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CHAPTER - I

INTRODUCTION

1.1 General Background of the Study

Changing nature of competition and increasing pressure of globalization on

today's business world, investment management has become the most critical

determinant of the economy. The most important fact of international business

operation is continuous change in economic, political and social dimensions.

These changes are beyond the control of international business concern.  In

recent years international investors are attracted towards the financial markets

of developing countries.  As a result many joint ventures and multinational

companies are being established in the country.  Most of commercial banks

doing well are also joint ventures banks.

The growth of economy depends on availability of funds to finance the

increased needs, not only of government and business, but also of individuals.

Private domestic investment can be the contributor to economic growth and

employment generation in the developing country. For the economic

development of any country, public participation plays a vital role. If the

people are rich, the country will be rich and people will have enough to invest

on development of the country. To the extent that public investment

expenditure result in the provision of public services which reduce the cost of

production of the private sector, they have a positive effect on private

profitability and investment.. An investment in any funds is made to have some

positive rate of return.  Nobody is ready to bear risk without any return but to

have return one must ready to face some risk. To minimize the risk at the given

rate of return the concept of portfolio diversification is necessary.  Portfolio is

simply a collection of securities gathered to achieve certain investment goals.

Usually investors diversify their portfolios to have minimum risk and

maximum the return. So, to meet the investment goals there should be well-



2

managed portfolio.  Most investors hope that if they hold several securities then

even one goes bad; the others will provide some protection from an external

loss.

“A systematic investment process should be followed to win the stock market.

Investment process describes how an investor should go about making

decisions with regard to what marketable to invest in, how extensive the

investment should be and when the investment should be made. A five-step

procedure for making these decisions forms the basis of the investment

process:

 Set the investment policy

 Perform security analysis

 Construct a portfolio

 Revise the portfolio

 Evaluate the performance of the portfolio (Sharpe; 1995:9)

Among these investment processes the research is focused on security analysis

and portfolio selection. Security analysis involves examine of individual

securities or group of securities within the broad categories of financial assets.

Portfolio construction identifies those specific assets in which to invest

determining the proportion of the investor's wealth. Diversification should be

done to minimize the risk and maximize the return. Portfolio performance

involves determining periodically how the portfolio performs in terms of not

only the return earned, but also the risk experienced by the investor” (Sharpe;

1995:10-14).

Financial market facilitates the flow of funds from surplus to deficit units.

Those financial markets that facilitate the flow of short-term funds, that is, less

than one year are known as money markets, while those that facilitate the flow

of long-term funds are known as capital markets. There are two types of market

securities. Securities having life less than one year are called money market

securities and securities having life of more than one year are called capital

market securities. Money market securities generally have higher liquidity
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whereas capital market securities are used to generate a higher annual return to

investors.

“Stock market is a financial market which probably has the greatest glamour

and is perhaps the least understood. Some observers consider it as a legalized

heaven for gambling and many investors consider stock marker investing as a

game in which the sole purpose is picking winners” (Lorie and Dodd;

1985:27).

The well functioning stock market allows stockholders to achieve efficient

diversification, which reduces risk, which in turn, lowers the risk premium

component in the cost of capital.  Stock markets lower the cost of capital by

liquidating investors' investment.  It encourages investors to retain their earning

and convert it into cash by selling shares in the stock market.  The stock market

provides an opportunity to the portfolio managers and public for direct

participating and sharing the gain of economic progress.

In Nepalese contest the concept of security market began with the set up of

“Nepal Stock Exchange” former known as “Securities Exchange Center" in

1976. This is the only stock market in Nepal. In spite of considerable

development of stock market there is lot more to be done for the development

of stock market in Nepal. Many investors are still afraid to invest in securities

because of inadequate knowledge in this field and most investors are exploited

from market intermediaries. For this purpose potential investors must be able to

analyze risk and return of individual stock to increase market efficiency and

consequently speed up the economic development.

The concept of banking system was introduced in Nepal with the establishment

of Nepal Bank ltd. in 1937 A.D. But the financial scenario of Nepal changed

with the establishment of joint venture banks in 1984 A.D. NABIL Bank ltd. is

the first joint venture bank introduced in Nepal. Since the joint ventures banks

introduced in Nepal, the set up of joint ventures banks are increasing day by
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day and domestic banks like Nepal Bank ltd. and Rastriya Banijya Bank no

longer been able to enjoy monopoly. There is cut throat competition among

these banks, which is healthy sign for the economic development of the

country. Among the established commercial banks ten are listed in NEPSE and

for this research only eight joint ventures banks are taken.

There always exists perceptible difference among investors in terms of risk and

return and more than often, every investors have their own unique way of

response pattern while making investment decision. Generally, investors invest

their current cash only to those areas where there is high return and low risk.

An investor looking for the common stock investment usually pays the price

for stock based on his estimation about future dividends and grown in stock

price.  Investors can earn in the form of dividend or interest income and the

appreciation in the price of the stock hold in stock market investment.  So

common stock represents a commitment on the part of a corporation to pay

periodically whatever, its board of directors determine to assign as a cash

dividend.

This study occupies an important role in the development of stock market. In

the market, stock price can be affected by interest rate, inflation and strengths

of the dollar. The risk of a stock can be measured by its price volatility and its

beta, banking sector is the most dynamic part of economy, which collects

unused funds and mobilizes it in needed sectors.  It is the heart of trade,

commerce and industry.  In Nepal, foreign joint venture commercial bank

perform better than other Nepalese commercial banks because of their higher

management efficiency and capacity of proper risk management. Nowadays,

there are number of commercial banks growing in the country and numbers of

joint ventures among them are also significant. Besides commercial bank,

development banks are investing their performance in Nepalese banking sector.

However this study of risk and return is basically focused on listed commercial

banks of Nepal and this study analyze the risk and return associated with
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investment among these banks on the basis of market price of stock and

dividend.

.2 Focus of the Study

The main focus of this study is the risk and return analysis of the common

stock investment of the listed commercial banks of Nepal. Common stock is

comparatively risky assets than other security in the capital market.  The main

purpose of the study is to analyze how one can get sustainable profit by

minimizing the risk.  For this purpose, market return, expected return, total

risk, systematic risk and unsystematic risk are analyzed to give an idea to get

sustainable profit by diversifying the risk to avoid future loss of the common

stock investment.

1.3 Population and Samples of the Study

The population of the study is all the listed commercial banks in NEPSE index.

This study is concentrated in listed commercial banks only. Total listed

commercial banks are 23. For this study 4 commercial banks are selected for

study.

1) Nepal Investment Bank Ltd. (NIBL)

This bank was established 1986 as a joint venture between Nepalese and

French investors. Previous name of the bank was Nepal Indosuez Bank. Now

this bank is operating under the full ownership of Nepalese promoters and

shareholders. Market capitalization of this bank is Rs21, 904,326,990 and Total

paid up value is Rs. 2,407,068,900 with 24,070,689 numbers of shares.

2) Standard Chartered Bank Nepal Limited (SCBNL)

This is a bank established in joint investment. It was established in 2043/10/16

(1986) and in the same date it started its operation under the Commercial Bank

Act 2031 (1974) and the Company Act 2021 (1965). It has earned a lot of

popularity in the banking field. The Grind lays Bank has been replaced by the

Standard Chartered Bank Nepal limited. Now, the Authorized capital of the
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bank is Rs. 52,37,6511680 and total paid up value Rs.931, 966,400 with

9,319,664 numbers of shares. Market capitalization of the bank is Rs.34,

296,363,520.

3) NABIL Bank Ltd. (NABIL)

Nepal Arab bank Ltd. is the first bank established in joint investment in Nepal.

This bank was established in 2041 (1985) under the commercial bank act

2031(1974) and the companies act 2021(1965). Market capitalization amount

of the bank is Rs.27, 813,513,600 and Total paid up value is Rs.96, 57, 47000

and the number of share is 9657470.

4) Bank of Kathmandu Limited (BOKL)

Bank of Katmandu Ltd. was established in 2051(1994) under joint investment

of SIAM Commercial Bank, Thailand and Nepali promoters. Market

capitalization Amount of this bank is Rs13, 552,586,295; total paid up capital

is Rs 84, 43, 97,900 and No. of share is 8443979.

1.4 Statement of the Problems

Lack of information and lean knowledge is chief problem faced by individual

investor who are manipulated and exploited by the financial institutions and

their market intermediaries. The attitude and perception of investors play chief

role in investment decision which is influenced by the information and access

to the data required for analysis. Investors invest their wealth on the basis of

guess and hunches because they do not have any information about the

financial assets and they also lack the idea to reach to ideal investment

decision. Investors purchase stocks merely looking past trend of stock prices

and sometimes they have to bear heavy loss due to inadequate knowledge and

information related to the stock investment.

Capital market is mat developed in Nepal so that most of people do not know

about shares, bond, debenture and other securities. On other hand, there are no

strong commitment towards increasing public investment in policy makers and

government. Stock brokers and financial institutions have no effective
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programs to develop investor's knowledge. So that moreover people are

unfamiliar with the stock investment. They would rather prefer to invest in

land, buildings, gold other unproductive items.

In an efficient market condition, stock price is equal to the intrinsic value of

stock. When required rate of return and expected rate of return are not equal,

then intrinsic value and market value of stock will not be equal. It is also

assumed that all stock remain in security market line, and if the case is not so,

they strive towards this line. But theoretical and practical knowledge may not

always much each other.

Therefore it needs courage and at the sometime faith to invest in common

stock. In most of the time which can be generated through proper evaluation

with giving view to the prevailing market atmosphere. But what are the criteria

for evaluation that the stock they are holding will give them favorable return?

What should be the compensation they have to receive for bearing risk? How

can investors make higher return through lower risk?

Some researches problems are as follows:

1. In what extent, the investors should be compensated for taking a certain

degree of risk?

2. How do they know the scale and intensity of risk?

3. One expects favorable returns by holding stock. But what are the criteria

for evaluation?

4. How can one make higher return assuming lower risk?

1.5 Objectives of the Study

On the ground of aforementioned problems being faced by Nepalese investors,

the main objectives of this study is to assess the risk associated with return on

common stock investment of the listed commercial banks on the basis of

selective financial tools and techniques.  Some objectives of this study are as

follow:
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 To analyze the common stock in term of risk and return of the selected

banks.

 To see the trend of rate of return of sample banks.

 To make comparative study of listed commercial banks in Nepal, in

terms of overpriced, under priced or equilibrium by analyzing the risk

and return of the individual share.

 To analyze comparative risk and return position of these sectors.

 To identify optimum portfolio of the (selected) banks

1.6 Significance of the Study

The analysis of the risk and return is a significant in investment decision as

well as managerial decision. It influences risk and return of the shareholders.

Consequently the risk and return analysis influences the market price of the

stock. So before making an investment decision, a person must analyze the risk

and return from particular stock as well as they can make a good risk

minimizing portfolio between their investments in the stock.

In the context of Nepal, there are lacks of wider investment opportunities,

which provides good rate of return. So there have been huge amount of

unutilized saving funds with general public. In the security market, MPS of

joint venture commercial bank has higher than others so it attracts the investor.

Therefore they are investing their saving funds in common stock of public

companies with the good expectation of higher capital gain in future. But, there

seems very least consciousness about the real financial conditions of the

companies and degree of risk involved in their investment.

This research is not only fulfilling MBS course of T.U, but also to provide

some knowledge about Nepalese stock market development along with

providing ideas to minimize the risk on stock investment. The trend of flow of

investment in stock is essential for achieving growth of an economy. This study

will be helpful for other researcher in the area of investment as it provides

suggestion to some extent.
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1.7 Limitation of the Study

This study is to fulfill the requirement of Master Degree in Business Studies. It

cannot cover all the dimension of the subject matter and resource. The major

limitations of the study are as follows.

1. This research concerns only risks and returns of the common stock of the

selected commercial banks.

2. The accuracy of data's are depends upon the data collected and provided

by the organization.

3. Data from part time frame i.e. latter seven years are used.

4. The research will be concerned with certain listed commercial banks only.

5. Time and financial constraints are also major limitation of the study.

1.8 Organization of the Study

This research has been organized in five chapters.  The titles of the chapters are

listed below:

Chapter-I: Introduction

This chapter is introductory and deals with subject matter of the study

including general background of the study, problem of the study, objectives of

the study, significance of the study, limitation of the study, organizing of the

study etc.

