefficient (b) is used to measure non-difiatse risk. It is an index of the degree
of movement of an asset's return in response twaage in the market return. The beta
coefficient for an asset can be found by examititggasset's historical returns relative to
the return for the market. The market return is rgteirn on the stock portfolio of all
traded securities. The return on a portfolio ofsherks in Standard and Poor's 500 Stock

composite Index or some similar stock index is usetheasure the market return. The
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beta coefficient for the market is considered teeeal to 1.0; all other betas are viewed
in relation to this value. Asset betas may takevatlues that are either positive or
negative, but positive betas are the norm. The ntyajof beta coefficients fall between
0.5and 2.

Using the beta coefficient, to measure non-diveusié risk, the CAPM is given as
below:

Kj=Re+[bjX (Km - Re)]
Where: K = required return on asset ji R risk-free rate of return; bj = beta coefficient
or index of non-diversifiable risk for asset j; Kmmarket return; the return on market

portfolio of assets.

The required return on an asset, Kj, is an incngafiinction of beta, bj that measures
non-diversifiable risk. In other words, the highkee risk, the higher the required return,
and vice versa. The model can be broken into twitspsiz risk-free rate (B and the
risk premium [b X (Km - Re)]. The (Kuw-Rg) portion of the risk premium is called the
market risk premium, since it represents the premthe investor must receive for taking
the average amount of risk associated with holdimg market portfolio of assets.
(Pandey; 1997: 98)

2.5.1 Assumptions of CAPM

CAPM envisages the relationship between risk aedettpected rate of return on a risky
security. It provides the frame work to price indival securities and determines the
required rate of return for individual security.i$t based on a number of simplifying

assumptions. The important assumptions are (Paid8y:; 96)
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Market efficiency
The capital market efficiency implies that sharerreflect all available information.
Also, individual investors are not able to affdut fprices of securities. This means that

there are large numbers of investors holding samabunt of wealth.

Risk aversion and mean-variance optimization

Investors are risk-averse. They evaluate securniggign and risk in terms of the expected
return and variance or standard deviation respalgtiihey prefer the highest expected
return for a given level of risk. This implies thavestors are mean variance optimizer

and they form efficient portfolios.

Homogeneous expectations
All the investors have the same expectations attmuexpected return and risks of the

securities. Investors have homogenous expectatiimiiefs) about asset returns.

Single time period
Investors are risk averse individuals who maxinttze expected utility of their end of

period wealth. Hence the model is a one period tode

Risk free rate
All investors can lend and borrow at a risk frete raf interest. They form portfolios from
publicly traded securities like shares and bon@sdey; 1997; 96).

2.5.2 Some Comments on CAPM

The capital asset pricing model generally relieshagtorical data to estimate required
returns. The betas, which are developed by usitg fda the given asset as well as for
the market, may or may not actually reflect theufetvariability of returns. Therefore,

the required returns specified by the model cami®e&ed only as rough approximations.
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Analysts and other users of betas commonly makgestiNe adjustments to the
historically determined betas in order to refléait expectations of the future when such

expectations differ from the actual risk-return &ébrs of the past.

The CAPM was actually developed to explain the bnaof security prices and provide
a mechanism whereby investors could assess thecimpfaa proposed security
investment on their portfolio's overall risk andur@. This is actually based on an
assumed efficient market in which there are manglisimvestors, each having the same
information with respect to securities; there agerestrictions on investment, no taxes,
and no transactions cost and all investors viewrdges similarly and prefer higher

returns and lower risk, while this perfect worlgpaprs unrealistic.

In spite of the fact that the risk-return trade-dféscribed by CAPM is generally
applicable to all assets, it provides a useful eptwal framework for evaluating and
linking risk and return. An awareness of this tradffeand an attempt to somehow capture
and consider risk as well as return in financiatisien making should aid the financial

manager in achieving the goal of owner wealth ma&ation. (www.megaessays.com)

2.6 Review of Related Studies

2.6.1 Review of Books, Journals and Articles

There is growing empirical evidence that multipdetbrs are cross sectionally correlated
with average returns in the United States (Rouwesth®999). Measured over long time
periods, small stocks earn higher average returas large stocks (Bank. 1981) show
that value/stocks with high book-to-market (B/M)reag to price (E/P); on cash flow to
price (C/P) outperform growth stocks with low B/&/P or C/P.

