CHAPTER|

INTRODUCTION

1.1 General Background

Nepal is one of the least developed among devel oping countries of the world. The main
reason for this is the lack of capital. Agriculture has an important role in the Nepalese
economy, means of livelihood for the mgjority of population, and the main sources of
gross domestic production, income and employment generation. But non agriculture
sector like commercial banks and finance companies has also significant contribution in

the national economy.

In the market, a wide range of investment alternatives are available to an individua
investor. Traditionally, there were limited investment aternatives like common stocks,
preferred stock and bond as financial assets. But with the increase in financial market,
concept and principles, a lot of other financial aternatives have mushroomed. Other
financia assets that severe as investment alternatives are convertibles, warrants, rights,
commodity futures, financial futures, options etc. Real assets are other types of
investments alternatives. Real assets, for example, include real estate, precious metals,
collectible.

Nepal’s capital market is too small to provide various alternatives. Common stock and
government securities are popular aternatives but bond and preferred stocks can rarely
be found. Other investment aternatives like options, rights, futures, convertibles,

warrants are not practice yet.

The development of any country depends upon the investment and mobilization of
capital in productive sectors like industries and business. In fact, the developed
economy of the world is the result of substantial investment in such productive sectors.
In order to best up the economy of any country, financial sectors have crucia role, as
they accumulated scattered savings for capital formation. Hence, a securities market

plays such roles and thus contributes to the nation’s economic development.

Every business enterprise requires short term, intermediate and long term capital funds
for the smooth operation and expansion of the organization activities. Among these

types of funds, the long term funds are highly significant for future growth and
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prosperity. Most of the business organization generates these types of funds from the
financial market. The purpose of financial market in an economy is to alocate savings
efficiently during the period of time-a day-aweek or a quarter- to parties who use funds
in real assets or for assumption.

A society improves its welfare through investments. Business owners need outside
capital for investment because even projects of moderate sizes are beyond the reach of
most wealth individuals. Governments also need funds for public investments. Much of
that money is channeled through financial markets from savers to borrowers. In so
doing, the financial markets provide link between saving and investment and between
the present and the future. As a consequence, savers can earn higher returns from their
savings instead of hoarding them, borrowers can execute their investment plans to earn
future profit, and both are better off. As aresult, the economy also benefits by acquiring
better productive capabilities. Financial markets therefore facilitate real investments by

acting as the sources of information.

Financial market plays a crucial role in mobilization a constant flow of saving and
changing these financial resources for expanding productive capacity in the countries.
Financial market can be defined as the buying and selling of financial claims and
services. Financial markets perform four functions. First, they enable individuals to
choose more effectively between current and future consumption. Borrowing enables
individuals to consume more, whereas lending enables them to postpone consumption.
The economic units that have a surplus (investors) invest in those that have deficit
(borrowers). This provides capital to companies in excess of those generated out of

business income.

Second, the interaction between buyers and sellersin a financial market determines the
price of the assets, or alternatively, the return demanded by investors to invest in the
company. Firms can raise further capital if the return on their investment exceeds the

return demanded by investors.

Third, financial markets provide liquidity to investors. That is, the owner of the
financia asset can sell off the asset in the market place to realize cash whenever of
funds market chiefly refers to money market. It facilitates the transfer of funds from the

savers to those who wish to invest in capital goods.



Money market may be defined as short financial assets markets. It is the market for
short term marketable insurance having less than one year maturity period, where as
capital market is concerned with long term finance. It renders very valuable services to
the community by increasing the productivity of the country and by accelerating the
place of economic development. Capital market facilities the allocation of funds
between savers and borrows. This alocation will be optimum if the capital market has
efficient pricing mechanism. If the capital market is efficient, the current share prices of
the companies fully reflect available information and there is no question of share price

being under or over valuation of sharesis possible only in an efficient capital market.

An efficient capital market is an essential prerequisite of economic development and
development of capital market in a country is dependent upon the availability of saving
proper organization of intermediary institutions to bring the investors and business
ability together for mutual interest, regulation of investment etc. An efficient market
provides ready financing for worthwhile business and drain capita away from
corporation which are poorly managed or producing obsolete products. It is essential
that a country should have efficient capital markets if that country has to enjoy highest
possible level of wealth, welfare and education for its population. Growth of industrial
enterprisein a country is limited by the availability of savings. A well developed capital
market presumes the existence of not only the investors- individual and institutional,
but more significantly the existence of a network of specialized institutions and

agencies which are always on the look out or investment in new ventures.

1.2 SecuritiesMarket

In general, Securities market is a place for bringing together buyers and sellers of
financial sectors in order to facilitate trading of financial instruments. These financial
instruments may be in the form of government bonds, corporate bonds and debentures,
ordinary shares, preference shares etc. So far securities market is concerned; it is an

important constituent of capital market.

Although securities market is concerned in few locations, they refer more to mechanism
rather than to place designed to facilitate the exchange of securities. In order to allocate
capital efficiently and to maintain higher degree of liquidity in securities, the securities
market should be efficient enough in pricing the shares solely by economic
considerations based on publicly available information.
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An efficient market is one where current price of the share gives the best estimate of its
true worth. Thus, the securities market is a place where shares of listed companies are
traded or transferred from one hand to another a fair price through the organized
brokerage system. The maor function of securities market is to provide ready and
continuous market for purchase and sales of securities at a competitive price thereby,
importing future market ability and liquidity. It is a medium through which scattered
savings and scarce resources are transferred to productive areas that ultimately help in
the economic development and industrialization of the nation.

Further, stock market liquidity may influence economic development. Many productive
profitable require a long term venture capital to finance. Most investors tend to avoid
the risk and are often reluctant to tie their savings into long term commitment. Liquid
stock market means the investment less risky and more attractive. It encourage savers to
invest in the long term projects, because they can sell the securities quickly and easily if
they want to get back their savings before the project matures. While at the same time,
companies receive easy access to capital through new issuance of shares, stock market
liquidity is positively and robustly correlated with contemporaneous and future rates of

economic growth, capital accumulation and productivity growth.

1.2.1 Primary Market

Primary markets denote the market mechanism for the original sale of securities by an
issuer to the public. The volume of new issues in the primary market, particularly of
common stock is directly related to market conditions. When the market is rising, the
number of new issues being offered to public rises and when the market is faling, the

number declines.

The performance of initia public offerings (IPOs) has made it an attractive market for
the investors. Whenever the public limited companies issue new shares, the stock
market gets busy with crowds of share applicants. It is evident by the heavy
oversubscription and very good initial market returns in the NEPSE, the only organized
stock exchange for the listing and trading of outstanding shares. The IPO market gives
issuers and their underwriters a choice of either to issue the ordinary share at par or at

premium incase the AGM of the company decides to do so.



All the securities whether in the money or capital markets, are initially issued in the
primary market. This is the only market in which the corporate or government issuer is
directly involved in the transaction and receives direct benefit from the issue. That is,
the company actually receives the proceeds from the sale of securities.

1.2.2 Secondary Market

The market where the existing and redeveloped securities are bought and sold is called
secondary market. After securities have been purchased from the primary, they can be
traded in the secondary market. The secondary market comprises the organized security
exchanges and a specialist facilitates the transaction. The major of all capital market

transactions occur in the secondary markets.