Chapter- II: Review of Literature

This chapter contains the profound review of available literature related to the

area of this study. It is directed towards the review of conceptual framework

and review of major related studies.  Risk and return, its relationship,

determinants, measuring techniques and methods etc. are reviewed from the

various available literatures.

Chapter-III:   Research Methodology

This unit presents research methodology used in the study which includes

various tools and techniques of data. It consists of research method as library
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research and field research, sources of data, population and sample, research

design, methods of data analysis etc.

Chapter- IV: Presentation and Data Analysis

This chapter presents the analysis and presentation of data by using various

methods of statistical and financial tools.  Tables, pie charts, etc. will be used

accordingly.

Chapter-V: Summary, Conclusion and Recommendations

This chapter is for summary of main findings conclusion, recommendation and

suggestions for further important.

.
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CHAPTER - II

REVIEW OF LITERATURE

On the ground of the research topic, this chapter shows a competent

exploration of the background to the work and the comprehensive review of the

relevant literature. It is very important to study the materials on the topic of

research and that is called review of literature. Review of literature deals with

the theoretical aspect of the topic on risk and return on common stock

investment in more detail and descriptive manner. This chapter helps to take

adequate feedback to broaden the information base and inputs to study. This

chapter reviews same basic academic courses books, journals and others related

studies.

Review of literature deals with the following topics;

2.1: Conceptual Framework

2.2: Reviews from Related Studies

2.2.1: Review from Journals

2.2.2: Review of other independence studies in Nepal

2.2.3: Review from thesis

2.1 Conceptual Framework

In this part of the study it is tried to describe detail of the topic on the different

ways. Various books are reviewed which are related with topic, which may

helpful to understand clearly about risk and return. The objective of this section

is to know how various writers have described about risk and return.

Common Stock

This study is focused on the common stock investment. It is may be defined as

a share in the ownership of the firm. Common stockholder are real owner of

business firm common stock are more risky than both preferred stock and bond

but it has also benefit like voting right, right in participation in profit. And

common stock can be purchased and sold immediately.
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"Common stock represents ownership status in a firm. It has a residual claim,

in the sense that shareholders can receive earnings only after the payment of all

others claims of securities. But it has also an unlimited potential for dividend

payment through increasing earnings and for capital gains through raising

prices. The risk is highest with common stock investment. Common stock

holders usually have voting rights in the management of the corporation, bond

holders and usually holders of preferred stock have no voting rights. Since the

value of common stock depends largely on its earning, it is often issued on par

value. In the case of bankruptcy common stock holders are in the principal

entitled only to assets remaining after all period claims have been satisfied

.when investors buy common stock, they receive certificate of ownership as a

proof of there being part of the company. The certificate states the number of

shares purchased and their par value." ( Bhalla; 2000: 196).

"Common stock holders are the owner of the corporation. As owners, common

stock holder have certain rights, the most important are the right to participate

in profit distribution, the right to vote etc. From the corporation viewpoint,

common stock represents a fund raising device. From the investors viewpoint,

stock ownership gives the stockholders an opportunity to share in the profit

when declared as dividend, and opportunities to make money on appreciation

in the value of the securities and the opportunity to vote for directors of the

corporation" ( Bradley;1993:104).

The firm's common shareholders are right to receive dividends, if and when

they are declared by board of deserters. Dividends are the profits (earnings) of

share, which are distributed among all the outstanding shares of common stock.

The common stockholder also have the right to elect the members of the board

of director, the right to inspect the firm's books and the right to obtain a list of

the names and address of other shareholders.
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Return

Return is reward received from investment for Sacrifice of present certain

amount of assets. Return is the motivational factor, encourages investors to

sacrifices some certain amount of assets for uncertain benefit in future.

"The return from holding an investment over some period says a year is simply

any cash payments received due to ownership plus the change in market price

of stock, derived by the beginning price." (Van Horn, James and Wachowicz;

1995: 09).

Return is the income received on investment plus any change in market price

usually expressed as a percent of beginning price of the investment "Although a

return on investment is not necessarily guaranteed, it is expected return that

motivates people to invest. Every investment doesn't guarantee a return. The

return on investment may be made up of more than one source of income.

There are two kinds of return that investor receives from common stock.

i. Current income: It is received periodically in forms of dividends from

stock.

ii. Capital gain: The second dimension of return is concerned with change, if

any in the market value of a stock. Investors pay a certain amount for

stock from which they expect to receive not only current income, but also

the return of the invested funds sometimes in the future.

Return is the key variable in the investment decision because this measure

allows us to compare the amount of actual or expected gain provided by

various investments.

Historical performance: Most people agree that past data often provide a

meaningful basis for formulation of future expectation. A common practice in
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the investment world is to look closely at the historical performance if a given

investment when formulating expectation about its future performance.

Expected return: It also can be used in investment decision process rather than

historical behaviors. It is what you think the stock and bonds will earn in the

future (in terms of dividend/interest plus capital gain) that determines what an

investor should be willing to pay for a security.

Return on common stock also known as single period rate of return. It is cash

received as dividend plus changes in price of stock. We can calculate actual

return of common stock with the help of cash dividend and stock price of

previous year and current years. The rate of return formula can be restated in a

form appropriate for almost any investment.

Single period rate of return (t) = PriceBeginning

DividendPriceBeginningPriceEnding 

=
1

1



 

t

ttt

P

DPP

Where,

Pt = Stock price at the end of period t.

Pt-1= Stock price at the end of period t-1.

Dt = Cash dividend received during the tth period.

This formula can be used to calculate both actual single period return (base on

historical data) as well as expected single period return (based on expected

dividend and price).

Annualized rate of returns are several period can be calculated in two ways.

The first one is simply to take the arithmetic average of the annual holding

period returns over a given period and the second one, which also takes into
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account the compounding effects of cash receipts over different time intervals,

is the geometric mean rate of return.

The simple arithmetic mean, E(rt) =
n

r
n

t
t

1

Where,

E(rt) = arithmetic mean of return

n = Number of year

rt = single period rate of return

Risk

For investors, return is considered as the main attraction to invest in a risky

security as a stock accepting a varying degree of risk tolerance

"Risk and return are the determinant for the valuation of securities. However

risks means that we do not know what is going to happened even though we

occasionally have a good idea of the range of possibilities that we face.

Therefore, risk may be defined as the like-hood that the actual return from an

investment will be less than the forecast return. Started differently, it is the

variability of return from an investment" (Hampton; 1996:345).

"Risk, defined most generally, is the probability of the occurrence of

unfavorable outcomes. But risk has different meaning in different context. In

our context two measures developed from the probability distribution have

been used as initial measures of return and risk. These are the mean and the

standard deviation of the probability distribution" (Weston and Brigham; 1995:

93-94).

Risk is the fact of life, which is a product of uncertainty and its magnitude

depends upon the degree of variability in uncertain cash flows. Risk, in fact is
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an indication of chance of losing investment value. Different people interpret

risk in different ways. To some it is simply a lack of definite outcome, which

can be any unknown event, which may be unfavorable. It is a chance of

happening some unfavorable event or danger of losing some material value.

Risk, as defined above, is the deviation between actual return and expected

return. Various factor play important role to bring such deviation or variability.

Such variability statistically is measured by standard deviation. The degree of

risk of common stock is measured by the standard deviation. We can measure

risk by examining the tightness of the probability distribution associated with

the possible outcomes. It is widely used to measure risk form holding a single

assets. Greater the standard deviation represents a high dispersion of return and

is a greater the risk.

On the other hand smaller deviations are a low dispersion and represent smaller

risk. Standard deviation is donated by the '' (sigma) symbol. It can be

expressed mathematically as:

 =
 

n
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n

t
t
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Where,

 = Standard deviation

rt = Return for tth possibility

E(r) = Expected rate of return

n = Number of years

"Financial analyst and statisticians prefer to use a quantitative risk surrogate

called the variance of returns, denoted var (r). The variance is well known

among statisticians, several hand calculators and computers are programmed to

calculate it. The variance of an asset's rate of return equals the sum of the

products of the required deviations of each possible rate of return from the
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expected rate of return multiplied by the probability that the rate of return

occurs.

Var (r) =
 

n

rEr
n

t
t

2

1

)(




The square root of the variance of the rates of returns is called the standard

deviation () of the rate of return.

 = )(rVar

The standard deviation and the variance are equally acceptable and

conceptually equivalent quantitative measures of an asset's total risk (Francis,

Jack Clark; 1991:12 –13).

"The standard deviation can sometimes be misleading in comparing the risk or

uncertainly surrounding alternatives if they differ in size. To adjust for the size

or scale, problem, the standard deviation can be divided by the expected return

to compute the coefficient of variation (C.V.).

Coefficient of Variation (C.V.) =
)(rE



Where,

 = Standard deviation

E(r) = Expected rate of return.

The coefficient of variation is a measure of risk per unit of expected return. The

larger the C.V., the larger the relative risk of the investment" (Van Horne and

Wachowich; 1995:94).

C.V is the ratio of the standard deviation of a distribution to the mean of that

distribution which is the measure of the relative risk. Total risk of stock is
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measure by the standard deviation and total risk is composition of systematic

risk and unsystematic risk.

The systematic risk is also known as the undiversifiable risk. It cannot be

diversified. This risk is that portion of total variability in return caused by

market factor than simultaneously affect the prices of all securities. Systematic

risk is due to that factor, which affect the overall market such as changes in the

macro economic factors like, interest rate, inflation, expectations of investors,

gross domestic product, tax reform by the government etc. Moreover, it is the

cause of external environment of the firm. Unsystematic risk can be reducing

through diversification. This type of risk is unique to an organization and can

be largely eliminated by holding a diversified portfolio of investment.

Diversifiable risk creates through the events like, labor strikes, management

errors, inventions, advertising campaigns, availability of raw materials etc. The

relation among total risk, systematic risk and unsystematic risk are shown

below.

Total risk = systematic risk + unsystematic risk

Systematic risk = b2 Var (m)

Unsystematic risk = j - b2 Var (m)
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Diagram 2.1

Total Risk, Systematic Risk and Unsystematic Risk

“For most stocks, unsystematic risk accounts for between 60 to 70 percent of

stocks total risk or standard deviation" (Horn and Wachowich; 1995:9).

Investor invest in only one in the stocks of company is exposed total risk that

includes both systematic and unsystematic risk the proportion of unsystematic

risk can be avoid by diversification of investment in many company. If the

number of security in the portfolio increases, the total risk curve will be

decrease and finally reaches to the level of systematic risk. A portfolio

containing all the repeatable stocks is completely diversified and its total risk is

equal to the market average risk.

Portfolio

Portfolio is combination of individual or a group of assets. Portfolio is the

holding of securities and investment in financial assets like, common stock,
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preferred stock, bond, debenture etc. Investors have different types of

investment opportunities but they have limited resource for investment so that

investors have to select that investment, which maximizes the return for a given

level of risk. Therefore it is needed to extent analysis of risk and return to

include portfolio. There are two types of objectives, primary objective and

secondary objective. The primary objective of portfolio are to maximize return

and to minimize risk and secondary objectives is regular and stable return,

safety of investment, appreciation of capital, tax benefits etc.

The expected return on a portfolio is simply the weighted average of expected

returns on the individual assets in the portfolio with weights being the fraction

of the total portfolio invested in each asset.

CAPM

CAPM is a model that describes the relationship between risk and expected

return. It explains the behavior of security price. It also describes how the price

and interest rate on risky financial assets are determined in the capital market.

In this model, a security's expected return is the risk free rate plus a premium

based on the systematic risk of the security, where risk is measured by the beta

coefficient.

"CAPM provides a measure of risk and method of estimating the market's risk

return line. The market or systematic risk of security is measured in terms of its

sensitivity to the market movement. This sensitivity is referred to the security's

beta. Investors can eliminate unsystematic risk when they invest their wealth in

a well diversified market portfolio (Pandy; 1995:344).

Harry M. Markowitz laid down the foundation of modern portfolio theory in

1952. Capital assets are the long term financial as well as real assets and

CAPM is based on the pricing of assets. Modern portfolio theory of Markowitz
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suggests that the investment decision should base on the total risk and price of

assets should also be determined on the basis of total risk. But the CAPM

suggests that, any investor can create a portfolio of assets that will eliminate

virtually all diversifiable risk, the only relevant risk is non diversifiable risk,

therefore, the investment decision and pricing of assets should be based on the

un-diversifiable risk. This is the primary importance of selecting assets with the

most desired risk return characteristics. The CAPM further suggests that the

price of capital assets should determine in a way that to compensate the

systematic risk.