The interpretation of the evidence is strongly dettaSome believe that the premiums
are a compensation for pervasive risk factors;rsth#ribute them to firm characteristics
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or inefficiency in the way market incorporate infation into prices. Yet others average
that survivorship or data snooping may bias thenprms.

Compared to developed markets, the correlation dmtwmost emerging markets and
other stock markets has historically been low (ldgn1995); and until recently many
emerging countries restricted investment by foremyestors. Interestingly, Bekaert and
Harvey (1995) find that despite the recent tredatal abolition of these restrictions and
the substantial inflows of foreign capital. Someeeging equity markets have actually
become more segmented from world capital marketarde portion of the equity capital

of emerging economics is held by local investorsowdre likely to evaluate their

portfolios in light of local economic and markeidtion (Bekaert and Harvey, 1997).

Rouwenhorst attempted to answer two sets of questibhe first set of three questions
concerns the existence of expected return premigimsjo the factors that explain
expected return differences in developed equityketaralso describe the cross section of
expected returns of emerging markets firms? (iig Alne returns factors in emerging
markets primarily local or they having global compats as well? (iii) How does the
emerging market evidence contribute to the intéonat evidence from developed
markets that similar return factors are presentkatararound the world? (Rouwenhorst,
1999)

The second set of questions of the paper includgsig there a cross sectional
relationship between liquidity and average retumsmerging markets? (v) Are the

return factors in emerging markets cross sectilyncakrelated with liquidity?

About the data Rowenhorst stated that: as of A@87 the Emerging market: Database
(EMDB) of the IFC contains data on more than 220@&d from 31 emerging markets,

but not all are included in the sample. Eleven toes are excluded because of
insufficient return histories, which leave 17051fg in the 20 countries that the IFC

tracks for at least seven years. For some firm'sthiy closing process and dividends is
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available dating back to 1975. Starting at varipasits during 1980s the IFC expanded
its reporting to include monthly time series forcprto-book ratios, price-earning ratios,
market capitalization, trading volume and the numifedays per month that a stock a
traded. Total returns are calculated as the sunthef divided return and price
appreciation, using prices scaled by a capitalstdjant factor, which the IFC computes
to correct for price effects associated with stepkts, stock dividends, and right issues.
Many emerging markets have firms with multiple sks of shares carrying different
ownership restrictions. Firms with multiple shatasses are treated as a single value

weighted portfolio of the outstanding equity setesi

Rouwenhorst (1997) in his article namelyLocal Returns Factors and Turnover in
Emerging Stocks Markétsonclude that ‘The return factors in emergingrkess are
qualitatively similar to those in developed markedsall stocks outperform growth
stocks and emerging markets socks exhibit momenturare is no evidence that local
market betas are associated with average returms. |Gw correlation between the
country return factors suggests that the premiurageha strong local character.
Furthermore, global exposures cannot explain therame factor returns of merging
markets. There is little evidence that the corretabetween the local factor portfolios
have increased, which suggests that the factoppmegble for the increase of emerging
market country correlation are separate from thbseé drive the difference between
expected return within these markets. A Bayesiatyais of premiums in developed and
emerging markets shows that, unless one has spoag beliefs to the contrary, the
empirical evidence favors the hypotheses that smanentum, and values strategies are
compensated the relationship between expectechseturd share turnover characteristics
of the local returns factors portfolios. There asavidence of a relation between expected
returns and turnover, in emerging markets. Howelveta size momentum, and value is
positively cross section ally correlated with twaoin emerging markets. This suggests

that the return premiums do not simply reflect mpensation for liquidity’.
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The study by Rouwenhorst does not consider theysisadf a single security. It has been
analyzed the return factors in worldwide stock reéskHence the article contributes in
the area of risk and return analysis in commonkstogestment (Rouwenhorst; 1999:
1439-1462)

In journal of The Risk Finance by Michael Power@pon the topic: Risk Management
in Banking Sectortaises the issue of risk management in the bardewtpr. According
to him, Risk should be taken as one of the chadlergd the banking industry but it is not
sufficient to minimize the potential disasters. Bag risk should be managed as a

separate part of the management.