Secondary market can be regarded as the centre to convert stocks, bonds, and other
securities into cash immediately. It is a medium through which corporate sector
mobilizes funds to finance productive projects be issuing shares in the market. The
efficient collection of small amounts of savings and transferring funds in to the
competitive and efficient uses requires awell functioning capital market to facilitate the
process. It is the market that creates the price and allow for liquidity. If secondary
market did not exist, the investors would have no place to sell their assets. Without
liquidity many people would not invest at al. The corporations whose securities are
being traded are not involved in secondary market transactions and thus do not receive
any funds from such a sale. The function of secondary market isto provide liquidity for
the securities purchased in the primary market. Thus secondary market deas with
previously issued shares mainly traded through stock exchange, over the counter market

or direct dealing.

1.3 Regulation of SecuritiesMarket in Nepal

Securities markets are the mechanism for the trading of securities and it should be
strictly regulated to develop efficiently. Securities Board of Nepal is the supreme body
to regulate the Nepalese securities markets which regulates primary and secondary
markets like issue managers, stock brokers, dealers, market makers and corporations.
SEBON works under the Ministry of Finance. It also monitor whether the activities

carried out by the NEPSE are in accordance with the laws or not.



1.3.1Securities Board, Nepal (SEBON)

Securities Board, Nepal was established on May 26, 1993 under the provision of
securities Exchange Act, 1993 (first amendment). Since the establishment of SEBON, it
has been concentrating its effort on improving the legal and statutory frameworks which
are the bases for the healthy development of the capital market. As a part of its
continuous efforts to build a sound system, the securities Exchange Act, 1983 was
amended for the second time on January 30, 1997. This amendment paved the way for
establishing SEBON as an apex regulatory body as it widened and also made it
mandatory for the corporate bodies to report to SEBON annually as well as semi-
annually regarding their performance. Although the second amendment in the act
established a direct relationship of SEBON with the market intermediaries and the listed
companies, supremacy in itsjurisdiction is yet to be established and clearly recognized.

SEBON works under the Ministry of Finance. It also monitors whether the activities
carried out by the NEPSE are in accordance with the laws or not. At Present, The
Governing Board of SEBON comprises 7 members representing various Government
and non-government sector.

The general objectives of SEBON are:

> To promote and protect the investors by regulating the issuance, sale and
distribution of securities and purchase, sale or exchange of securities.

> To supervise, look after and monitor the activities of the stock exchange and of
corporate bodies carrying on securities business.

> To render contribution to the development of capital markets by making

securities transactions fair, healthy, efficient and responsible.

1.3.2 Nepal Stock Exchange (NEPSE)

The history of securities market began with the flotation of shares by Biratnagar Jute
Mills Ltd. and Nepal Bank Ltd. in 1937. The introduction of the company act in 1964,
the first issuance of Government Bond in 1964 and the establishment of Securities
Exchange Center Ltd. in 1976 were other significant development relating to the capital

markets.



Securities Exchange Center was established with an objective of facilitating and
promoting the growth of capital markets. Before its conversion into Nepa Stock
Exchange, it was the only capital market institution responsible for undertaking the job
of brokering, underwriting, managing public issue, market for government bonds and

other financial services.

Nepa Government under a programme initiated to reform markets, converted Securities
Exchange Center into Nepal Stock Exchange in 1993. Nepa Stock Exchange, in short
NEPSE. It is anon-profit organization, operating under Securities Exchange Act, 1983.

The basic objective of NEPSE is to impact free marketability and liquidity to the
government and corporate securities by facilitating transaction in its trading floor
through members, market intermediaries, such as brokers, markers etc. NEPSE opened
its trading floor on 13" January 1994 through licensed members.

Government of Nepal, Nepal Rastra Bank, Nepal Industrial Development Corporation
and members are the shareholders of NEPSE.

At Present, The Board of Directors of the NEPSE constitutes 2 members including a
chairman from Nepal Government, 2 members from Nepal Rastra Bank, 1 from NIDC.
Moreover, 1 member will be nominated by BOD as an expert in capital market. General

Manager of NEPSE will severe as adirector on the BOD.

The members of NEPSE are permitted to act as intermediaries in buying and selling of
government bonds and listed corporate securities. At present, there are 23 member
brokers and 2 market makers operating on the trading floor as per the Securities

Exchange Act, 1983, rules and bye-laws of the exchange.

Besides this, the NEPSE are has aso licensed dealer for primary and secondary market.
The primary market dealer operates as a manager to the issues and underwriter whereas
the secondary market dealer operates as a portfolio manager. Presently, the NEPSE has
licensed 11 dealers for primary market and 2 dealers for secondary market.



1.3.3 List of Listed Commercial Banksin Nepal
In the fiscal year 2007/08, the number of listed commercial banks stood as follows:

Tablel
List of Commercial Banksin Nepal
S.N. | Name of Bank Year of Establishment
1 Nepa Bank Ltd. 1937
2. Rastriya Banijya Bank 1966
3. Agricultural Development Bank Ltd. * 1968
4. Nabil Bank Ltd. 1984
5. Nepal Investment Bank Ltd. 1986
6. Standard Chartered Bank Nepal Ltd. 1987
7. Himalayan Bank Ltd. 1993
8. Nepal Bangladesh Bank Ltd. 1993
0. Nepal SBI Bank Ltd. 1993
10. Everest Bank Ltd. 1994
11. Bank of Kathmandu Ltd. 1995
12. Nepal Credit and Commerce Bank Ltd. 1996
13. Lumbini Bank Ltd. 1998
14. Nepal Industrial and commerce Bank Ltd. 1998
15. Machhapuchhre Bank Ltd. 2000
16. Kumari Bank Limited 2001
17. Laxmi Bank Ltd. 2002
18. Siddartha Bank Ltd. 2002
19. Global Bank Ltd. 2006
20. Citizen Bank Ltd. 2007
21. Prime Bank Ltd. 2007
22. Sunrise Bank Limited 2007
23. Bank of Asia 2007
24, Development Credit Bank Ltd. 1999
25. Nepal Merchant Bank Ltd.** 1997
26. KIST Merchant Bank Ltd.*** 2003

* Agriculture Development Bank Ltd. has been converted into commercial bank from
development bank since 2005.

** Nepal Merchant Banking and Finance Ltd. converted into commercial banks since
2008.

*** KIST Merchant Bank Ltd. has been converted into commercial bank from since
2007.




1.3.4 Brief introduction of the banks under the study
Among the above 26 listed commercial banks during the FY 2007/08, only five banks
have been taken as a sample for the purpose of this study.

This section contains genera introduction of the banks under study for the easy
reference of the samples to the research which is supposed to be useful in the proper

understanding and its inferences.

A) Everest Bank Ltd.

Everest Bank Ltd. was established with the objective of extending professionalized
banking services to various sections of society in the nation and thereby contributes in
the economic development of the nation. EBL was registered on 17th November, 1992
and started its operation form 18th Oct. 1994 with the initial paid up capital of Rs. 3
crores. EBL isajoint venture with Punjab National Bank (PNB), holding 20% equity in
the bank. The bank is providing customer friendly services through a network of 27
branches across the nation. This bank was listed on the stock exchange on 7th April
1996.

B) Nabil Bank Ltd.

Nabil Bank is the first foreign joint venture Bank set up in the nation with an objective
to introduce modern banking services. It commenced its operations on 12" July 1984
with Rs. 28 million capitals. Dubai Bank Limited, Dubai was the foreign joint venture
partner who extended Nabil a technical service agreement in the initial period. This
bank was listed on the stock exchange on 24" November 1985. Currently it is providing

its services with anetwork of 28 branches across Nepal.

C) Himalayan Bank Ltd.