"The major implication of the CAPM is that the expected return of assets will

be related to measure of risk for those assets known as beta (). The model

provides the intellectual basis for a number of the current practices in the

investment industry." (Sharpe et al; 2000:47).

'Based on the behavior of risk averter investors, there is an implied equilibrium

relationship between risk and expected return for each security. In market

equilibrium a security is supposed it provide an expected return commensurate

with its systematic risk of a security. Greater the systematic risk greater the

return that investors will expect from the security. The relationship between

expected return and systematic risk and the valuation of securities that follow,

is the essence of Noble laureate William Shaper's capital assets pricing model

(CAPM)" (Horne and Wachowitz; 1996:49).

"The graphical version of CAPM is called the security market line which shows

the relation between risk and the required rate of return." (Chandra; 1994:59)

The security market line clearly shows that return is the increasing function.

The SML equation as suggested for the computation of expected rate of return

on common stock. The model is,

E (rj) = rf + [E(rm) - rf] j
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Where,

E (rj) = Expected return on security j.

rf = Risk free rate.

E (rm) = The expected market return.

j=Assets beta

Diagram 2.2

Security Market Line

(Source: Van Horne and Wachowitz; 1996:49)

"In market equilibrium the required rate of return on stock equals its expected

return. That is all stocks will be on the security market line, what happens when

this is not so? The primary concern of portfolio management is to identify the

overpriced and under priced of security. Overpriced and under priced securities

are identified either comparison of their value with market price or compassion

of required rate of return and expected return.

Risk Premium

Risk free return

E(rm)

rf

Bi = 1

SML
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Diagram 2.3

Under Price and Over-Priced Stock During

Temporary Market Disequilibrium

 Required return

* Expected return

As a result, stock 'X' is expected to provide a rate of return greater than the

required, base on its systematic risk. Stock 'Y' is expected to provide a lower

return than required to compensate for its systematic risk. Investors seeing the

opportunity for superior returns by investing in stock ‘X’ should rush to buy it.

In the case of stock 'Y', investors holding this stock would sell it, recognizing

than they could obtain a higher return for the same amount of systematic risk

with other stocks" (Clark; 1987: 654-655).

The CAPM is based on the efficient market hypothesis and provides a basis to

measure the systematic risk in terms of covariance of its return with the market

return.

2.2 Reviews from Related Studies

In this section of review various studies are reviewed related with the topic.

The objective of this section is to show how the relation between risk and



*
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return is defined, described and measured by different studies. It also helps us

to understand more about risk and return.

2.2.1 Review from Journals

Enally and Ravenscraft (1999, June) in "The performance of Hedge Funds:Risk

,Return, and Incentives" journal of finance, have examined "Hedge funds may

be enhancing returns by taking on extra risk. Many hedge funds use tools

designed to reduce systematic rather than total risk. Though this is obviously

true for short sellers and market neutral funds techniques such as short sales are

employed by most hedge funds. Combination of incentives alignment and

investment flexibility gives hedge funds a clear performance advantage over

funds. Incentive funds are the most important and significant determinants of

risk adjusted return. Using 2,4,6 and 8 year sample all ending in December

1995 with 547, 272, 150 and 79 hedge fund observations, main findings of this

study are the average hedge fund sharp ratio is higher than comparable mutual

fund sharp ratio and this performance advantage increases when we match fund

by reign Hedge funds achieve this sharp ratio superiority despite their higher

total risk. In this study, the average total risk is higher for hedge funds. Thus,

some of the characteristics that enhance hedge fund performance may not be

appropriate for mutual funds that attract undiversified, risk-averse clients.

This hedge fund concluded that the Flexible investment options employed by

hedge funds make it difficult to classify hedge funds, identify the correct

benchmark, and thus measure relative performance. Standard deviation of

returns measure of total risk may not fully capture the complex risk taking from

hedge funds dynamic, highly levered strategies. Monthly incentive fees,

therefore, contain an unknown reporting bias that may be as important as

depreciation rates, common cost allocation, and transfer pricing issues in

accounting profits.
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Bowman (1988, Feb) in "The theoretical relationship between systematic risk

and financial variable" examined the relationship between risk and financial

variables. Systematic risk of livered firm is equals to the systematic risk of the

same firm without leverage. There is no direct relationship between earning

variability and market risk. Systematic risk is directly related to the accounting

beta. There is no theoretical basis for relationship of dividend payout and beta.

There is not only theoretical relationship between dividends and systematic risk

but also size and growth of the firm and systematic risk.

This study shows that there is a theoretical relationship between systematic risk

and firms accounting beta and systematic function are not a function of earning

variability, dividends policies and size and growth of firm".

Mitchell and Pulvion (1987, Aug) in "characteristics of Risk and return in

Risk Arbitrage". Journal of finance had to determine whether the returns to risk

arbitrage reflect market inefficiencies or rewards for bearing rare-event risk

over the 1963 to 1986 time period.

"Using a comprehensive sample of cash and stock-for-stock mergers, we

examine returns generated from risk arbitrage. For constraints merger an

investment in any merger cannot exceed 10 percent of total capital, sizes are

limited by the liquidity of the under lying securities. The index fund must have

an adequate amount of cash reserves to undertake the investment.

In most market environments, risk arbitrage returns are uncorrelated with

market returns however, during market downturns, the correlation between

market returns and risk arbitrage returns increases dramatically. From this

study suggest that risk arbitrage returns are similar to those obtained from

writing uncovered index put options. Risk arbitrage may be better evaluated

using a contingent claims analysis rather than a liner asset pricing model such
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as CAPM. However, this analysis shows that when measuring excess returns,

the error associated with CAPM is significant only when the nonlinearity in

returns is severe. This tends to be the case in time periods when cash, rather

than stocks, is the predominant from merger consideration. Although linear

assets pricing models mark the true risk in risk arbitrage, they do not result in

large errors when measuring excess returns".

2.2.2 Review from Other Independence Studies in Nepal

In the topic of finance very few independent studies can be found. However,

the available independent studies which are related to the Nepalese stock

market and about shareholders democracy, views expressed by different person

in their articles regarding risk and return of common stock of commercial

banks are presented or reviewed here in the topic.

Pradhan and. Balampaki (2004) conducted a study on “Fundamental of Stocks

Return in Nepal” based on pooled cross sectional data of 40 listed companies in

NEPSE Ltd and traded in the stock market. The study examines if dividend

yield, capital gain yield and total yield are related to earning yield, book to

market ratio and cash flow yield. Pradhan and Balampaki have summarized the

following results.

 Earnings yield and cash flow yield have significant positive impact on

dividend yield, and an insignificant impact on book to market value,

whereas, size has negative impact on dividend yield. In the case of

earnings yield and cash flow yield, cash flow yield has been found to be

more informative than earnings yield.

 Capital gain yield is positive influenced by earnings yield and size,

whereas, the same is negatively influenced by book to market value and

cash flow yield. Book to market value has been found to be statistically

strong in predicting capital gain yield.
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 Similarly, total yield is positively determined by earnings yield and size,

whereas, the same is negatively determined by book to market value has

been found to be more informative than other variables.

 The positive relationship exists among earnings yield, book to market

value and cash flow yield. However, the size is negatively related to

these three variables”.

critically analyzed the situation of common stock investors and the situation

that is not improving till date.

Shrestha's study has been divided into two parts. The first part includes view on

the rights of the shareholders regarding how they can exercise then in

democratic perspective and second part consists of feedback and the issues

raised by shareholders at different annual general meeting of Public Limited

Companies and financial institutions.

"In this study, he mentions that government is not interested in formulating

separate act to protect the right of shareholders, although the size of

shareholders population in Nepal has been growing constantly and, he has

viewed the need of separate act regarding the protection of shareholders right.

Company and others acts relating to financial and industrial sector has

provisioned rights of the shareholders as:

i. Voting right

ii. Participation in general meeting

iii. Right of getting information

iv. Electing as a board of director

v. Participation in the profit and loss of the company

vi. Transferring shares

vii. Proxy representation
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The collective rights of the shareholders are:

i. Amend the internal by laws

ii. Authorize the sale of assets

iii. Inter into merger

iv. Change amount of authorize capital

In many cases of the existing authoritarian mentality of management seems to

have not considered the shareholders in deciding the managerial plans and

policies. Top level decision often by passes the interest of shareholders. As the

management lacks serious concern about the protection of shareholder's rights

and expectations, the annual general meeting has become a platform for

shareholders to express opinions and grievance in front of the management and

board of directors. Many general meetings feedback reveal no serious response

to the felling of shareholders. It reflects unwillingness of the management and

board of directors to change their traditionally held activities towards

shareholders.

concluded that: An investment in common stock of a corporate from neither

ensure annual return nor ensure the return of principle. Therefore, investment

in common stock is very sensitive on the ground of the risk. Dividend to

common stockholders is paid only of the firm marker on operating profit after

tax and performance dividend. The company can return the principal in case of

its liquidation only to extent of the residual assets after satisfying to all of its

creditors and preferential shareholders. Besides this, investor have to sacrifice

the return on their investment in common stock, which could be earned

investing fund elsewhere in the next best opportunity.

The Study focused on the financial performance where financial activities

involve decision regarding
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 Forecasting and planning of financial requirement.

 Investment decision

 Financial decision

Further, Ojha added that the stock price in Nepal is determined more by other

factors rather than the financial performance of the concerned company.

2.2.3 Review from Thesis

Review of thesis is a section of review of literature where various theses are

reviewed which are related its topic and which may be helpful for this study. In

this section some thesis are reviewed which have done on risk and return topic

and the objective of this section is to know how the relation between risk and

return is described and measured by different thesis.

Surendra Manandhar (2005) “A Study of Risk & Return Analysis in

Common Stock Investment” with special reference to six listed commercial

banks. The main objective of the study is to evaluate common stock of listed

commercial banks in terms of risk & return and to perform sector wise

comparison on the basis of market capitalization to identify whether the share

of commercial banks are overpriced, under priced or at equilibrium price, to

identify the correlation between returns of commercial banks and to construct

optimum portfolio from listed common stock. Major findings of the studies are

as follows;

●The return is the income received on a stock investment, which is usually

expressed in percentage. Expected return on the common stock of EBL is

maximum (44.44%) which is very high rate of return. In reality this rate exists

only due to effect of unrealistic annual return because of the issue of banks

share and increased share price. Similarly expected return of the common stock

of NIBL is found minimum (24.21%).
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●Risk is the variability of return which is measured in terms of standard

deviation (S.D.). On the basis of S.D. common stock of NSBI is most risky

since it had high S.D. and common stock of NIBL is least risky because of its

lowest S.D.

●On the basis of coefficient of variation (C.V), common stock of NIBL is the

best among all the banks.

Tiwari (2007) concluded a research on the title of  “ risk and Return Analysis

of selected finance companies listed in NEPSE” on the specific objective to

analysis the risk and return associated with the common stock of six finance

companies. They are Kathmandu Finance Co. Ltd, Sanjhana finance co. Ltd.,

National Finance Co. Ltd., Citizen Investment Trust, Ace Finance Co. Ltd. and

Peoples Finance Co. Ltd. His research has been based on the collected data

from the secondary sources. Nepal stock Exchange) Ltd

(NEPSE is the main organization, which provides most of the data required for

the study. For analyzing the data he has used the various statistical techniques

of simple linier regression as well as other financial tools. The major findings

of the study were as follows:

●All the finance company have positive expected return as well as most of the

finance company has the return near to the average.

●All the investment involved certain amount of risk (i.e. standard deviation) as

well as most of the finance company have the risk less than the average.

●The value of best suggests majority of finance company stock volatility is less

than the market volatility and they are defensive stock.

●Some finance companies securities have highest value of CV (3.49).

Although many of the finance companies CV is less than the average CV(1.77)

but not in acceptable level.
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● There is positive relationship between expected return and deferent measure

of risk of the finance company.

●The return of majority of finance companies has higher degree of positive

correlation with the return of other companies.

●The overall effect of portfolio on risk and return shows mixed result. It means

the portfolio helps to increase the return in some case but in some case it has

also decreased the result up to negative level. But in other hand, nearly in all

case it has helped to decrease the level of risk up to some extent.