2.6.2 Review of Nepalese Studies

An article by Bhattarai (2005) on the topi®éfine your objectives before buying stock
in New Business Age has given way to invest in sBes according to investor
objective. Stock market is perhaps poorly undestamong Nepalese investors. Its
development remains almost impossible unless thplpeaccept it as a way of their life.
For this, first of all they have to know what stadlarket is and how it functions. If it is
not understood, it cannot attract the interesthefinvestors. Thus, investors’ awareness

about stock market and their rights are also egdent

People invest in share market for different purgofesomeone is not clear about his/her
purpose, the strategy followed can be wrong andémefits are not satisfactory, or there
s/lhe may incur a loss. So, it is necessary to debar objective first and then start
playing with the market. Some possible objectivesuld be to maximize dividend
income, to maximize capital gain in short run, taximize total gain and to minimize
risk. A proper setting of objectives helps to idignthe category of shares that help to
accomplish set of objectives. If we observe stockrkat regularly, we find various
patterns of movement in different stocks. Thusrsgittlearly defined objectives will help

to gain from such movement.
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Investors who want to maximize their dividend in@mould do better by investing in
the shares in which more shares at a less amouwunomission can be purchased. But
those investors who want to maximize their retuynchpital gain in the short run, it is
better to avoid investing in shares of finance imsdrance companies because their share
price is found to fluctuate less as compared tobidueks. In case of stocks that do not

fluctuate much, it will be difficult to cover theainsaction costs.

Capturing a capital gain in short run requireglection of highly fluctuating companies
or newly listed companies such as BOK, LBL, MBL, BIB NCCBL. These price
changes can provide a handsome capital gain téntlestors but it further requires a
regular collection of information and regular canitavith brokers. Similarly, the shares
of newly listed banks are found to fluctuate mooenpared to old banks. For example:
NCC.

The next fundamental objective of buying securiigegor the purpose of borrowing.
Investors can borrow by using shares as collatBaaiks and finance companies provide
50% of the market price of shares. To borrow irs thiay, one should have those
securities that promise certain return as wellrasvth. Such stocks are those of SCBNL,
Nabil Bank Ltd, Bishal Bazzar Co. Ltd, Unilever Ngp.td and NIBL. Therefore, it is
better to buy these high priced stocks if investatend to borrow by pledging them.
Such borrowing can be used to buy more stockslanddlection of such stock will again

depend on the purpose for which you want to bugnthe

If the objective is to minimize the risk, investoegjuire selecting stocks that remain less
fluctuating in the market. For example, Bishal Baz&ompany Ltd, Himalayan Bank
Ltd, Bottlers Nepal Ltd, Rastriya Beema Sansthanuanilever Nepal Ltd., are found to
be such stocks.” (New Business Age, May 2005; 65)
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Mr. Shiva Raj Shrestha (2055 B.S) in his artidRoftfolio Management in Commercial
Banks Theory and Practicerevealed the portfolio management becomes vepomant
both for individual as well as institutional invest. Investors would like to select a best

mix of investment assets subject to the followispexts:

* Higher return which is comparable with alternatiepportunities available
according to the risk class of investors.

* Good liquidity with adequate safety of investment

» Certain capital gains

* Maximum tax concessions

* Flexible investment

* Economic, efficient and effective investment mix

In the view of above aspects, Mr. Shrestha stdtat the investors try to hold a well-
diversified portfolio that helps to achieve thosmnéfits. Investors want to increase their

return by making investment in different sectorthvaertainty.

However, Mr. Shrestha presented approached todfindhe risk of securities depending

upon the attitude of investors towards risk, toalep alternative investment strategies
for selecting better portfolio, which will ensurgradeoff between risk and return so as to
attach the primary objective of wealth maximizatairiowest risk and finally to identify

securities for investment to refuse volatility efurn and risk.