Himalayan Bank Ltd. was established and promoted by a group of prominent
businessman, bankers and financia ingtitutions with the joint venture of Habib Bank
Ltd., Pakistan. It commenced its operations from 1993 and currently the bank is
providing its services through 17 branches. This bank was listed on the stock exchange
on 5th July 1993.



D) Nepal Investment Bank Ltd.

Nepa Investment Bank Ltd. previously Nepal Indosuez Bank Ltd., was established in
1986 as a joint venture between Nepalese and French partners. The French partner
(holding 50% of the capital) was Credit Agricole Indosuez, a subsidiary of one of the
largest banking groups in the world. The name of the bank was changed to Nepal
Investment Bank Ltd. upon approval of the Bank’s Annual General Meeting, Nepal
Rastra Bank and Company Registrar’s Office. The bank is currently providing its
services through 19 branches. This bank was listed on the stock exchange on 22nd July
1986.

E) Bank of Kathmandu Ltd.

Bank of Kathmandu Ltd. has become a landmark in the Nepalese banking sector by
being among the few commercial banks which is entirdly managed by Nepalese
professionals and owned by the general public. BOK started its operation in March
1995 with the objective to stimulate the Nepal ese economy and take it to newer heights.
This bank was listed on the stock exchange on 17" July 1997. Currently it is providing
its services with a network of 23 branches and 6 service counters across Nepal.

1.4 Focus of the Study

Public companies obtain funds from the public investors through financial market. The
long run objective of every firm is to minimize shareholders wealth position whereas
the investors invest their money with hope of getting good return in the future.

In the Nepalese context, there is the lack of wider investment opportunities that provide
good return. So, there has still been a huge amount of unutilized saving funds with
public. But most of the public investors i.e. existing and potential are not well
knowledgeable about the real financial strength and weakness of the public companies
in which they are investing or going to invest their funds. Further they cannot well
analyze and interpret the real financial position of a company on the basis of available

data and information to reach the right conclusion.

Hence, this study has been focus on the share price behavior of five selected listed
commercial banks which may help investors to think about restructuring their
investment portfolio. Similarly, potentia investors may aso take better timely
investment decision on the basic of the study.
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1.5 Statement of the Problem

Nepalese financial system characterized by small but a growing capital market. Capital
market investment in Nepa plays the mgor role in the economic development of the
country. But existing economic imbalances, political instability and ineffective
implementation of liberal economic policy have severe impact in the economy. The
stage of development of capital market and its effective growth depends upon the
aggregate economic condition, saving and investment opportunities etc. The number of
listed companies has been increasing rapidly without effective performance in the
market. Although there are various institutions involved in capital market, they have not
been able to show good performances according to the investor’s expectations. The
investors have no self control, self judgment in the choice of securities for investment
that they could not identify the good and bad stocks. The Finance Ministers of the
various governments have not brought any special packages to reform the stock market.
The earning information was not made available timely to the investors, the prices of
some stocks which have sustained loss for long period reached to peak level while that
of some stocks with sustained profits could not increase. Thus having lack of adequate
information and knowledge about certain companies, investors are unsystematically

investing in stocks.

The price of the securities specially common stock have been randomly fluctuating and
declining over the past years due to imbalance economy, instability politics and
ineffective implementation of liberal economic policy of the country. Similarly most of
the organizations are found ignoring investor’s preferences and transparency in the
operation. Not only there is alack of coordination among concerned authorities, market
players and other individuals. Insufficient skill manpower and development of human
resources are also problems in the capital markets. Low price and low trading volume
of the companies have directly related to market value of firm. Thus, the investor
whether professional or amateur, should analyze the securities in terms of price and
volume before investing in them. There are two approaches regarding the share price

movement in the market.

The first approach assumes that the market is inefficient in pricing of shares, in which
the technical analysis theory argues that the analysis of the historical prices and trading
of stocks provide meaningful information and which also provide the idea of future
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price movements to the investors, it attempts to explain and forecast changes in security
price by standing the market data rather than information about a company or its

prospects.

The second approach, the efficient market theory argues that market is efficient in
pricing the shares. In a situation where stock price movement follows random walks
and at every point in time actual prices represent good estimate of its intrinsic values,
general investors trend to select any security randomly to from his’/her optimum
portfolio. As the best investment decision strategy in such market will be random

selection of securities.

The present study is intended to examine the weak form of efficient market hypothesis.
It dso helps to find out whether the price fluctuation is significantly corrected with
price movements or not. Furthermore it aso explores some ideas whether the stock

market in Nepal is efficient in pricing of shares or not.

1.6 Objectives of the Study
The basic objective of this study is to analyze the performance of stock market and
behaviors of share price of listed commercial banks in Nepal. The following objectives

of the research are pinpointed below:

> To provide a glimpse of the present Nepal ese stock market.

> To analyze the share price behavior of the selected commercial banks listed at
Nepalese Stock Exchange.

> To analyze the behavior of NEPSE index.

To analyze the trends in paid up value and market capitalization.

A\

> To examine the risk involved in the common stock investment of the sampled
commercia banks.

> To recommend possible suggestion to improve the existing position.

1.7 Significance of the Study

Stock market facilities the situation of country’s economy. In Nepal, the earning
capacity of the people is very low; as a result they can hardly save money to invest in
profitable sector. Besides, there is lack of investment aternatives, which provide good
return. Furthermore the present and potential investors do not have fair and accurate

information about the financia strengths and weakness of the companies they are going
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to invest. There lacks investment opportunities due to the different reasons like e.g. due
to Maoist insurgency, geographic location, small market and lower per capita income
etc. so there is huge amount of savings with the public for investment which provide the
good rate of return. Since there is failure of different industries so people are investing
their funds in the shares especially of commercia banks and financial institutions. Most
of the people purchase shares because they want some return from their savings instead
of keeping their fund idle. They unknowingly invest their funds in the securities without
having the knowledge and without the analysis of past and present performance of the
securities in which they are investing. So this study will be significance for the present
investors or other researcher in the area of restructuring their investment portfolio as it

provides suggestion to some extent.

1.8 Limitation of the Study
There are severa limitations in data collection procedure as well as analytical
procedure. Time constraints, financial problem and lack of research experience will be

the primary limitation and other limitations of research are further pinpointed below.

> The study will confine only to Nepal Stock Exchange and its members.

> The study has been designed concentrating at banks listed at NEPSE, which is a
part of total capital market. So, the conclusion cannot be generalized on the total
capital market.

> Data are collected from website of NEPSE and al samples have not regular data
and it is assumed that the data provided in websites are accurate.

> The mgjor portions of analysis and interpretation have been done on the basis of
the available secondary data and information. So, the consistency of finding and
conclusion is strictly dependent upon the reliability of secondary data and
information.

> Data are based on five-year transaction period.

> Only five banks are taken as a sample of study among commercia banks listed
at NEPSE.

> The study is done for the partial fulfillment for M.B.S degree in management.
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1.9 Organization of the Study

The whole study is divided into five different chapters.

Chapter 1
Chapter 2
Chapter 3
Chapter 4
Chapter 5

Introduction

Literature Review

Research M ethodol ogy

Data Presentation and Analysis

Summary, Conclusion and Recommendation
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CHAPTER I

REVIEW OF LITERATURE

2.1 Introduction
This chapter provides some glimpses and highlights on the literature that is available in
the topic. Specially, it covers those studies conducted outside the country by academies
and scholars. Similarly, some of the available relevant studies done inside the country
are also reviewed.