Shrestha (2008) has carried out a research on title “Risk and Return Behavior

of listed commercial Banks in NEPSE”. Major findings of his study were to

find out and analyze the risk and return behavior. His research has been based

on the collected data from secondary sources as well as some information from

primary sources. For analyzing data he has applied various statistical tools in

his study to find out the risk and return. He has concluded with findings which

are as follows:

● Risk and return of the selected commercial banks are not consistence. The

average risk of selected commercial banks is 40.07%, where return is only

9.23%. The highest risk is 67.61% of BOKL, where as higher return is 23.49%

of NABIL Bank Ltd.

●The selected commercial banks having higher risk pose fewer rates of return

and banks having low risk have higher return.

●The portfolio analysis provides empirical evidence of disparity between risk

and return of the selected commercial banks.

●The average risk of commercial banks combination under portfolio analysis is

28.21% but return is -0.23%

●Among 28 combinations, 4 combinations have higher risk and higher return.

11 combinations have higher risk but low rate of return and 13 combinations

have higher risk where as negative return.
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●Most of the selected commercial banks have sensitive stock with market.

Among 8 selected commercial banks, 5 banks have value of beta greater than 1

and 3of them have value of beta less than 1.

●Bank of Kathmandu Limited has higher value of beta (2.25). Similarly it has

the highest risk of 67.61% and return is 22.04%.

●In comparison of overall market return of NEPSE and average return of

selected commercial banks it shows that there is no significant difference.

Aneeva Shakya (2009) A thesis entitled “Risk and Return Analysis of the

Commercial Banks” with reference of six commercial banks has studied the

related field using different financial and the statistical tools and found the

following result, are as follows:

●The return is the income received on a stock investment, which is usually

expressed in percentage. Expected return on common stock of NABIL is

maximum (56.7%). Similarly expected return of NIBL, SCBNL, HBL, EBL &

BOKL are 37.9%, 28.26%, 29.52%, 52.79% and 37.1% respectively.

●Risk is the variability of reruns which is measured in terms of standard

deviation. On the basis of standard deviation, common stock of NABIL is most

risky since it has highest S.D. i.e. 0.91. Common stock of SCBNL has least risk

because of its lowest S.D. of 0.33.

●On the basis of C.V she found that common stock of EBL is the best as it has

1.04 unit of risk per one unit of return. And the common stoc of BOK has the

highest risk per unit of return.

●On her study she found that most of the investors are return oriented and

invest their fund on single asset. Also some invests in two or more securities

but they don’t analysis to make proper portfolio before selecting securities, it

seems the investors have lack of knowledge of risk diversification.

Her major recommendations are;

Shares of commercial banking sector are more interesting fir the investors to

invest, it is safer for the Nepalese investors to invest in this sector
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● The covariance and the beta-coefficient of the commercial banking sector

with that of the market are also good enough for the general investors to invest

in this sector.

● Among the commercial banks that she selected, she recommended to invest

in EBL common stock as it has good coefficient of variance than other banks.

Analysis of personal risk, attitude, needs and requirements will be helpful

before making an investment in stock market. Investors should make several

discussions with stock holders before reaching at the decision. Investors should

make their decision on the basis of reliable information rather than the

imagination and rumors.

●She recommends to exchange the investment ideas with the brokers. Mutual

fund is worthwhile for people with little interest in investment. She

recommended the investors to share experiences ideas and take view of expert

before investing in stock of individual banks.

2.3. Research Gap

Previous researchers analyzed the risk and return by using secondary sources of

information in terms of risk return practices. But actually speaking, risk can be

determined by various factors which eventually affect the return. In this study

Risk and return of selected commercial banks is measured by using secondary

as well as primary data applying various statistical tools and Questionnaires.

Among them, primary analysis in terms for Risk and Return may be the strong

determination for investing in banks. In present context, these are the heart

issues in Nepalese Commercial banks. Most of the investors are found to be

investing in the share in banks only believing on whim and humors. The

previous scholars could not submit the present facts. Present study tries to

define risk and return analysis by applying those various facts. It can be very

useful or important in this area. Thus present study may be valuable price of

research work.



34

CHAPTER - III

RESEARCH METHODOLOGY

The research methodology is the systematic way of solving research problems.

This chapter refers to the overall research processes, which is a researcher

conducts during his/her study. It includes research design, sources of data,

analytical tools, and procedures of collection and analysis of data. Research is

systematic and organizational effort to investigate a specific problem that needs

a solution. This process of investigation involves a series of well thought out

activities of gathering, recording, analyzing and interpreting the data with the

purpose of finding answer to the problems. This research is on the basis of

historical data using both financial and a statistical tool performs detail analysis

of different variables. Results are presented in simple way. Detail research

methods are described in the following headings.

3.1 Research Design

Research design is necessary to fulfill the objectives of well-set research.

Research design may be defined as framework, plan and structure for

collecting, analyzing and evaluating data. It is a procedure and techniques,

which provide ways for research viability. This research is belongs to risk and

return analysis so that this research is based on historical data, which covers the

five years period data from the FY 2001/02 to FY 2007/08. It deals with the

common stocks of commercial banks on the basis of available information. As

the title of the study suggests, it is more analytical and empirical but less

descriptive.

3.2 Sources of Data

The data required for the research is collected from the secondary sources as

well as primary sources. During the study, informal opinion survey has also

been taken with the individuals, bank officials. Security Board of Nepal, staff
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of Nepal stock Exchange and stockbrokers. Data related to the market prices of

stocks, market prices of stocks, market capitalization, movement of NEPSE

index etc. it is taken from the trading report published by NEPSE and the

website of Nepal Stock Exchange (i.e. www.nepalstock.com). Annual report of

commercial banks and their financial statement are also collected from the

respective sample banks. NEPSE periodicals, articles and previous research

report etc. has also been considered.

For the primary data a questionnaire was designed and requested to the people

to fill it up, who have involvement in the security market of Nepal especially in

the stock of commercial banks.

3.3 Population and Samples

The population of the study is all the listed commercial banks in NEPSE index.

This study is concentrated in listed commercial banks only. Total listed

commercial banks are 26. For this study 4 commercial banks are selected for

the study. The selected commercial banks are: Nepal Investment Bank Limited,

Standard chartered Bank Nepal Limited, NABIL Bank Limited and Bank Of

Kathmandu Limited.

3.4 Data Analysis Tools

To achieve the objectives of research, this study has used various financial and

statistical tools that are necessary to find out results. The following tools shall

analyze the data presented in the study. The following tools shall analyze the

data presented in the study. For the primary data a questioner has been

designed and presented to the people who are involved in the trade of the stock

market. For the analysis the secondary data as well as the primary data has

been used.

3.4.1 Market Price of Stock (P)

Market price of stock is one of the major data of this study. These are three

prices high, low and closing price of each year are available. We can be used
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average price (of high and low) or closing price of the stock. Closing price or

average price represents the price of whole year. But, to get the real average

volume and price of each transaction in the stock and duration of time of each

transaction in the whole year are essential. It is very difficult to obtain and

include these all information and average of high and low price is not reliable

and representative information. The closing price of stock is used as market

price of stock.

3.4.2 Dividend (D)

Dividend is relevant during the computation of rate of return, which is a return

to the shareholders for the investment. If company declares only cash dividend

there is no problem while taking exact amount of dividend. But if company

declares bonus share, shareholder will receive extra number of shares

consequently, price of the stock declines. At this condition,

Total Dividend Amount = Cash Dividend + Stock Dividend% × Next year’s

MPS.

Sometime the company issues right shares at par. In this situation we can

calculate total dividend amount by this model.

Total Dividend Amount = Cash Dividend + Right Share% [Next year MPS -

Price of Right Share]

3.4.3 Return on Common Stock (Rj)

It is known as realized rate of return or single period rate of return. It is cash

received plus price changes in period of stock (capital gain/loss). It is

calculated in the form of percentage. It is calculated by adding change in

market price with total dividend and then dividing by market price of previous

year.
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Symbolically

Rj =
1

1)(
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Where,

R = annual rate of return

Dt = Cash dividend received at time t.

Pt = Price of a stock at time t.

Pt-1 = Price of stock at time t-1.

3.4.4 Expected Rate of Return on Common Stock E (Rj)

One of the major aims of the study is to determine the expected return on the

investment in common stock. Generally, this rate is obtained by the arithmetic

mean of the past year returns.

Symbolically,

E (Rj) =
n

R j

Where,

E (RJ) = Expected rate of return on Stock j.

RJ = Return on stock j.

n = number of years that the return is taken.

 = Sign of summation.

3.4.5 Return on market

It is the percentage increase in NEPSE index. Market return is the average

return of the market as a whole. It is calculated as.

Rm =
1

1





t

tt
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NINI

Where,
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Rm = Return on Market

NIt = NEPSE index at time t

NIt-1 = NEPSE index at time t-1.

3.4.6 Expected Return on Market, E(Rm)

It is average return of future expectation. It is calculated by summing up the

past return and dividing by number of samples period.

E (Rm) =
n

Rm

Where,

E (Mr.) = Expected return on market.

 Rm = Summation of market return.

N = Number of samples period.

3.4.7 Standard Deviation (S.D)

It is a statistical measure of the variability of a set of observations. The symbol

is called () sigma. It is the measure the total risk on stock investment.

Standard deviation can be calculated using following formula,

If data given as time series
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If data is probability distribution
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Where,

j = Standard Deviation on of return sock j during the time period n.

Pj = Probability distribution of the observation.

Rj = Single period rate of return on stock j.

E(Rj) = Expected rate of return on stock j.

n = Number of years that the returns are taken.
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3.4.8 Coefficient of Variation (C.V.)

It is the relative measurement of risk with return. It measures the risk per unit

of return. It provides a more meaningful basis for comparison when the

expected returns on two alternatives are not the same. The higher coefficient of

variation, higher is the risk. It is calculated as

C.V. =
)( j

j

RE



Where,

C.V. = Coefficient of variation of stock.

j = Standard deviation of return on stock j.

E(Rj) = Expected rate of return on stock j.

3.4.9 Beta Coefficient ()

Beta coefficient shows the market sensitivity of stock. Higher the beta, greater

will be the sensitivity and reaction to the market movement. Beta coefficient of

a particular stock will be less than, equal or more than 1, but the beta for

market will be always 1.

j =
2

),(

m

mj RRCov



Where,

j = Beta coefficient of stock j .

Cov (Rj, Rm ) = Covariance between return on stock j and return on market .

=
  

1

)()(




n
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2
m = Variance of Market Return.

3.4.10 Correlation Coefficient (Pij)

Two variables are correlated when they are related that the change in the value

of one variable is accompanied by change in the value of other. Correlation
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may be positive or negative. If return on two securities is negatively correlated

which combined in portfolio reduces the risk. If securities are positively

correlated risk cannot be reduced. Correlation coefficient is negative or positive

which ranges from +1 to -1. It can be calculated as.

Pij =
ji

ijCov



Where,

Pij = Correlation coefficient for securities i and j.

Covij = Covariance between securities i and j.

i j = Standard deviation of returns for securities i and j.

3.4.11 Portfolio Risk and Return

Portfolio is the combination of individual or a group of assets. Investors have

different types of investment opportunities but they have limited resource for

investment so that investors have to choose that investment opportunity which

maximizes return for a given level of risk or minimize risk for a given level of

return. Thus the combination of this investment is called portfolio.

Portfolio Return, E (RP)

The expected return on a portfolio is simply the weighted average of expected

returns on the individual assets in the portfolio with weights being the fraction

of the total portfolio invested in each asset.

Symbolically,

E(RP) = Wi E(Ri) + Wj E(Rj)

Where,

E(RP) = Expected return on portfolio

Wi = Proportion of wealth invested in i assets.

Wj = Proportion of wealth invested in j assets.

E(Ri) = Expected return on i assets



41

E(Rj) = Expected return on j assets.

Portfolio Risk,

It is the combined standard deviation of individual stock return. It is the risk of

individual securities plus covariance between the securities. The formula for

the calculation of portfolio risk for two assets case is given by

P =  jjjijjii RRwwww ,cov22222 

Where,

P = Standard deviation of stock i & j.

i
2 = Variance of assets i.

wi = proportion of assets i.

j
2 = Variance of assets j.

wj = Proportion of assets j.

Cov (Ri, Rj) = Covariance between the return of assets i & j.