He further stated that the commercial banks ne@edpetent manpower for continuous
research and analysis and proper management irtiormaystem to get success in
portfolio management in Nepalese joint venture Barie concludes that the portfolio
management activities of Nepalese commercial bahksesent are in nascent stage. Due
to less developed capital market, unavailabilitysofficient financial instruments in

financial market , lack of proper techniques to pamtfolio management activities in the
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best and successful manner, we have constraingubttfelio management of most of the
joint venture banks .(Nepal Bank Patrika; Baish&kl§5)

Mr. Narayan Prasad Paudel (2002) undertook an erd#mt study entitledrivesting in
shares ofCommercial Banks in Nepal: An assessment of RetndhRisk elemeritss

found to be relevant in the context of this study.

Mr. Paudel conducted the study with the objectifevbether shares of commercial
banks were correctly priced by analyzing the realirates of return and the required rate

of return using the CAPM.

The study was based on the data of shares of sareple commercial banks from mid
July 1996 to mid July 2001. for the purpose of yriag risk characteristics of the shares
of those commercial banks , standard deviation, ¢befficient of variation, the

correlation coefficient between the return of indual bank ‘s share and the return on
market portfolio and the beta coefficient were usAgerage return on the 91-day

Treasury bill was taken as a proxy of the risk fr&e of return.

On the basis of this study, it was found that thares of BOK offered the highest
realized rate of return. It was also found thatenohthe share prices were in equilibrium.
The prices of the shares of SCBNL, NSBIB, NBBL, E&hd BOK were underpriced.

Based on the standard deviation of the return @meshof EBL could be considered a
high risk security. The standard deviation of teeim on shares of HBL was the lowest
one on the basis of CV, the share of BOK had tiae$b risk per unit return, the highest
being with the shares of Nabil. It was also obséyat the systematic risk was negative
with the shares of Nabil. Therefore, the total mskthe return on shares of NABIL was
due to company specific characteristics rather timanket pervasive. Return on all the

shares except Nabil had positive correlation wighrieturn on market.
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2.6.3Review of Related Research Studies and Thesis

Following unpublished thesis are reviewed to preplis research.

Mr. Jagadish Basnet (2003) had submitted his tr@si$ortfolio Management of Joint
Venture Banks in Nepal with reference to NBBL, HBCBNL, and EBLHis research

major objectiveswere:

* To identify the situation of portfolio managemertft joint ventures banks in
Nepal.

* To evaluate the investment and advances portféjoirat venture banks.

Themajor findings of the study were as follows.

* Among the four joint venture banks, NBBL investestywhigh amount of funds in
government securities. The share and debenturel stecond position in the
investment portfolio.

* The calculated value of beta coefficiefl) of the SCBNL was 0.37. The bank
was less risky asset in the market.

* HBL, NBBL and EBL all were defensive stocks.

* The Everest Bank Limited was the highly risky aseetomparison to the four

banks. HBL had a very nominal risk than market.

» SCBNL is the best and EBL is least performer antbegour joint venture banks

Pradip Raj Panta (2006) entitleRisk and Return analysis of listed commercial banks
Nepal.

Themajor objectives of the study were:

* To analyze the current status of risk and retufrthe listed commercial banks in
Nepal

» To analyze the diversifiable and undiversifiabhkk rand return on the common
stocks of listed commercial banks.
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* To examine whether the shares of sample commdyaigits are correctly priced

or not.

» To analyze the portfolio return and risk of the parcommercial banks.

» To assess the present status of portfolio managesheample commercial banks

Thefindings were:

The share of NABIL offered the highest average ddtesturn i.e., 63.47% with
highest risk i.e. 88.99% whereas the share of Nt#fered the lowest average
rate of return i.e., 14.95% with the risk i.e.,&®6. On the basis of average rate
of return, the share of NABIL seemed to be bestfoestment. Considering the
overall market, however, the shares of all the cencml banks were attractive
for investment.

Coefficient of variation can depict the exact positof risk per unit of return.
Lower CV is preferable. It seemed that the CV oBSIC was the highest and of
HBL was the lowest among all. So, investors retagnihe stocks of SCBNL
should assume more risk than any other.