The first section of this chapter describes about the theories of stock price behavior,
which includes the fundamental analysis, technical analysis and efficient market theory.
The second section of this chapter is confined to review of those related literatures
carried out in the foreign context as well as in the Nepal ese context.

2.2 Theoretical review

In the present context, the investment sector is getting flourished in recent years as
other economic sectors. Today most of the developing countries are boosting their
economic development sector. Business cycle theories felt that tracing the evolution of
several economic variables over time would clarify and predict the progress of the

economic through boom and bust periods.

Security analysis is one of the steps performed in the investment process. It involves
examining severa individual securities (or group of securities) within the broad
categories of financial assets. One reason to examine the securities is to identify those
that seem missing priced. There are mainly two approaches i.e. classical approach and
efficient market theory approach. Classical approach assumes market as inefficient

whereas the efficient market theory argues that the market is efficient.

2.2.1 Classical Approach

Classical approach is aso known as conventional approach. This approach includes
fundamental analysis and technical analysis theories. Fundamental approach forecast
stock price on the basis of earnings and dividends of the company whereas technical
analysis forecast stock prices on the basis of past price behavior of the company.
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2.2.1.1 Fundamental Analysis

In the ssimplest form, fundamental analysis begins with the assertion that the true value
of any financial assets equals the present value of all cash flows the owner of the asset
expects to forecast the timing and size of the asset expects to forecast the timing and
size of these cash flows and then converts the cash flows to their equivalent present
value using an appropriate discount rate (Sharp, 2000:12). Fundamental analysis theory
claims that at any point of time an individua stock have an intrinsic value, which is
equal to the present value of the future cash flows from the security, discounted
appropriate risk adjusted discount rate. “The value of the common stock is simply the
resent value of al the future income which the owner of the share will receive (Francis,
1986:398).

After estimating the true value of stock of a particular firm, it is compares with the
current market price of the common stock to determine whether the sock is fairly
priced. Stocks whose estimated value or true value is less than their current market
price are known as overvalued and vice versa. Fundamental analysts believe that any
notable cases of miss pricing will be corrected by there market in the near future,
meaning that prices overvalued stocks will show unusual appreciation and prices of

under valued stocks will show unusual depreciation.

Fundamental analysis involves making investment decision based on the examination of
the economy, an industry and company variables that lead to an estimate of value for an
investment, which is then compared to the prevailing market price of the investment
(Reilly 2000:869-70).

Fundamental analysts use public information to calculate a Fundamental value for a
share and then offer investment advice by comparing the fundamental value with
current market price. Fundamental analysis is not possible if capital markets are semi-
story from efficient, since security prices will already fully and fairly reflect al publicly
available information (Watson & Head, 1998:31-32).

Fundamental anaysis approach involves working to analyze various factors like
economic influences, industry factors, firm’s financial statement and pertinent company
information such as product demand, earnings, dividends and management in order to

calculate an intrinsic value for the firm’s securities. This theory assumes that

16



knowledge about the future of companies is not perfect, some stocks are under priced
and others are over priced. The investor’s task is to study certain Fundamental factors
that may be enable them to select understand stocks for purchase and sell overvalued
stocks.

The objective of fundamental analysis is to appraise the intrinsic value of a security.
The intrinsic value is the true economic work of financial assets. Therefore,
fundamental analysis works to find new information before other investors, so they can
get into the position to profit from price changes they anticipate. Fundamental analysis
use different model like Top-Down versus Bottom-up forecasting, probabilistic
forecasting, economic models, financial statement analysis etc. To estimate the value of
security in an appropriate manner for making investment decision, some limitations of
the fundamental analysis approach are as follows:

a) The approach through sound and based on basic financial figures does suffer
from drawbacks and to make this approach work effectively one must be aware
of them.

b) The entire fundamental approach is based on arational scientific analysis of data
that the market israrely rational.

C) The information and analysis itself may be incorrect.

d) Many companies with the help of creative/ innovative accounting cosmetics
disguise real earnings.

€) The fundamental’s estimate of intrinsic value may be incorrect. This is not only
possible but probable than not he has to often forecast growth, profit and other
factors without having in his grasp all the factors.

f) The fundamentalists may not fully understand the economy or the industry, as

there are severa external factors.

Therefore, fundamental analysis is a never-ending process because values changes
overtime. Ideally, revision in analysis should occur whenever new information affecting
the future benefits to holder becomes available.
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2.2.1.2 Technical Analysis

In the ssimplest form, technical analysis involves the study of stock market prices in an
attempt to predict future price movement. Past prices are examined to identify recurring
trends or patterns in price movements. Then more recent stock prices are analyzed to
identify emerging trends or patterns that are similar to past ones. This analysis is done
in the belief that these trends or patterns repeat themselves. By identifying an emerging
trends or patterns, the analysts hope to predict accurately future price movements for a
particular stock (Sharpe, 2001:12).

Technical analysis can be defined as the use of published market data for the analysis of
both the aggregate stock market and individual stocks. It is sometime called market or
internal analysis (Willey, 1988:396). So, the technical analysis is based on the
assumption that the past information of prices and trading of stocks provides some
picture of the prices of stocks. Technicians seek to forecast security prices rather than
security value, especially trends in the price changes. Prices and volume are the primary
tools of the technical analyst. Technicians believe that the force of supply and demand
show up in patterns of price and volume. Volume data are used to the general condition
in the market and to help assess its trend. The evidence seems to suggest that rising
(falling) stock prices are usually associated with rising (falling) volume. If stock prices
rise but volume activity does not keep pace, technicians would be skeptical about the
upward trend. A downside movement from some pattern or holding point,

accomplished by heavy volume, would be taken as bearish sign.

The technician usually attempts to predict short-term price movements and thus makes
recommendations concerning the timing of purchase and sales of either specific stocks
or groups of stocks (such as industries) or stock in general. It is sometimes said that
fundamental analysis is designed to answer the question “what”? And technical analysis
to answer the question “when”? (Sharpe, Alexander and Bailey,1999:344). More
especially the technical analyst seems to be trying to forecast short-run shifts in supply
and demand that will affect the market prices of one or more securities.

Typically, technica analysts record historical financial data on charts, study these
charts in search of patterns that they find meaningful, an endeavor to use the patterns to
predict future price. Some charts are used to predict the movements of market index
and, still others are used to predict the action of both individual assets and the market.
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Thus, the technical analysts believe that changes in the pattern or trend of security
prices take place on account of changes in the demand and supply of the securities, and
that crucia insights into these patterns can be obtained by keeping track of price chart.
The technical analyst can tell whether the price of a share as on upswing or on the

downswing in future.

Technical analysis involves the examination of past market data, such as price and the
volume of trading, which lead to an estimate of future price trends and therefore, an
investment decision. Whereas fundamental analysts use economic data that are usually
separate from the stock or bond market, the technical analyst believes that using data
from the market itself is a good idea because “The market is its own best predictor.”
Technical analysts based trading decisions on examination of prior price and volume
data to determine past market trends from which they predict future behavior for the

market as awhole and for individual securities. (Reilly and Brown, 2008:870)

Technical analysts maintain that the price of a share at any time (present price) is the
balance struck by buyers and sellers at a point in time price movement take place on
account of changes in buying and selling pressures. This occurs in account of diverse

internal and external factors (profits, political environment, predictions and the likes).