3.4.12 Risk Minimizing Portfolio

It is the portfolio with lowest level of risk in the efficient frontier. In other

words it is the proportion of stock that minimizes the risk. In two stock

portfolio the optimal weight to invest in stock i and j are calculated as follows

Wi =
 

),(2

,
22

2
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jij
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Wj = 1-Wi

Where,

wi = optimal weight to invest in stock i.

wj = optimal weight to invest in stock j.

j
2 = Variance of stock j.

i
2 = Variance of stock i.

Cov (Ri, Rj) = Covariance of returns between stock i and j.
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3.4.13 Partitioning of Total Risk

Systematic Risk Proportion (2) =
j

mj

2

22




Unsystematic Risk Proportion (1-P2) =
j

eVar
2

)(


Where,

j
2 = Variance of stock j.

j
2 = Square beta of stock j.

m
2 = variance of market return.

Var (e) = residual variance.

3.5 Method of Analysis and Presentation

Results are presented in tabular form and clear interpretation on it is given

simultaneously. All the methods of analysis and presentation are applied as

simple as possible. Detail calculations are presented in appendices at the end of

the report. To make report simple and easily understandable charts, diagrams

and graphs have been used. Summary conclusion and recommendations are

presented finally.
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CHAPTER IV

PRESENTATION AND ANALYSIS OF DATA

4.1 Data Presentation and Analysis

This chapter includes analysis of data collected and their presentation. In this

chapter the effort has been made to analyze.  “Risk and return analysis on the

basis of common stock investment of commercial banks; with reference to Four

commercial banks.” Detailed data of MPS and dividend of each and sector,

NEPSE index of each sector and market is presented and their interpretation

and analysis is done. With reference to the various readings and literature

review in the previous chapter, effort is made to diagnose and analyze the

recent Nepalese stock market movement with taking a special reference to

listed commercial banks. Different tables and figures are drawn to make the

result more simple and understandable.

The use of secondary data is much extensive which are collected through the

records of annual report. The data have been collected from the published and

unpublished official records of samples four commercial banks and paper,

previous studies, financial statement and annual report of the selected

companies.

In this study the analysis is based on the secondary data that is presented in this

way

 Expected Return

 Standard Deviation

 Coefficient of Variation

 Analysis of Market Sensitivity

 Analysis of Portfolio
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4.1.1 Analysis of Individual Commercial Banks

As the study has been taken special reference to listed commercial banks,

common stock of listed commercial banks is analyzed individually. There are

Eighteen commercial banks and all are in operation till to date. Among them

only four commercial bank are as sample of study. Each company is introduced

and their common stock risk and return are analyzed and interpreted here.

Name of the selected four commercial banks are as follows.

 Nepal Investment Bank Limited (NIBL)

 Standard Chartered Bank Nepal Limited(SCBNL)

 NABIL Bank Limited (NABIL)

 Bank of Kathmandu Limited (BOKL)

4.1.1.1 Nepal Investment Bank Ltd. (NIBL)

This bank was established 1986 as a joint venture between Nepalese and

French investors. Previous name of the bank was Nepal Indosuez Bank. Now

this bank is operating under the full ownership of Nepalese promoters and

shareholders. Market capitalization of this bank is Rs 21, 904,326,990 and

Total paid up value is Rs. 2,407,068,900 with 24,070,689 numbers of shares.

Table 4.1

MPS and DPS of Common Stocks of NIBL

Fiscal Year Market Price Per Share Cash
Dividend

Stock
Dividend

Total
Dividend

High Low Closing
2002/03 890 635 795 20 - 20
2003/04 942 745 940 15 - 15
2004/05 1430 760 800 12.5 - 12.5
2005/06 1265 762 1260 20 35.46 633.103
2006/07 1729 1000 1729 5 25 617.5
2007/08 3101 1305 2450 7.5 33.33 424
2008/09 3670 990 1388 7.5 33 307.8

(Source: Annual Trading Report/NEPSE, 2002-2009)

35.46% of 1729+20=633.103

25% of 2450+5= 617.5
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33.33% of 1250+7.5=424

33% of 910+7.5=307.8

Note: Expected closing price of 2009 is made-up Rs. 910 considering NEPSE

monthly transaction of Aswin 2066.

Total dividend is calculated using the tools mentioned in Research

methodology section chapter-3.

Figure 4.1

Year End Market Price Movement of the Common Stock of NIBL

According to year end market price of share, the market price of the shares of

NIBL in the fiscal year 2007/08 is high. In 2002/03 the market price was very

low in above chart. After 2004/05 market price of NIBL is increasing

efficiently, but IN 2008/09 the trend of the share price is decreasing.

Calculation of risk, return and coefficient of variation of Nepal Investment

Bank Limited
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Table 4.2

Statistical Analysis of NIBL

Fiscal
year

Year End
Price

Dividend
1

1



 


t

ttt

P

DPP
R R- R (R- R )2

2002/03 795 20 - - -
2003/04 940 15 0.2013 -0.2402 0.0577
2004/05 800 12.5 -0.1356 -0.5771 0.3330
2005/06 1260 633.103 1.3664 0.9249 0.8554
2006/07 1729 617.5 0.8623 0.4208 0.1771
2007/08 2450 424 0.6622 0.2207 0.0487
2008/09 1388 307.8 -0.3078 -0.7493 0.5614

Total  R 2.6488   2)( RR

=2.0333
(Source: Annual Trading Report/NEPSE, 2002/09)

Calculation of expected rate of return,

We have,

Expected Rate of Return ( R ) =
6

2.6488


n

R
=0.4415 or 44.15 %

Standard Deviation ( ) = n

RR  2)(

=
16

0333.2



=0.6377i.e. 63.77%

Coefficient of Variation (C.V.) =
R


=

4415.0

6377.0
=1.44

Here, it can be concluded that the risk and return of NIBL is 63.77% and

44.15% respectively. The C.V is 1.44, which means for earning 1 unit of return

the investor has to bear 1.44 units of risk. The annual rate of return is

maximum in the year 2005/06 which is1.3664 and minimum rate of return is in

the year 2008/09 by -30.78%.
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4.1.1.2 Standard Chartered Bank Nepal Limited (SCBNL)

This bank was established in joint investment in 2043/10/16 (1986) and in the

same date it started its operation under the Commercial Bank Act 2031 (1974)

and the Company Act 2021 (1965). It has earned a lot of popularity in the

banking field. The Grind lays Bank has been replaced by the Standard

Chartered Bank Nepal limited. Now, the Authorized capital of the bank is Rs.

52,37,6511680 and total paid up value Rs.931, 966,400 with 9,319,664

numbers of shares. Market capitalization of the bank is Rs.34, 296,363,520.

Table4.3

MPS & DPS of SCBNL

Fiscal
Year

Market Price Per Share Dividend Stock
Dividend

Total
DividendHigh Low Closing

2002/03 1760 1380 1640 110 10 284.5
2003/04 1800 1520 1745 110 - 110
2004/05 2350 1553 2345 120 - 120
2005/06 3775 2200 3775 130 10 720
2006/07 5900 3058 5900 80 50 3495
2007/08 9025 4505 6830 80 50 2795
2008/09 9200 4100 6010 80 50 1865.5

Source: Refer Annual Trading Report/NEPSE2008/09

10% of 1745+110=284.5

10% of 5900+130=720

50% of 6830+80=3495

50% of 5430+80=2795

50% of 3571+80=1865.5

NOte: Closing price of Rs.3571 is considered as the closing price of the month

Aswin 2066, according to NEPSE monthly report 2066.
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Figure 4.2
Year–end Market Price Movement of the Common Stock of SCBNL

From the above diagram, it can be concluded that the movement of price of

shares of SCBNL is in increasing trends from 2002/03 to 2007/08 then it is

declined in fiscal year 2008/09.

Table 4.4

Statistical Analysis of Common Stock of SCBNL

Fiscal
Year

Year End
Price

Dividend

1

1



 


t

ttt

P

DPP
R

R- R (R- R )2

2002/03 1640 284.5 - - -
2003/04 1745 110 0.1311 -0.4912 0.2413
2004/05 2345 120 0.4126 -0.2097 0.0440
2005/06 3775 720 0.9168 0.2945 0.0867
2006/07 5900 3495 1.4887 0.8664 0.7506
2007/08 6830 2795 0.6314 0.0091 0.0001
2008/09 6010 1865.5 0.1531 -0.4692 0.2201

Total  R

3.7337

  2)( RR =

1.3428
(Source: Annual Trading Report/NEPSE2002/03 to 2008/09)
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Expected Return ( R ) = 62.23%i.e0.6223
6

7337.3


n

R

Standard Deviation ( ) =
16

3428.1

1

)( 2







n

RR
= 0.5182 i.e.

51.82%

Coefficient of Variation (C.V.) =
R


=

6223.0

5182.0
= 0.83

Now, it can be concluded that the risk and return of SCBNL is 51.82% and

62.23% respectively.  The CV is 0.83, which means for earning 1 unit of return

the investor has to bear 0.83 units of risk.

4.1.1.3 Nepal Arab Bank Ltd. (NABIL)

Nepal Arab bank Ltd. is the first bank established in joint investment in Nepal.

This bank was established in 2041 (1985) under the commercial bank act

2031(1974) and the companies act 2021(1965). Market capitalization amount

of the bank is Rs.27, 813,513,600 and Total paid up value is Rs.96, 57, 47000

and the number of share is 9657470.

Table 4.5

MPS and DPS of NABIL

Fiscal
Year

Market Price Per Share Cash
Dividend

Stock
Dividend

Total
DividendHigh Low Closing

2002/03 875 700 735 50 - 50
2003/04 1005 705 1000 65 - 65
2004/05 1515 1000 1505 70 - 70
2005/06 2300 1500 2240 85 - 85
2006/07 5050 2025 5050 100 40 2210
2007/08 6700 3410 5275 60 40 1701
2008/09 6400 3050 4899 60 40 1212

(Source: Annual Trading Report/NEPSE, Year 2002-2009)

40% of 5275+100=2210

40% of 4103+60=1701

40% of 2880+60=1212
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Note: Expected closing price of 2008/09 is made-up Rs. 2880 considering last

Aswin’s monthly trading report of NEPSE.

Figure 4.3

Year End Market Price Movement of the Common Stock of NABIL

From the above diagram it can be understood that the price of common stock of

NABIL is in normal increasing trend in 2002/03 to 2005/06 & in 2007/08, in

the fiscal year 2006/07 it increased rapidly then it is in decreasing trend in

2008/09. Table 4.6

Statistical Analysis of Common Stock of NABIL

Fiscal
year

Year End
Price

Dividend

1

1



 


t

ttt

P

DPP
R

R- R (R- R )2

2002/03 735 50 - - -

2003/04 1000 65 -0.276 0.0762

2004/05 1505 70 0.575 -0.15 0.0225

2005/06 2240 85 0.5449 -0.1801 0.0324

2006/07 5050 2210 2.2411 1.5161 2.2986

2007/08 5275 1701 0.3814 -0.3436 0.1181
2008/09 4899 1212 0.1585 -0.5665 0.3209

Total  
R

4.3499   2)( RR

=2.8687
(Source: Annual Trading Report/NEPSE, Year 2002-2009

0

1000

2000

3000

4000

5000

6000

CL
O

SI
N

G 
M

PS

FISCAL YEAR

CLOSING PRICE



51

We have,

Expected Return ( R ) =
n

R
=

6

3499.4
=0.7250 or 72.50%

Standard Deviation (σ) =
1

)( 2




n

RR
=

16

8687.2


0.7575 or 75.75%

Coefficient of Variation (C.V.) =
R


=

7250.0

7575.0

=1.04

Here, from the above calculation we can see that the risk and return of NABIL

is 75.75% and 72.50% respectively.  The coefficient of the variation is 1.04,

which means for earning 1 unit of return the investor has to bear 1.04 units of

risk.

4.1.1.4 Bank of Kathmandu Limited (BOKL)

Bank of Katmandu Ltd. was established in 2051(1994) under joint investment

of SIAM Commercial Bank, Thailand and Nepali promoters. Market

capitalization Amount of this bank is Rs13, 552,586,295; total paid up capital

is Rs 84, 43, 97,900 and No. of share is 8443979.