From the results, co-variances between the retof® CBNL, HBL, NIBL and
NABIL with the overall market returns are 9.53%., 3%, 7.99%, and 10.99%
respectively. As a covariance between two variabtesasures the absolute
association between them; there is the highestlatesassociation between the
returns of HBL and market. Among all, NABIL has tlsecond largest
association, and at last NIBL has the least assogiaith market.

The positive correlation coefficients observed lie statistical results revealed
that if the return on shares of the entire comnaérbanks moves below its
average return and vice versa. The correlationficteit of all commercial banks
are less than 1, which indicates that return oividdal stocks move less than the
proportionate movements of the returns on overalket.

The stocks of SCBNL, NIBL and NABIL appeared todefensive stock in their
beta coefficients are less than one. However, tihekof HBL has been found to

be aggressive and more volatile since its betdficagft is 1.07. On the basis of
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beta coefficient, the stock of HBL is more riskydahe stocks of SCBNL, NIBL
and NABIL are less risky than market. Stocks of Nie least risky among all.
Comparing each other, the stocks of HBL has thé&dsg systematic risk i.e.,
13.99% whereas the stock of NIBL has the lowedesyatic risk. On the basis of
systematic risk, the stocks of the NIBL are moteaative than others. The stocks
of HBL appear more risky.

It seems that 64% variability of returns of the coom stocks of SCBNL is
systematic or caused by market factors. Likewi€8p Bisk of HBL is the result
of market factor and 36% and 12.5% of NIBL and NABire due to market
factors. These cannot be reduced. The stock of NAB&s the greatest
unsystematic risk and SCBNL has the least unsystemsk. Out of total risks of
SCBNL, HBL, NIBL and NABIL, are 36%, 40%, 36%, an87.5% are
unsystematic or company specific which can be dified away with an optimal
portfolio construction. There is the highest compapecific risk of the stocks of
NABIL i.e. 69.30%. From the unsystematic risk pexdje, the management
errors or company specific weakness of NABIL aeehighest among all.

The stocks of commercial banks are under pricedestheir required rates of
return are less than their average rate of retiBasthe investors are required to

take long position to make profit from the commaeacks of commercial banks.

The thesis submitted by Diwash Aryal (2007) erditttnhvestment decisions in NEPSE

with reference to Capital Assets Pricing Mddel

The major objective of the study was to develop framework for invegtin stocks
available in the Nepal Stock Exchange with theafSeAPM.

Themajor findings were:

The required rate of return calculated by using ®ARIlationship gives the level
of required return to justify the level of risk ient in the investment alternative.

It is the benchmark for investment decision. In #malysis of stocks, it is the
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basis for determining over pricing and under pgcof stocks in capital market.
Here in the analysis unilever has highest undezdrisecurity followed by
Mahalaxmi finance Co. Ltd,. Everest insurance Qd. Nepal Awas Bikas Bitta
Co. Ltd, Shree ram sugar mills Itd.etc in the sawsy the least attractive
company were Necon Air Ltd followed by Taragaon &exry Hotel led,
Harisiddhi Bricks and tiles Factory.

On the basis of sector wise analysis of CAPM. Wanébthat banking, finance,
manufacturing and processing sectors have undewaacurity considering the
required and expected rate of return and hotaljrigpand other insurance sector

have overvalued securities.

The thesis submitted by Hem Raj Bhandari (2007i}ledt'Risk and Return analysis of
common stock of selected banks of Nepal with neferé¢o NABIL, NIBL, EBL AND

BOK” has focused on various aspects of return and nstommon stock investment.

Major Objectives of the Study were:

To assess the risk and return on common stocktimesd of commercial banks.
To analyze the various aspects of return and figlkmmon stock investment.

To evaluate the common stock of listed commercaadkis in terms of risk and
return

To identify the covariance and correlation betwdenreturns of common stocks
of commercial banks

To examine the relationship between the dividerdl raarket price of stock with

risk and return.