Prices stabilize when equilibrium between buyers and sellers in achieved. They believe
that record of price movements over a period of time in the past, as the whole theory is
based on the assumption that history repeats itself. That human nature does not change
and that man is likely to repeat his patterns of past movements will repeat themselvesin
the future. (Palate, 1991:172)

Technical analysis is essentialy the search for recurrent and predictable patterns in
stock prices. Although technicians recognize the value of information regarding future
economic prospects of the firm, they believe that such information is not necessary for a
successful trading strategy. This is because whatever the fundamental reason for a
changein stock price, if the stock price responds slowly enough; the analyst will be able
to identify a trend that can be exploited during the adjustment period. The key to
successful technical analysis is a sluggish response of stock prices to fundamental
supply and demand factors. This prerequisite, of course, is diametrically opposed to the
notion of an efficient market (Bodie, Kane and Marcus, 2002: 343).
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Technical analysis however may be useful in timing abuy or sell order that they may be
implied by the forecasts of return and risk. For example, the technical analysis may
reveal that adrop in price is warranted. Postponement of purchase, then if the technical
analysisis correct, will raise the forecast holding period yield (HY P). Conversely, a sell
order might be postponed because the charts revea araise in the price of the security in
question (Fisher and Jorden, 1995:510)

The methodology of technical analysis rests upon the assumption that history tends to
repeat itself in the stock exchange. If a certain pattern of activity has in the past
produced certain results nine times out of ten, one can assume a strongly likelihood of
the same outcome whenever this pattern appears in the future. It should be emphasized,
however that a large part of the methodology of technical anaysis lacks a strictly
logical explanation.

The basic assumption of technical analysisis as follows (Levy, 1966:348)

a) Share price is determined by the interaction of supply and demand.

b) Demand and supply are determined by various factors, both rational and
irrational.

C) Series of prices contain trends that persist for appreciable length of time.

d) Changesin trends are caused by the shiftsin demand and supply.

€) Some chart patterns tend to repeat themselves.

Various studies evidenced that technical analysis is useful in enabling investors to beat
the market. The analysis, however, attempts to predict future stock prices by analyzing
past behavior of stock prices. In general, tomorrow’s stock price is influenced by
today’s price. The direction of price change is important as the relevant size of change.
With the application of various tools the technicians attempt to correctly catch changes
in trend and take advantage of them.

X Technical Tools:

a) The Dow Theory: Thistool is originated by Charles Dow; founder of the Dow
Jones Company is one of the oldest and most famous technical methods of
analyzing security prices. The am of the Dow Theory is to identify long term
trends in stock market prices. “According to this theory it is believed that the

market is always considered as having three movements, all going at the same

20



b)

time. The first is narrow movement from day to day. The second is the short
swing, running from two weeks to a month or more; the third is the main

movement, covering at least 4 years duration.” (Francis, 1990)

So, we can say that there are three forces ssimultaneously affecting the stock
prices, basically called primary or major trend, secondary or intermediate trend,
and finally tertiary or minor trends. The primary price movements are held to
constitute the bearish or bullish trends, whereas the secondary movements are
regarded as passing phases. Tertiary price movements are daily price fluctuation

to which Dow attributes to no significance or ignores the role of this trend.

The Dow Theory employs two indicators called Dow Jones Industrial Average
(DJA) and Dow Jones Transportation Average (DJTA). The DJIA is a key
indicator of underlying trends, while the DJTA usually serves as check to

confirm or reject that signal.

The Dow Theory is built upon the assertion that stock prices tend to move
together. If the DJIA is rising then the DJTA should also be rising. Such a
simultaneous price movement suggests a strong bull market. Conversely, a
decline in both the average suggests a strong bear market. However if the
average are moving in opposite direction, the stock market is uncertain

regarding to direction of future stock prices.

The forecasting result of Dow Theory is less accurate. It might work only when
a long, wide upward or downward movement is registered in the market. It is
mostly unsuitable as a market predictor when the market trend frequently
reverses itself in the short or the intermediate- term. This theory aso fails to
explain aconsistent pattern of the stock price movements.

Barron’s Confidence Index: In literal sense, the confidence index is defined as
the ratio of high grade bond yields divided by low grade bond yields. The ratio
is supposed to revea how willing investors are to take investment risks.
Barron’s Confidence index is constructed by using Barron’s index of yields on

high- grade bonds and |ow-grade bonds.
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The confidence index is usually, but not aways, aleading indication. Like most
of other technical indicators, the confidence index may sometimes issues
erroneous signals and should therefore not be used without confirming evidence
from other indicators. (Francis, 1991:531)

c¢) Odd Lot Theory: This theory concerns the purchase and sales of securities by
small investors. These investors do transactions of less than 100 shares. Some
technicians take the ratio of these odd lot purchases to odd lot sales as an
indicator of the direction of future prices. An increase in the index suggests
relatively more buying; a decrease indicates relatively more selling. During
most of the market cycle, odd lottery are selling the advance and buying the

declines.

Odd looters try to do the right thing most the time; that is they tend to busy
stocks as the market retreats and sell stocks as the market advances. However,
technicians feel that odd looters are inclined to do the wrong thing at turnsin the
market. (Fisher and Jordan, 1995:515)

2.2.2 Efficient Market Theory

In a competitive market, the equilibrium price of any good or serves at a particular
moment of a time is such that the available supply is equated to aggregated demand.
This is the true worth of the goods or serves, based on al publicly available
information. The new equilibrium price will hold until another bit of information is
available for analysis and interpretation. When security prices at al times rationaly
reflect the available, relevant information, the market in which they are traded is said to
be efficient. This implies that any new information coming to light, which bears on a
particular firm, will be incorporated into the market price of the security. An efficient
capital market is one in which security prices adjust rapidly to the arrival of new
information and therefore the current prices of securities reflect al information about

Ssecurity.

An efficient market is one where shares are always correctly priced and where it is not
possible to out perform the market consistently except by luck (Pike and Nedl,
1996:133). In an efficient capital market current market prices fully reflect available
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information (Fama, 1996:133). Therefore if market is efficient, it uses al available

information to it in setting price.

There are severa concepts of market efficiency and there are many degrees of
efficiency, depending on the market. Marketsin genera are efficient when:

)] prices adjust rapidly to new information;

) there is a continuous market, in which each successive trade is made at a price
close to the previous price (the faster that the price responds to new information
and the smaller the difference in price changes the more efficient the market);

[11)  the market can be absorb large amounts of securities without destabilizing the
prices (Block and Hirt, 1998:420)

An efficient market is defined as a market where are large numbers of rational profit
maximizes actively competing with each trying to predict future market values of
individual securities, and where important current information is amost freely available
to al participants. In an efficient market, competition among the many intelligent
particulars leads to a situation where at any point in time, actual prices of individual
securities already reflect the effects of information based on both on events that have
already occurred and on events which as of row, the market expects to take place in the
future. In other words, in an efficient market at any point in time the actual price of a
security will be agood estimated of itsintrinsic values (Fama, 1970:384-85)

In an efficient market, a security price would correctly reflect the important variables
for that security and would represent an unbiased estimate of its investment value
(Cheney and Moses, 1992:746). The efficient market hypothesis suggests that investors
cannot expect to out perform the market consistently on a risk-adjusted basis over an
extended period of time. This hypothesis is based on the premise that security prices
reflect all available information concerning a firm and that security prices change
rapidly in response to new information. Market efficiency aso implies that as new
information becomes available, the market quickly analyzes it, and any necessary price
adjustments occur rapidly.
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The requirements for a securities market to be efficient are:

a) A large numbers of rational, profit maximizing investors exist who actively
participate in the market by analyzing, valuing and trading stocks. These
investors are price takers; that is, a new participant alone cannot affect the price
of asecurity.

b) Information is free of cost and widely available to market participants at
approximately the same time.