Table 4.7

MPS and DPS of BOKL

Fiscal
year

Market Price Per Share Cash
Dividend

Stock
Dividend

Total
DividendHigh Low Closing

2002/03 300 195 198 5 - 5
2003/04 310 175 295 10 - 10
2004/05 472 280 430 15 - 15
2005/06 881 422 850 18 30 340.5
2006/07 1375 691 1075 20 - 20
2007/08 2361 1200 2350 2.1053 40 608
2008/09 2870 1150 1750 2.11 40 644.11

(Source: Annual Trading Report/NEPSE, Year 2002-2009)
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30% of 1075+18=340.5

40% of 1515+2.1053=608

40% 0f 1605+2.11=644.11

Note: Expected closing price of Rs1605 is taken as the closing price of Aswin

2066 considering NEPSE monthly Report.

Figure 4.4

Year End Price Movement of Common Stock of BOKL

From the above diagram it can be understand that the trend of the stock price

movement in year 2002/03to 2004/05is normally increasing. Then it started

increasing smoothly till 2007/08 (Rs.2350) and it decreased rapidly in the year

2008/09.
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Table 4.8

Statistical Analysis of Common Stocks of BOKL

Fiscal year Year End
Price

Dividend

1

1



 


t

ttt

P

DPP
R

R- R (R- R )2

2002/03 198 5 - - -

2003/04 295 10 0.5404 -0.2723 0.5404
2004/05 430 15 0.5085 -0.3042 0.5085
2005/06 850 340.5 1.7686 0.9559 1.7686
2006/07 1075 20 0.2882 -0.5245 0.2882
2007/08 2350 608 1.7516 0.9389 1.7516
2008/09 1750 644.11 0.0188 -0.7939 0.0188

Total  R 4.8761   2)( RR =4.8761

(Source: Annual Trading Report/NEPSE, Year 2002-2009)

We have,

Expected Return ( R ) =
n

R
=

6

8761.4

=0.8127

Standard Deviation (σ) =
1

)( 2




n

RR
=

16

761.4

 =0.9875 =98.75%

Coefficient of Variation (C.V.) =
R


=

8127.0

9875.0

=1.21

In above calculation, we conclude that the risk and return of BOKL is 98.75%

and 81.27% respectively. The C.V is 1.21 which means for earning 1 unit of

return the investor has to bear 1.21 units of risk.

4.2 Comparative Analysis of Obtained Results

4.2.1 Inter Bank Comparisons

The result from previous section (4.1) is presented here in a tabular, Graphic

form. From the year 2002/03 to 2008/09
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Table 4.9

Expected Return, S.D. and Coefficient of Variation Of each Bank

Banks Expected
Return

Standard
Deviation

Coefficient
of Variation

Remarks

NIBL 44.15 % 63.77% 1.44 Highest C.V/Risk
SCBNL 62.23% 51.82% 0.83 Lowest C.V/Risk
NABIL 72.50% 75.75% 1.04
BOKL 81.27% 98.75% 1.21 Highest Return

(Source: Annual Trading Report/NEPSE, Year 2008/09)

Investment in common stock of NIBL is highly risky for investors considering

return, risk and coefficient of variation. Investor can get highest return from the

common stock of BOKL but from the risk and the coefficient of variation point

of view SCBNL has lowest C.V and risk.

To make the comparison easily understandable from the diagram 4.5 presented

below.

Diagram 4.5

Risk and Return of Selected Commercial Banks
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4.2.2 Comparison of Selected Commercial Banks on the Basis of Market

Capitalization

Market Capitalization is the total value at time specific period .The market

capitalization of listed securities of four commercial banks at the end of the

fiscal year 2008/09 is presented below.

Table 4.10

Market Capitalization of four Commercial Banks from July2008-June 09

S. No Company Market capitalization
(Rs in Millions)

Percentage (%)

1 NIBL 13916.56 14.59
2 NABIL 33675.38 35.30

3 SCBNL 37254.92 39.05

4 BOKL 10554.97 11.06

TOTAL 95401.83 100
Source: Refer Annual Trading Report 2008/09, NEPSE

Table 4.10 shows the market capitalization of selected commercial banks at the

end of the fiscal year 2008/09. The market capitalization of SCBNL is highest

by 39.05% and the market capitalization BOKL is low by 11.06%

Figure 4.6

Market Capitalization of Four Selected Commercial Banks

SCBNL
39%

BOKL
11%
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4.2.3 Inter Industry Comparison on the Basis of NEPSE Index

Table 4.11

Sector wise NEPSE index at the End Price of each year

Fiscal Year
Sectors 2002/03 2003/04 2004/05 2005/06 2006/07 2007/08 2008/09
C.Banking 199.90 231.97 304.64 437.49 789.21 782.55 780.87

Mfg. & Processing 250.13 255.58 276.50 301.11 348.63 347.54 434.32
Hotel 196.68 184.41 178.00 180.77 251.47 274.35 367.42

Trading 94.56 95.01 123.20 148.11 155.37 162.08 295.83

Insurance 240.64 237.62 320.24 381.25 612.46 653.37 656.41

Finance 208.14 195.99 228.39 261.37 471.82 513.92 697.61

Hydropower - - - - 847.93 1121.49 1044.81

Dev.Banking 246.72 190.03 237.86 294.40 539.66 542.05 772.56

Others 48.56 142.65 347.65 410 818.12 818.12 738.99

(Source: Annual Trading Report/NEPSE, Year 2002-2009)

In above table 4.11 shows the sector wise NEPSE index at the end price of each

year 2002/03 to 2008/09 which contains specially nine sectors (sector is

mentioned in above table). Among nine sectors it can be concluded that the

index of each sectors are increased from the year 2004/05. Hydropower sector

is also started to trading from 2006/07 which was remained closed before some

years. We can find from the above data the index of “Others sector” is high

than remaining sector. “Mfg. & processing”, “Hotel” & “Trading” sectors

index is comparatively low than the other sector.
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Table 4.12

Expected Return, Standard Deviation and Coefficient of Variation of

Commercial Banking Sectors

Year Year-end Index Return (R) )( RR )( RR 2

2002/03 199.90 - - -

2003/04 231.97 0.1604 -0.1096 0.0120
2004/05 304.64 0.3133 0.0433 0.0019
2005/06 437.49 0.4361 0.1661 0.0276
2006/07 789.21 0.8039 0.5339 0.2850
2007/08 782.55 -0.0084 -0.278439 0.0775
2008/09 749.10 -0.0446 0.31246 0.0990

Total  R 1.66   2)( RR =0.503

Source: Refer Table 4.11

Expected Return ( R ) =
n

R
=

6

66.1
= 0.27 i.e. 27%

Standard deviation ( ) =
1

)( 2




n

RR =
16

503.0



= 0.32%

Coefficient of variation (C.V.) =
R


=

27.0

32.0
=1.185
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Figure 4.7

Annual Rate of Return of Banking Sector (On the Basis of Index)

4.2.4 Market Risk and Return

Nepal stock Exchange limited (NEPSE) is only one stock market of Nepal.

Hence, NEPSE index represents the overall market movement .Market Risk

and Return is determined on the basis of year-end NEPSE index. Recently

NEPSE has started its transaction from Pokhara, Narayangadh and Biratnagar

also.

Realized return, Expected return, standard deviation and coefficient of the

variation of Market index are summarized below.

Table 4.13

Statistical Analysis of Overall Market on the Basis of NEPSE index

Year Year-end Index MR
MM RR  ( MM RR  )2

2002/03 204.86 - - -
2003/04 222.04 0.0839 -0.1961 0.0384
2004/05 286.67 0.2911 0.0111 0.0001
2005/06 386.83 0.3494 0.694 0.0048
2006/07 683.95 0.7681 0.4881 0.2382
2007/08 963.36 0.4085 0.1285 0.01651
2008/09 749.10 -0.2224 -0.5024 0.2524

Total  mR =1.6786 5504.0)( 2  MM RR

(Source: Annual Trading Report/NEPSE, Year 2002-2009)
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We have,

Expected return ( R ) =
n

RM
=

6

6786.1
= 0.28 i.e. 28%

Standard deviation ( M ) =
1

)( 2




n

RR MM 0.3318i.e. 33.18%

Coefficient of variation (C.V.) = =
28.0

3318.0
= 1.185

The expected rate of overall return Market is 0.28 i.e. 28% by the end of the

fiscal year 2008/09.

During fiscal year period the NEPSE index is highest in the year 2007/08 by

963.36 and minimum in the year 2002/03 by 204.8

Diagram 4.8

Year End NEPSE Index of Overall

4.2.5Market Sensitivity Analysis

Market sensitivity of stock is measured by its beta coefficient. The beta

coefficient of NIBL is shown in the following table
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Table 4.14

Calculation of Beta Coefficient of the Common Stock of NIBL

Year JJ RR  MM RR  ))(( mmJJ RRRR 

2003/04 -0.2402 -0.1961 0.047103
2004/05 -0.5771 0.0111 -0.00641
2005/06 0.9249 0.694 0.641881
2006/07 0.4208 0.4881 0.205392
2007/08 0.2207 0.1285 0.02836
2008/09 -0.7493 -0.5024 0.376448

Total  (
))(( mmJJ RRRR  =1.2928

(Source: Annual Trading Report/NEPSE, Year 2002-2009)

We have,

    
1

 


n

RRRR
RRCOV

MMJJ
MJ 16

2928.1


 =0.25856

 
35.2

1101.0

25856.0
2 

M

MJ

J

RCOV R




Where,

n = no. of observation = 6

2
m = variance of market return (NEPSE) = (0.3318)2 =0.1101

Since, the beta coefficient of NIBL is 2.35 which is more than 1. It can be

concluded that the common stock of NIBL is aggressive stock. The common

stock of NIBL is more volatile stock in the market.

Similarly the beta coefficient of SCBNL, NABIL and BOKL is calculated at

appendix at the end of this study.
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Table 4.15

Beta Coefficient of Selected Four Commercial Banks

S. No. Banks Beta coefficient

1. NIBL 2.35

2. SCBNL 1.174

3. NABIL 1.65

4. BOKL 1.77

(Source: Annual Trading Report/NEPSE, Year 2002-2009

Table 4.15 shows that the beta of NIBL is maximum, i.e. 2.35 and beta of

SCBNL is minimum (1.174). The common stock of NIBL is most volatile

because its beta is maximum and the common stock of SCBNL is least volatile

because its beta is minmum.

Table 4.16

Calculation of Required Rate of Return (RRR), Expected Rate of Return

(ERR) and evaluation of each stock using CAPM method are shown

S. No. Banks Beta  (β j) RRR ERR Price situation
1. NIBL 2.35 0.5465 0.4415 Over Pricing

2. SCBNL 1.174 0.3144 0.6223 Under Pricing

3. NABIL 1.65 0.4083 0.7250 Under Pricing

4. BOKL 1.77 0.4320 0.8127 Under Pricing

(Source: Annual Trading Report/NEPSE, Year 2002/09

We have,

Required Rate of Return (RRR) =  JFMF RRR 

The Required Rate of Return in each asset is calculated at appendix at the end

of this study.

Where,

R f =Risk free rate of return =8.2560%)
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{Rf = 8.2560%, www.nrb.org/showmarketrates.php. ,taken 91days treasury bill

rate as a risk free rate.

Comparing RRR and ERR determines whether the stock is under pricing or
overpricing. RRR of NIBL, SCBNL and BOKL is 0.5465, 0.3144, 0.4083 and
0.4320 respectively.

Rm =Market rate of return (NEPSE) = 0.28

Above calculation shows that the common stock of NIBL is overpriced because

its RRR is more than it’s ERR. SCBNL, NABIL and BOKL is under pricing

because their RRR is less than ERR.

4.3 Portfolio Analysis

A portfolio is constructed to maximize the return within the budget line of the

investable fund by minimizing the risk. It is a combination of different

investment assets .The portfolio would be able to reduce unsystematic or

diversifiable risk. It is the random selections of securities that are to be added

to a portfolio. It reduces a portfolio’s total diversifiable risk to zero. In previous

topic and headings the analysis is based on the investment in single security.

The expected return of portfolio is simply a weighted average of the expected

return of the securities comprising that portfolio that the weights are equal to

the proportion of total fund invested in each security. The sum of weight must

be 100%. Analysis have shown that many Nepalese prorate investor placed

their entire wealth is single assets investment if they construct ion of the

portfolio or a group of investment in such kind of assets, which are negatively

correlated. They can reduce unsystematic risk dramatically without losing their

return. Therefore, we need to extend our analysis of risk and return to portfolio

context. Here, we are going to analyze the portfolio. The analysis is based on

four assets portfolio and the tools for analysis are described in the Research

Methodology at chapter-3.
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To analyze the four assets portfolios among the four selected commercial

banks, at first equal proportion of investment of capital should invest in

common stock of each commercial bank i.e. 25% weight in each common stock

and usually, common stock of four selected sample commercial banks are taken

to construct the four assets portfolio.