Thefindings of the study were:

The expected return on common stock of BOK is maximm.e., 70.36% due to
effect of increase in price of share in the secondzarket and it is also affected

by the issue of bonus share. The expected returNIBL is minimum i.e.,

39



30.93%. The minimum return is due to the decreasedhare price and
distribution of low amount of dividend per share.

» The risk of assets can be measured quantitativahgstatistics SD and CV. SD
is the strong statistical device to measure tos&l involve in an investment that
consists of both market risk and diversifiabld.risviore ever, it is expected that
SD and CV denotes the volatility rate of returnréfiere, total investment risk
associated with common stock investment of diffeeeselected companies are
46.56%, 29.44%, 30.3% and 23. 34% of NABIL, NIBLBIE and BOK
respectively.

* From the price evaluation of stock of commercialksaof four commercial banks
are under priced. There is no stock in equilibrifim. the stock market is not in
equilibrium and all the stock in the market arevsig towards equilibrium) and
correctly price (i.e. expected rate of return e ghock of NABIL and EBL due to
negative beta coefficient of stock.

* From the analysis of correlation coefficient ofchtothere is no perfect positive
and negative correlation coefficient between thoels of two banks which is
determined with the help of co-variance. NIBL an@i have highest degree of
positive correlation and NABIL and NIBL has the lest degree of positive
correlation coefficient. But from calculation, weund some stock of banks have
negative correlation it seems better because rvegetirrelated stocks can reduce
total risk considerably.

Likewise, the study conducted by Sudip Tamang, 92@m “Risk and return analysis of

commercial banks in Nepatonducted by taking eight commercial banks as &amp

According to his studiesiajor objectives were:
» To determine whether the shares of commercial bard&sorrectly priced or not
by analyzing required rate of return using the tepissets pricing model
» To identify the qualitative factors that are inhailg NEPSE
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Some of thenajor findings were as follows:

* In Nepalese capital market, the contribution of teal sector is negligible.
Banking and financial sector occupy majority of mieéerms of capitalization and
turnover.

* Most of the listed companies rarely publish theinahcial statement

comprehensively within a specified period.

Another study done by J.B Sapkota (2010) entitRidk and return analysis in common

stockinvestmentfocusing eight commercial banks in Nepal.

Themain objective of the study was:

* To analyze the risk and return of the common sindkepalese stock market.

Some of thanajor findings were as follows:

» Banking industry is the biggest one in terms ofkeacapitalization and turnover.
Expected rate of return on the common stock of N8aak Ltd is maximum
(66.99%) and common stock of Nepal SBI limitedagrfd minimum.

* In this regard, common stock of NBL is most riskhdaommon stock of NSB is
less risky. In the context of industries, expeatetdirn of finance and insurance
industry is found highest expected return of baghmdustry in 60.83%.

Another thesis submitted by Sagun Neupane (201itifjesl “Risk and Return analysis

with reference to listed commercial banks in Nepalalso related to this study.

Themajor objective is the comparison of risk and return of the conuiabanks.

For this hismajor findings were:
* The return is the income received on a stock imwest, which is usually
expressed in percentage expected return on the oonstock of SCBNL is

maximum (i.e. 128.60%), which is very high raterefurn. In reality this rate
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exists only due to the effect of unrealistic annwglirn because of the issue of
bonus share and increase in share price. Simikxjyected return of the common
stock of Himalayan Bank Ltd is found minimum (i28.94%)

» On the basis of S.D., common stock of NBBL is mtskty because of its lowest
S.D. and common stock of HBL is least risky becanfsiés lowest S.D . On the
other hand, we know that CV is more rational bdsisinvestment decisions,
which measures risk per unit return. On the bas@Wcommon stock of NABIL
is the best among all banks; NABIL has 0.86 unitrisk per unit of return.
However, common stock of NABIL has the highest rigr unit return (i.e.
1.2729)

2.7Research Gap

The purpose of this research is to develop somer&gp in one's area, to see what
new contributions can be made and to receive sodeas| knowledge and
suggestions in relation to risk and return. Thevjogs thesis can't be ignored because
they provide the foundation to the present studyother words, there has to be
continuity in research. This continuity in researstensured by linking the present
study with the past research studies. Hence, dteiar that new research cannot be
found 