C) Information is generated in a random fashion such that announcements are
basically independent of one another.

d) Investors react quickly and accurately to the new information, causing stock

prices to adjust accordingly.

In an efficient market, al prices are correctly stated and there are no bargains in the
stock market. “Efficiency in this context means the ability of the capital markets to
function so that prices of securities react rapidly to information. Such efficiency will
produce prices that are appropriate in terms of current knowledge, and investors will be
less likely to make unwise investments. A corollary is that investors will also be likely
to discover great bargains and thereby earn extraordinary high rates of return (Bhalla,
1973:3).

In an efficient market, investors should expect to make only normal profits and earn a
normal rate of return on their investments. In such a market, any new information
immediately and fully reflected in price. New information is just that new, meaning a
surprise. In a perfectly efficient market, price changes are close to random. The efficient

market hypothesis has been subdivided into three categories. They are:

1) Weak-form efficiency,
i) Semi-Strong form efficiency and

iii) Strong-form efficiency.

Under the weak form of efficiency, stock price are assumed to reflect any information
that may be contained in the past history of the stock priceitself. It helps to test whether
all the information contained in historical prices isfully reflected in current prices. This
hypothesis holds that no investors can earn excess return by developing trading rules

based on historical prices or return information. The significance conclusion derived
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from the weak form hypothesis is that past rates of return and any over security market
information should have no relationship with future stock prices and future rates of
return. There have been a number of tests conducted to verify the weak form version of
the efficiency market hypothesis. While expectations have been found the bulk of the
evidence supports the notion that stock prices do indeed fully reflect all security market

information.

Under the semi strong efficiency market hypothesis states that stock prices fully reflect
al public information also includes economies, the current political state abroad or
specific, stock splits etc. The implication of the semi strong form efficiency market
hypothesis is that investors should not be able to derive above average rates of return
from public information. A number of tests have been conducted to verify the semi
strong form of the efficiency market hypothesis with majority of tests providing mixed
evidence. Some of the notable exceptions include a January effect, in which stocks that
experienced losses during the prior year tended to provide abnormal rates of return

around January 1 and 2 a Monday effect, and a book value to market value effect.

The strong forms of the efficiency market hypothesis states that stock price fully reflect
all public and private information. The strong form encompasses both the weak form
and the semi strong form. This version implies that no opportunities should exist for
any investor to derive above average rates of return. Like the semi-strong version, the
tests of this hypothesis provided mixed results. However, the bulk of the tests were
supportive. Two glaring anomalies exist: corporate insiders and market specialists seem
to be able to consistently earn above average rates of return, which implies that, they
posses monopolistic access to important information. In addition, there was evidence to
support the notion that superior security analysts could also consistently earn above-

average rates of return, although this group tends to be very small.

2.2.2.1 The Random Walk Theory

The weak form says that the current prices of stocks already fully reflect al the
information that is contained in the historical sequence of prices. Therefore, there is no
benefit as far as forecasting the future is concerned in examining the historical sequence
of prices. This weak form of efficient market hypothesis is popularly known as the

random walk theory.
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Random walk theory describes whether past prices can predict future prices. “Random
walk theory implies the future path of price level of a security is one more predictable
than the path of series of cumulated random numbers. The series of price changes has
no memory; that is, the past cannot be used to predict the future in any meaningful
way.” It means that the current size and direction of price changes are independent and
unbiased outcome of previous prices. “The underlying theory of random walk in stock
price behavior statistically consists of two separate assumptions; a) Price changes are
independent random variable, b) Price changes confirms to some probability

distribution without specifying the particular shape or form of the distribution.”

Of the two hypotheses independence is much more important assumption which means
that the previous price changes following the current change will not be influenced by

the sequence of preceding price changes. Mathematically, independence means that:
P (xt =x/xt-1, xt-2.....) = Pr (xt = x)

The left hand side of the equation is the conditional probability that the price changes
will take the value of x conditional upon knowledge of previous changes xt-1, xt-2, etc.
The right hand side of the equation is the unconditional probability that price change on
t will take the value of x. The stock market is always subjected to a steady inflow of
information, which will have an effect on the set of anticipations that determine price of
a particular security. Some of the information has a whole market wide impact such as
change in monetary and fiscal policy on security prices. Similarly, information
regarding the change in government’s tax policy will have industry wide impact.
Another set of information such as announcement of earning and dividend affect the
price of the particular security. All these incoming information are refined and
translated into change in the investor’s set of anticipations that determine security price
changes. Some participants estimate that intrinsic value of the individual securities from
the received information. According to Fama, “the existence of intrinsic value for
individual securities is not inconsistent with random walk hypothesis, in the market
securities are over or under valued because of inappropriate estimation of the incoming
information by the investors. This means, there is a gap between the actua price and
intrinsic value of a particular security and this can be used by the speculator to evaluate
the influence of an appearance of incoming information on security price to improve his
prospects of gain. But in the world of uncertainty, the intrinsic values of securities are
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not known exactly. It depends on the earning prospects of the company, economic,
political, industrial and company specific factors, cover the tune as new information
appears, the intrinsic value of the security may change that affect the prospects of the
company. If this information arises independently across time and the participants do
not show dependent tendency about intrinsic value, the subsequent price changes in
stock will independent. However, in the real world, there may be dependencies in the
reaction of participants led to deviate the anticipated value far below or above from its
true vaues. Its means there may exist two types of sophisticated traders namely
superior intrinsic value analysts and technical analysts. Superior intrinsic value analysts
have much better capacity to predict the appearance of new information and
accordingly estimate its effects on intrinsic values. Similarly, technical analysts have
much better skill at doing statistical analysis of price behavior. The random walk theory
asserts that price movements will not follow any patterns or trends and that past price
movements cannot be used to predict future price movements. According to French
Mathematician Louis Bachelier (Ph. D dissertation titled “The theory of speculation”,
1900), “The mathematical expectation of the speculator is zero” and he described this

condition as a fair game”.

(Fischer and Jordan, 2000:553) Random walk model say that previous price changes in
return are useless in predicting future prices or return changes. It means if we attempt to
predict future prices in absolute terms using only historical price change information,
we will not be successful i.e. successive price changes at any time will on the average
reflect the intrinsic value because of , among other things, different investors evaluate
the available information differently or have different insights into future prospects of
the firm, professiona investors and astute nonprofessional will seize upon the short
term or random deviations from the intrinsic value, and through their active buying and

selling of the stock in question will force the price back to its equilibrium position.

2.3 Review of Related Studies

Scholars have been studying the way of security price fluctuate for over a century. The
empirical evidence in the random-walk literature existed before the theory was
established. Some of the available relevant studies are reviewed in this part. It istried to
review of those related literatures carried out in the foreign context as well as in the
Nepal ese context.
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2.3.1 Foreign Context

All of the empirical work on efficient markets can be considered within the context of
the general expected return or “fair game” model; in particular, the expected profits to
the speculators should be zero. The pioneer work in this field is due to French
mathematician Louis Bachelier (1900) who used the data of commodity speculation in
France was “fair game” that has no expected profits for buyers and sellers.
Unfortunately, his insights were so far ahead of the time that was largely unnoticed for
a long period until his paper was rediscovered and eventually translated into English
and published in 1964.