Detailed analyses of common stock of pooled four commercial banks are

shown before going to compare with analysis of the portfolio of seven assets.

4.4 Analysis of Average / Pooled Four Sample Commercial Banks

The calculation of the return, expected return, standard deviation, and

coefficient of variation of the common stock of average/pooled four

commercial banks is given.

Table 4.17

Average Return of four Commercial Banks

Banks Fiscal Year/Return
2003/04 2004/05 2005/06 2006/07 2007/08 2008/09 Total

NIBL 0.20126 -0.13564 1.37 0.8623 0.662233 -0.3078
SCBL 0.1311 0.4126 0.9168 1.49 0.6314 0.1531

NABIL 0.4490 0.575 0.5449 2.2411 0.3814 0.1585
BOKL 0.54040 0.5085 1.77 0.2882 1.7516 0.0188

Total 1.32176 1.36046 4.6017 4.8816 3.43 0.0226
Average 0.33044 0.34012 1.15043 1.2204 0.8575 0.00565 3.9045

Source: Refer Annual Trading Report 2008/09, NEPSE.

Calculation of expected return, standard deviation, and coefficient of variation

combined /pooled selected commercial banks.
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Table 4.18

Statistical Analysis of Common Stock of Four Commercial Banks

Fiscal
Year

Average
Return (R)

)( RR )( RR 2

2003\04 0.33044 -0.3263 0.1065
2004\05 0.34012 -0.3166 0.10024
2005\06 1.15043 0.4937 0.2437
2006\07 1.2204 0.5637 0.3178
2007/08 0.8575 0.2008 0.0403
2008/09 0.00565 -0.6526 0.4260

Total  R =3.95   2)( RR =0.80854

Source: Refer Annual Trading Report 2008/09, NEPSE.

We have,

Expected return ( R ) =
n

R
=

6

95.3
= 0.6583

Standard deviation ( j) =
1

)( 2




n

RR

=
16

80854.0


=0.4021

Coefficient of variation (C.V.) =
j

j

R


= 0.2456

From above calculation, the expected return is 65.83%, standard deviation is

40.21% and coefficient of variation is 24.56% of four sample commercial

banks.

4.5 Portfolio Analysis among Four Selected Commercial Banks

For the four assets portfolio, let us consider A, B, C & D be the common stock

of the commercial banks NIBL, SCBNL, NABIL and BOKL respectively. To

calculate the four assets portfolio risk, we have to calculate covariance of four

commercial banks. Thus, the table 4.19 shows the calculation of covariance of

assets.
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Table 4.19

Calculation of Covariance of Asset of “A” and asset “B”

Fiscal year  RR AA  RR BB   RR AA  RR BB 

2003/04 -0.24 -0.491 0.117986
2004/05 -0.577 -0.21 0.121018
2005/06 0.9249 0.2945 0.272383
2006/07 0.4208 0.8664 0.364581
2007/08 0.2207 0.0091 0.002008
2008/09 -0.749 -0.469 0.351572

Total   RR AA  RR BB  =

1.2295
Source: Refer Annual Trading Report 2007/08, NEPSE.

    
1


 

n
RRRR

RRCOV BBAA
BA

=
16

2295.1


= 0.2259

The covariance between asset A and asset B is 0.2059

Similarly, the covariance between asset B and C, asset C and D, asset D and

asset A, asset A and asset C & asset B and asset D is calculated at appendix at

the end of this study.

Table 4.20

Calculated Value of Covariance between different Portfolio

COV(A,B) COV(A,C) COV(A,D)
0.2459 0.1946 0.3413

COV(B,C) COV(B,D) COV(C,D)
0.3380 0.08114 -0.1439
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As assuming before, proportion investment in each four assets is equal to 25%

of capital to minimize the risk.

Therefore,

WA = WB = WC = WD= 25%

And the Portfolio return will be,

RWRWRWRWR DDCCBBAAP 

=65.83%

Where,

the Portfolio Risk is,

DA
COVW

D
WCOVWW

CD
COV

D
W

C
W

BC
COV

C
W

B
W

AB
COV

B
W

A
W

D
w

DC
w

CB
w

BA
w

A

AACCA

p

2222

222222222



 

= 3787.0

=0.6154 i.e. 61.54%

Since, the Expected portfolio return of b assets is 65.83%. It is possible only

when the investor invert in each asset in equal proportion i.e. 25% in each

stock. After diversification the risk of portfolio is 61.54% which is minimized

than average risk.

4.6 Portfolio Analysis in each two assets among selected assets.

As assuming before, proportion investment in each two assets is equal to 50%

of capital to minimize the risk.

Therefore,

Portfolio analysis between each two commercial banks:

Here, at first assets A & B i.e. NIBL & SCBNL

WA = WB = 50%

And the Portfolio return will be,

RWRWR BBAAP 

= 0.50×0.4415+0.50×0.6223
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= 0.5319 i.e.53.19 %

Where the Portfolio Risk is,

22222
AB

COV
B

W
A

W
B

w
BA

w
Ap  

= 2917.0

= 0.5401 i.e. 54.01%

Similarly, the portfolio analysis of remaining group is calculated at appendix at

the end of this study.

Table 4.21

Calculated Value of Covariance between different Portfolio

Assets Portfolio Return Portfolio Risk

A & B(NIBL & SCBNL) 53.19% 54.01%

B & C(SCBNL & NABIL) 67.365% 61.61%

C & D(NABIL & BOKL) 76.885% 56.15%

D & A(BOKL & NIBL) 62.71% 71.84%

A & C(NIBL & NABIL) 58.325% 58.52%

B & D(SCBNL & BOKL) 71.75% 59.29%

Source: refer annual trading report 2008/09, NEPSE.

Here, the portfolio return of NABIL & BOKL is maximum by 76.885% and

NIBL & SCBNL is minimum by 53.19%. Similarly the portfolio risk of BOKL

& NIBL is maximum by 71.84% & NIBL & SCBNL is less risk by 54.01%.

It can be concluded that the portfolio of all group is very authentic for investing

to investor because of less risk than return.

4.6.1 Comparison of risk and return of portfolio Analysis of four Assets

and average of four sample commercial banks.

The following table 4.21 shows the comparison study of expected portfolio

return and expected portfolio risk of two investments.
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TABLE 4.22

Portfolio return and risk of two investments

Investment Expected return Risk%

Average of four commercial banks 65.83% 61.54%

Portfolio of Four assets 65.83% 61.54%

Source: refer annual trading report 2008/09 NEPSE.

Above table 4.21 clearly states that the average expected return of four

commercial banks is 65.83% and the risk associated with this return is 61.54%.

Whether the expected return of portfolio is 65.83% which is exactly equal with

average expected return and the portfolio risk associated with portfolio

expected return is 61.54%.

4.7 Major Findings From the secondary Data Analysis

Major findings of the above calculation are presenting as follows:Among 28

commercial banks, 21 commercial banks are listed in NEPSE. Among listed

commercial banks, four commercial banks i.e. NIBL, SCNBL NABIL and

BOKL are taken into consideration. The Expected return of four commercial

banks is 44.15%, 62.23%, 72.50% and 81.27% respectively.

a) On the basis of standard deviation of NIBL, SCBNL, NABIL and

BOKL is 63.77%, 51.82%, 75.75% and 98.75% respectively. Standard

deviation of common stock of BOKL is maximum by 98.75%.whatever

the standard deviation of common stock of SCBNL is minimum by

51.82%.

b) On the basis of coefficient of variation, the coefficient of variation of

NIBL, SCNBL, NABIL and BOKL is 1.44, 0.83, 1.04 and 1.21

respectively. The coefficient of variation of NIBL is maximum by 1.44

units which are risky too, and the C.V. of SCBNL is minimum by 0.83
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c) Sector wise NEPSE index is an increasing trend from 2004/05 to

2007/08. However in 2008/09 NEPSE INDEX is in decreasing trend.

d) The beta coefficient of NIBL, SCBNL, NABIL and BOKL is 2.35,

1.174, 1.65 and 1.77 respectively. It proves that the common stock of

NIBL is most aggressive and the beta coefficient of common stock of

SCBNL is minimum by 1.174 and it is better to invest for investor

because the beta coefficient indicates systematic risk of the asset...

e) Considering market capitalization of four commercial banks the market

capitalization of NIBL, SCBNL, NABIL and BOKL is 14.59%, 39.05%,

35.30% and 11.06% respectively in the year 2008/09. The market

capitalization of SCBNL is maximum by 39.05% and the market

capitalization of BOKL is minimum by 11.06%

f) On the basis of required rate of return and expected rate of return the

study shows RRR of NIBL, SCBNL, NABIL and BOKL is 0.5839,

0.3192, 0.4263 and 0.4533 respectively. The ERR of NIBL, SCBNL,

NABIL & BOKL is 0.4415, 0.6223, 0.7250 & 0.8127 respectively.

Analysis of RRR and ERR shows that the common stock of three banks

are under priced, Share price of NIBL is overpriced.

g) The average expected return of common stock of four sample

commercial banks is 65.83% and the risk associated with return is

61.54%. On the basis of Portfolio analysis, four assets portfolio is

constructed and the portfolio return is similar with average expected

return i.e. 65.83% and the portfolio risk is 61.54%.

h) The portfolio return of NABIL & BOKL is maximum by 76.88% and

NIBL  & SCBNL is minimum by 53.19%.Similarly the portfolio risk of

BOKL & NIBL is maximum by 71.84% & NIBL & SCBNL is less risk

by 54.01%. It can be concluded that the portfolio of all group is very

authentic for investing to investor because of less risk than return.
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4.8 Data presentation and analysis based on the Primary Data

In this section it is tried to make an analysis of the risk and the return based on

the primary data, which is collected from the investors who have been involved

in the stock market. A questionnaire of ten objective questions was presented to

the investors and the objective of the research was to find the investors

knowledge of the security market, return of the security, involvement of the

risk, formation of the portfolio, and nature of the investors. 60 investors took

part in this research. The analysis based on the points of the questionnaire is

presented as follows;

1. Knowledge of the investors of the security market

All the respondents who took part in this research have found some

knowledge of the security market.

2. Investment in common stocks of commercial banks

All the respondents have invested in the common stock of the commercial

banks. Normally it is found that most of the investors think the only right

option of security market is the common stock of the commercial bank.

3. Factors to inspire Investment in common stocks of commercial banks

Investment on common stock of commercial banks has been made in different

basis. In this research it is tried to find out, actually what is the motivational

factor of their investment in these securities. Four options were given to them

and obtained the following response.

Table no.: 4.23

Portfolio returns and risk of two investments s

Options Response obtained Share on total Response
Friends advice 12 20%
Market survey 15 25%
Financial statement
review

15 25%

Whim and rumor 18 30%
Total 60 100%
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Figure 4.9

Above figure shows the majorities of the investors are motivated by the whim

and rumor (30%). Market survey and financial statement have obtained the

same response (25%) and Friend’s advice obtained 20%. By the data collected

it can be concluded that still the investors are following the whim. But the data

following it about the financial and market survey is also good, it means the

investors are being aware of their investment.

4. Consideration of Risk and return of common stock

The expected rate of return or holding period return is based on the expected

cash receipts over the holding period and the expected ending or selling price.

So every investor should consider the expected rate of return that can be earned

from their investment on common stock. Likewise risk is the deviation or the

uncertainty of the achievement of the expected return. So every investor must

consider these factors before making the investment decision.
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Table no.:4.24

Investor’s consideration on risk and return

Figure no. 4.10

Investor’s consideration on risk and return

Above table and figure clearly describes about the consideration of the

investors. It shows the majority of the investors consider the return only for

the investment decision. Only a few numbers of investors consider both

risk and return factor as a decision tool.

5. Tools used by Nepalese Investors to Evaluate Share Price
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Options Response obtained Share on total Response
Yes 11 18.33%
No 10 16.67%
Return only 23 38.33%
Risk only 16 26.67%
Total 60 100%
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Table 4.25

Tools used by Nepalese Investors to Evaluate Share Price

S.No Tools Percentage (%)

1 Economic Analysis 10%

2 Industry Analysis 20%

3 Company Analysis 30%

4 Stock Price Valuation 40%

Figure 4.11

Tools used by Nepalese Investors to Evaluate Share Price

In the question about the tools used in the analysis of share price behavior,

Majority of the respondents i.e. 40% said that they use stock price valuation

before buying or selling of stocks.30% said that they use company analysis,

20% said that they use industry analysis and 10% said that they use Economic

Analysis before buying or selling of stocks.