Additional evidence that security prices followed a random wak was found by
Halbrook Working in 1934. He extensively analyzed commodity prices and noted that
speculative price patterns might be shown to be random comparing with artificialy
generated series of price. According to him, “It has several times been noted that time
series commodity posses in many respects the characteristics of series of cumulated
random numbers. The separate items in such time series are by a means random in
character, but the change between successive items tends to be largely random.”

In 1953, Kendall examined the behavior of weekly changes in nineteen indices of
British Industrial share prices and in spot prices for cotton (New York) and wheat
(Chicago). He found no relationship between share price change in the current week
and the previous week. After extensive analysis of serial correlations, he suggested that
“the series looks like a wandering one, almost as if once a week the demon chance of
drew a random number from a population of fixed dispersion and added it to the current

price to determine the next week’s price”.

In 1959, H.V. Roberts compared Dow Jones Industrial Index with stimulated price
index generated on the basis of series of random numbers for 1956. He found
considerable similarly in the graphs of these two series and it was difficult to
distinguish between the series of random numbers and stock market index. Thus,
monthly end volume series from the New York Stock market using Dow Jones,
Standard & Poor and other various indices as well as price series if individua stock.
Especialy there exists no linear relationship of dependence between lagged price

changes.
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In 1965, Samuleson though lacked theoretical discussions in his paper, but his findings
supports the independence hypothesis of random walk theory in stock prices. He
conducted that if a market has zero transaction costs, if all available information is free
to al interested parties and if all market participants either potential and existing have
the same time horizons and expectations about prices, the market will be efficient and

prices will fluctuate randomly.

In 1965, Fama anayzed the movement of stock market price changes of al the stocks
that make up Dow Jones Industria index for the period end of 1952-1962, and
investigated the daily proportiona price changes of those 30 industrial stocks and auto
correlation were estimated for a variety of lags ranges from 1 to 10 days. In his study,
he found that the auto correlation coefficients for daily changes are small, the average
being 0.03, near to zero. Out of thirty, eleven auto correlation coefficients were
significantly different from zero and lagged price changes show some degree of
dependence. He found analyzed the data by run tests by total numbers of runs by signs,
and distribution of runs by length. He found slight tendency for this to occur, but again
the results were sufficient to accept the random walk hypothesis.

King in 1996 also examined the behavior of 63 securities from six industries of New
York Stock Exchange, from 1927 to 1960. This study also concludes that there exists
low degree of co-efficient estimates of serial correlation, i.e. 0.018 which is close to
zero. This helped him in concluding that stock market process follows random walk
model.

Brealy (1970) examined the various stock using similar methodology to that used by
Fama is 1965 also supported the random walk model and concluded that successive
price changes in stock market are independent. Cootner (1964) tested the randomness of
series by using seria correlation on the logarithms of daily price changes of 45
companies stocks from New Y ork Stock Exchange. In this study he found the low serial
correlation coefficients of -0.046, which are insufficient to predict the future price

changes.

In 1966, Fama & Blume used the filter technique to overcome the shortcomings of
Alexander’s mechanical rules. They tested the profitability of 24 filters ranging from

0.5% to 50% to buy and hold return of each of the stock of the Dow Jones. Ignoring
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transaction costs, only two out of thirty is superior to buy and hold policy, when
commissions are taken into consideration only four out of thirty have positive returns
and not comparable with buy and hold return. Therefore, according to ther
demonstration, it seems that filter technique cannot provide returns larger than those

under a naive buy and hold policy.

Sweeney (1988) developed a filter rule that was able to earn modest profits. He
replicated Fama and Blume’s resulted in the short positions usually generated the
trading losses. In contrast, Sweeney found that the long positions were often profitable.

He used as X% filter rule as follows;

If the price of a security rises at least X%, buy and hold the security until its price
drops at least X% from a subsequent high. Then, liquidate the long position and invest
the proceeds in risk free short term bonds until price reaches its next through and then
rises X%. Sweeney also found that filter rule trading tended to be fairly and consistently
profitable in some stocks while being fairly consistently unprofitable year after year in
other stocks. This filter rules could mechanicaly trade some stocks and earn a
statistically significant rate of profit after deducting tiny trading costs incurred.
However this filter rule seems to be unprofitable if the higher commission rates that

most investors pay were deducted.

In 1971, Niarchos studied price series of 15 individua stocks from Athens Stock
Exchange for the period from 1957-1968. He found the serial correlation coefficients
for individual stock as 0.036, close to zero. So, he concluded that the price fluctuations
were random walk and past price has no meaningful information to predict future

prices.

Dryden (1970) conclude that the share price movement were non random. However in
his later study, he used serial correlation and runs analysis to examine the daily closing
prices of 14 individual stocks of U.K market and supported that the independence
hypothesis of successive price change. Similarly, Kemp and Remp’s study (1971) was
also against the random walk theory. They derived the conclusion that share price

movements were conspicuously non random over the period considered.

Fama, Fisher, Jensen and roll examined the effect of stock splits on security prices. A

number of prior studies had suggested that the stock splits increase the value of the
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firm. This was disturbing to many because stock splits simply involve changing the
percentage ownership of any share holder or the asset or earning of the company. Fama
and other scholars argued that stock splits might be associated with other more
fundamental changes and the effects that researchers were attributing to stock splits
might be better attributed to these other phenomena.

While taking about Indian context, Rao (1988) conducted the study on the weekend
prices of the eight blue-chip stocks for five years from July 1982 to June 1987. He
applied seria correlation anaysis, runs tests, and filter rule technique. The result from
all the tests supported the random walk hypothesis.

Thus, on the basis of above mentioned review of previous research works, it can be
concluded that stock market prices shows random movement and the security prices
appear to be serially independent. So, investors cannot develop any profitable trading
strategy using the information of past series.

2.3.2 Nepalese Context

The stock market of Nepa has been less subjected to investment research that their
counterparts elsewhere. In Nepalese context, there is little study available about study
market behavior in small capital markets. Some of the available relevant studies are
reviewed below. Even though these studies were carried out few years back, it can
provide intellectual ground in our domestic stock market and its dimension in the
present context also.

Here, we are taking brief synopsis of “Stock Market Behavior in a Small Capital
Market” by Radheshyam Pradhan in 1993 and “Shareholder’s Democracy and Annual
General Meeting Feedback” by Professor Dr. Manohar Krishna Shrestha.

The study is about stock market behavior in a small capital market in Nepalese context
conducted by Dr. Radheshyam Pradhan in 1993 helps to provide at least some insight
into stock market behavior in Nepalese context by concerning listed and traded shares
in secondary market. The purpose of this study is to address the stock market equity,
market value to book vaue, price earnings and dividend with liquidity, leverage
profitability assets turnover and interest coverage. To find out the above objectives, this
study is based on cross sectiona analysis of 55 observations and the study period of
1986 to 1990. According to him, this paper is based pooled cross section analysis of 55
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observations. Data could not be obtained on contacting the individual enterprise as they
traded them confidential.

“Due to initial and unestablished stage of stock market, there is no system yet to
compile and publish stock market data on regular basis. There is no data base, which
make it difficult to carry on any research in Nepalese stock market. Considering the
study period of 1986 t01990, usable data could be obtained for 17 enterprises.”
(Pradhan, 1993:216) These enterprises are in difficult sectors such as manufacturing,
banking, trading, hotels, etc. In this study, he constructed 3 different levels of portfolios
of sample securities (small, intermediate and large). According to market equity, market
value to book value, price earnings and dividend per share to market price per share,
dividend per share to earning per share and analyze liquidity, leverage, earnings and
coverage of each portfolio in terms of larger and smaller and also average ratios are

computed.