6. Behavior of Investment in Portfolio

Portfolio is the risk minimizing tool by diversifying the investment in different

securities. Among the Nepalese investors many of the investors invest in more

than a single security knowingly or unknowingly.

40%
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Table no. 4.26

Investor’s behavior of investment in portfolio

S.no. Options Percentage (%)

1. yes 60%

2. No 30%

3. Unanswered 10%

Figure no. 4.12

Above table and the pie chart shows 60% of the investors have investment in

more than one stock, 30% of them have investment in a single stock. 10% of

the respondents have not answered the question, it means either they invest in a

single or more securities; they have no idea of Investment in portfolio.

7. Market Selection of the Investors.

Table 4.27

Market Selection of Investors

S.N Market Percentage (%)
1 Primary Market 40

2 Secondary Market 0

3 Both 60

30%

10%

Behaviour of investment in portfolio
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Figure 4.13

Market Selection of Investors

During the period of study, various types of information were collected. In

response to the question about the market selection, 60% of the respondents

said that the buy stock from both the markets, primary and secondary. The

remaining 40%respondents said that they buy stock from primary market only.

There were no respondents who buy stock from secondary market only. The

investors buy stock either from primary market only or from both the market,

primary and secondary.

8. Selection of the company for Investment

Table 4.28

Company Selection

S.No Company Types Percentage (%)
1 Regular Bonus Giving 34
2 Highly Popular 20
3 Having Good team of Management 16

4 Increasing Share price in past 30

60%
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Figure 4.14

Company Selection

Regarding the selection of the company, 34% of the Respondents said that they

want to make investment in stock of regular bonus giving companies, 20% said

that they want to invest in stock in highly popular companies, 16% said that

they want to invest in companies having good team of management while 30%

said that they want to invest in stocks which have increasing price trend in the

past.

9. Situation of the current market price of share in Nepal

To know the investors view about the current market price of the share, a

question was provided and the following result is collected;

Table 4.29

Use of Market Price of Shares

s. no. Uses 1 2 3 4 5
a. To predict future prices 25 40 20 15 0
b.TTo   To predict future average return 15 20 45 20 0
c. To differentiate good and bad share 20 25 15 40 0
d. To make buy or sell decision 55 15 20 10 0
e. Others 0 0 0 0 100

16%

30%
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While rating the uses of current market price of shares, Majority Of the

respondent said that they would use current market price of share to make buy

or sell decision. So it has been ranked in the first place. Similarly, 40 % of the

respondents said that they would use current market price of share of predict

future prices. So it has been ranked in the second place, 45% of the respondents

said that they would use current market price of share to predict future average

return. So it has been ranked in the third place.40% of the respondents said that

they would use current market price of share to differentiate good and bad

share, So it has been ranked in fourth place. Whereas all the respondents have

chosen the last option in the sixth place. This has been presented in the table.

According to responses of the respondents, the use of current market price of

share can be ranked as:

1. To make buy or sell decision

2. To predict future price

3. To predict future average return

4. To differentiate good and bad shares

5. Others

10. Degree of awareness in Nepalese Investors about risk and return

Finally this research question has been asked to know whether the investors are

aware adequately about the risk and return factor or not. As it is fact that most

of the investors are investing their money in common stock knowingly and

unknowingly and this question try to find out the position of investors about the

knowledge of risk and return. The result obtained from the respondents has

been presented in the following table and the pie chart.
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Table no. 4.30

Investors Consideration on risk of common stock

Figure no. 4.15

This figure shows that majority (50%) of prospective investors are treated as

low awareness about risk and return factors. 27% Of the respondents reported

that Nepalese investors have adequate awareness about risk and return factors

and the remaining (23%) have expressed that they have no any prediction about

the research question.

27%

50%

23%

Investor's  Consideration onRisk of Common Stosk

Yes

No

Don’t know

Options Response obtained Share on total Response

Yes 16 27%

No 30 50%

Don’t know 14 23%

Total 60 100%
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CHAPTER V

SUMMARY, CONCLUSIONS AND RECOMMENDATION

5.1 Summary

Financial analysis consists on the acquisition, utilization, control and

administration of funds. Managerial finance and investment analysis are an

exciting and dynamic area of study and its importance to long run success of

today’s business is unquestioned.

Risk and return is getting considerable attention in financial management and

central focus of finance is tradeoff between risk and return. And its major part,

stock market had greatest glamour, not only for the professional or institutional

investors but also for the individual or private investors. The relationship

between risk and return is described by investor's perception about risk and

their demand for compensation. No investors will like to invest in risky assets.

Common stock is the most risky security and life blood of stock market.

Investment in common stock is very sensitive on the basis of risk. Dividends to

common stock holders are paid only if the firm makes an operating profit after

tax and preference dividend. Common stock has attracted more investors in

Nepal. Rush in the primary market during the period of issue is on example.

Although private common stock holders are the passive owners of the

company, they play vital role in economic development of nation by mobilizing

the dispersed capital in different form in the society due to change in economic

policy of the nation and adoption of open economic policy of government, the

establishment of the commercial banks are increasing and the peoples

participation in security investment and stock trading is increasing

unexpectedly. Eventhough the investors do not have enough knowledge of

investment in securities.
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Considering overall economy, Nepalese stock market is in emerging trend.

Nepalese people's participation in common stock investment and stock trading

is increasing unexpectedly. Common stock is the most risky security. To get

success from it, we need sound knowledge about the situation of market and in

which common stock we are going to invest. But we see that due to lack of

information and poor knowledge, Nepalese private investors cannot analyze the

securities as well as market properly as a result, there may be chance of loss.

The investor’s are responsible to make rational investment decision. For this

rational knowledge is essential.

The main objective of the study is to analyze the risk and return in common

stock investment of commercial banks, which are listed in NEPSE. The study is

focused on the common stock of listed four commercial banks. Hence, listed

commercial banks are taken as reference to analyze the risk and return in

common stock investment. While analyzing the risk and return brief review of

related studies has been performed scientific methods are used in data analysis

and tables, graphs and diagrams are used to present the data and findings

clearly. Both quantitative and qualitative analysis has performed by using

statistical tools as well as personal judgment. Secondary data are collected from

the NEPSE, annual and quarterly publication of NRB, SEBON and from other

individual commercial banks. Remaining subjective information are collected

through questionnaire and discussions with private investors, finance executive

of companies and officials of NRB, SEBON, NEPSE and through individual

brokers. Finding of analysis are summarized and conclusions are drawn as

follows.

5.2 Conclusions

This study enables investors to put the returns they can expect and the risk they

may take into better perspective because most of the people considered stock

market investment as a black art that they have unrealistically optimistic or
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pessimistic expectations about stock market investments or perhaps a fear of

the unknown. Nepalese stock market is in emerging stage and its development

is accelerating since the political change in 2046 B.S. which is the effect of

open economy and liberalization in national economy. But, Nepalese individual

investors cannot analyze the securities as well as market properly because of

lack of information and poor knowledge about the analysis of securities

investment. Followings are the major conclusion summarized;

a) The return is the income received on common stock investment, which

is usually expressed in percentage. Among selected four commercial

banks expected return on the common stock of BOKL is maximum (i.e.

81.27%) and NIBL is minimum by 44.15%.

b) Risk is associated with return and it is variability of returns which is

measured in terms of standard deviation, common stock of BOKL is

most risky, since it has the highest standard deviation (i.e. 98.75%) and

common stock of SCBNL is less risky because of its lowest standard

deviation (i.e. 51.82%).

c) On the other hand, coefficient of variation is more rational basis of

investment decision which measures the risk per unit of variation,

common stock of SCBNL is best among all selected commercial banks.

SCBNL has 0.83 unit of risk per unit of return. Whether common stock

of NIBL has highest risk considering per unit return ( i.e. 1.44 unit)

d) Standard deviation measures unsystematic risk which is not defined by

the market. Another aspect of the risk is systematic risk which is defined

by the market and measured by beta coefficient. Beta coefficient

measures the sensitivity or volatility of the stock with market.

e) Capital asset pricing model (CAPM) describes the relationship between

risk and required rate of return. Summation of risk free rate (RF) and

premium based in the systematic risk of the security is required rate of

return of that common stock. Comparison between required rate of
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return (RRR) and expected rate of return (ERR) helps to predict whether

the stock is overpriced or under priced. If the required rate of return is

greater than expected rate of return, the price of stock is overpriced or

vice versa. The study shows that common stock of NIBL is overpriced

whereas common stock of SCBNL, NABIL & BOKL is under priced.

The stocks are in demand and investor can buy the stock of SCBNL,

NABIL and BOKL.

f) It can be concluded that diversification of fund by making a portfolio

can reduce unsystematic risk of individual security significantly. If

investors select the securities for investment, which has highly negative

correlations of returns, the risk can be reduced totally. If the correlation

between the return of two stocks is highly positive, risk reduction is not

too significant. So, portfolio between the common stock of same

industry cannot reduce risk properly. In this study portfolio investment

has less risk than average risk of four assets. But the average return and

portfolio return are exactly similar.

g) Among four selected commercial banks if investor invest in each two

assets (Like NIBL & SCBNL, NIBL & NABIL, NIBL & BOKL,

SCBNL & NABIL, NABIL & BOKL, and SCBNL & BOKL) they will

get good result in their investing.

h) Investors of NEPSE invest on common stock only keeping the return in

the mind and they are found unable to calculate the risk factors of the

security. Most of the Nepalese individual investors invest in single

security. Some of the investors invest their funds in two or more

securities without any portfolio analysis. With the help of majority

questionnaire it is also found that investors never calculate risk and

return over their investment.

i) There is a need of investor awareness programs to aware the possible

investors about the stock market. By the primary data and the interaction

with the people it is found that investors are following the whim rumor
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rather than calculation and analysis of the proper reports for the

investment.

j) In every investment there is always comes risk factor, in case of

Nepalese stock market, from the history, banking sector is found to be

the less risky investment than other sectors.

5.3 Recommendations

The focus of the study is to assess risk associated with return on common stock

considering individual and private investors. The following facts are

recommended on the basis of data analysis and major findings of this research.

a) Proper analysis of individual security industry and overall market is

always essential to make possible to conquer the stock market. General

knowledge about economic, political as well as technological trend will

be advantageous which is proved by the present political situation of

Nepal, it cause a great deterioration in share price. To win in the market,

sell shares when the market is risking and buy share when the market is

declining and hold share which will perform better than market.

b) It is recommended to shareholders that investment in among four

selected commercial banks SCBNL because its coefficient of variation is

minimum by 0.83 times.

c) Investors need to diversify their fund to reduce risk. Proper construction

of portfolio will reduce considerable potential loss, which can be defined

in terms of risk. For the portfolio construction select the stock that have

higher return with low risk and stock from different industries, this study

suggests that similar stock cannot diversify the risk properly and some

risk can be reduced by investing in constructing (four assets) rather than

investing in single / individual asset. So the construction of portfolio

among the common stock of four assets i.e. NIBL, SCBNL, NABIL and

BOKL is recommended due to more expected rate of return with less

risk.
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d) Analysis of personal risk attitude, needs and requirements will be

helpful before making an investment decision in stock market. Investors

should make several discussions with stockholders before reaching at

decision. Investors should make their decision on the basis of reliable

information rather than the imagination and rumors.

e) Before making investment decision, it is recommended to visit and

discussion with investment companies, with individual expert and

researchers. In case of Nepal NCM mutual fund is worthwhile for

people. So, sharing experience, idea and view of experts will provide

greater help.

f) It is recommended to organized bodies like SEBON & NEPSE to hold

meeting and gathering about common stock investment in Nepalese

financial as well as other markets.

By making seminars and meetings it is fruitful for investors to know

about ‘Trading System’. Corporate organizations must publicize the

financial statements, value of assets and liabilities should not be

manipulated. Each and every managerial decision of organization must

be made to maximize shareholders wealth.

g) Study of the business magazines, Daily newspapers, reports of the

concerned institutions, rulings about the stock market can also be fruitful

to get the market information of the stock market which can help the

investors to get the good return from the investment in the common

stock of the commercial banks.