He concludes “The result indicates that larger stock have longer price earning ratio of
market value to book value equity, lower liquidity, lower profitability and smaller
dividend. Price earning ratio and dividend ratio are more variable for smaller stocks;
whereas market value to book value of equity is more variable for larger stock. Larger
stock also has higher leverage, lower assets turnover and lower interest coverage but
there are more variables for smaller stocks than for larger stocks. Stock with larger
market value to book value of equity has larger price earning ratio and lower dividends.
These stocks also have lower liquidity, higher leverage, lower profitability, lower
turnover and lower interest coverage. However, there are more variable for assets with
smaller price earning ratio. Stock paying higher dividend has lower liquidity, lower
leverage, high earnings, high turnover and high interest coverage whereas liquidity and
leverage ratio are more variable for the stock paying lower dividends.” (Pradhan
1993:216)

The study of “Shareholder’s Democracy and Annual General Meeting Feedback”
conducted by professor Dr. Manohar Krishna Shrestha critically analyzed the situation
of common stock investors and the situation is more or less similar till now. He further
emphasizes the need of separate act regarding the protection of shareholder’s right in
the current context of increasing number of shareholders. “Some public limited
companies have floated the shares to the general public without having shareholders’
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representation in the board. There are many such companies which conduct the AGM
just to fulfill their desires and do not consider the voice of the majority of the
shareholders. Similarly, management involvement and government intervention in the
board election have brought a greater set back in the voting right of the shareholders”
(Shrestha, 1995:45). The encouraging and growing confidence of shareholders over
their investment seeks an independent inquiry of disclosed contents of prospectus. This
helps to satisfy a minimum standard of faith on investment in shares through relying on
pros and cons of prospectus. It is therefore important to dispose everything in
prospectus which could reasonably influence the mind of the prudent investors. Dr.
Shrestha in this context further emphasizes need of the expression of disclosure
philosophy and investigation of frauds in prospectus reconciliation to check growing
problems in the development of capital market in Nepal.

2.3.3 Review of unpublished thesis

Brief study of the various unpublished dissertations (which are partial fulfillment of
MBA and other faculties) are given below, which are mainly concerned about
behavioral aspects of stock market.

Gopal Prasad Bhatta (1995) has conducted a study in the title of “Assessment of the
performance of listed companies in Nepal”. The study was based 10 listed companies
with data from 1990 to 1995. In this study, he has focused on the performance of listed
companies in terms of i) company’s performance in market, in PE multiples, dividend
yield, liquidity, leverage, and profitability. ii) Risk and return in terms of expected rate
of return and internal rate of return, systematic risk and diversification of risk through
portfolio. He has analyzed the companies’ performance in the market in relation to the
market price of shares. He found that highly significant positive correlation ship
between risk and return characters of the company. Investors expect higher return from
those stocks which associates higher risk. Nepalese stock market is not efficient one so
the stock prices do not contain al the information relating to market and company
itself. Investorsin Nepal have not yet participated to invest in portfolio of securities. An
analysis of two securities portfolio shows that the risk can be minimized if the
correlation is perfectly negative. The analysis shows some have negative correlation
and some have positive one. Negative correlation between securities return is preferred
for diversification of risk. On the basic of findings he concluded that many companies

33



have higher unsystematic or specific risk. There is a need of expert institution, which
will provide consultancy service to the investors to maximize their wealth through

rational investment decision.

Mukti Aryal (1995) has studied “Central Behavior of Stock Market Prices” with the
objective to discuss the movement of stock market prices and to develop the empirical
probability distribution of successive price change of an individual common stock and a
stock market as a whole. This study was based on secondary information obtained from
Nepal stock exchange. This study covers amost 8 months period and the sample was 21
listed stocks. He applied seria correlation and runs test as statistical tools to analyze the
data. Through the analysis he has concluded that the assumption of independence, as
predicted by random walk model of security price behavior has been refused at least for
Nepalese context as the first approximation even in the rough way for early days of
stock market operation. This rejection of hypothesis may clear that the knowledge of
past and present becomes useful in predicting the future movements of stock market
prices. The investors, on the floor of exchange, can make higher expected profitsin the
future based on these historical price series. In other words, the dependence nature of
price series produced by general market fluctuation statistically implied, today’s change
is positively depending upon yesterday’s price changes. This implied that there is a
sufficient lack of financial and market fluctuations, predicting the occurrence of future
potential and economic events that their eventual affects on price series.

Bharat Prasad Bhatta (1998) conducted the descriptive and anaytical study about stock
market titled “Dynamics of Stock Market in Nepal” with the objectives to diagnose and
compare sectorial financial status of the stocks in Nepalese stock market. The main
conclusion of his research was that the stock market and economic activities move in
similar direction and EPS and ROE have a decisive effect on the market share prices of
stocks. The investors are interested to invest their resources in the shares of corporate
sector through the stock market in the Nepalese economy. It is necessary to develop the
entrepreneurship and encourage entrepreneurs to start the productive venture as soon as
possible. The main backbone of an economy is to develop the manufacturing sector,
which in turn, assists to foster banking, finance and insurance sectors. But
unfortunately, the manufacturing sector doesn’t have good performance in Nepalese
economy. The secondary aspects of stock market are al'so not functioning well in Nepal.
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There is amost no liquidity in the stock market for shares except that of banking and
some finance and insurance sectors. Although it has become late to take steps to
overcome such problems of the Nepalese stock market in order to make it active and
supportive, the stock market has good prospect for the resources mobilization to finance

the productive enterprises in Nepal ese economy.

Jas Bahadur Gurung (1999) has also carried out “A Study on Share Price Behavior of
Listed Companies”. He applied statistical tools like percentage, correlation coefficient,
bar graphs, and line charts for analyzing the data. The findings of the study are; the
correlation coefficient of 0.97 between the number of traded and listed companies is
significant, whereas it is negative in trading group and perfectly positive in the case of
banking group. The market capitalization value was in erratic trend for every group in
each year. The proportion of market capitalization of banking group was the highest
group among other groups. During the study, the number of transactions in banking
group was highest which showed that investment in this group was highly attractive and
liquid. The capital market in Nepal was bullish in theinitial periods but it turned bearish
in the successive year. In the initial period share prices, trading turnovers, market index
as well as earnings have moved positively except market capitalization but they moved
negatively in the subsequent years. Thus now the capital market is passing through the
bearish trend in Nepal and there is a lack of investor’s opportunities and the economy is

passing through the recession year by year.

Prabhat Kumar Poudyal (2003) also conducted the “study on Share Price Behavior of
Joint Venture Commercial Banks”. He used two-tailed t-test and other financial toolsin
analyzing the data. He found that the analysis of growth rates of each of the banks
under study in different key areas of the performances of the banking firm had been
devised; in this it is conclude that the growth rate analysis as a stand alone may not be
adequate for the analysis of the share price behavior. Market share analysis of different
banking indicators used is not completely captured by market value of these banks but
the importance of such analysis cannot be underrated anyway as the firms under the
study grow mature. Market share of the banks in different key business area plays a
great role in share price representation by the historical information. The ordinary least
square equation of book value per share on market value per share and other test
conducted within this frame reveas that the independent variable does not fully the
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dependent variables. Vaues/growth analysis however showed some rosy picture for the
investors as in most of the time this analysis explained the market status of the shares
on the basis of corporate and market generated information. To make it clear it should
be revealed that sometimes there were contradictions between the inferences extracted
from the two different tools of Vaues/growth analysis. Through the analysis of data he
came into conclusion that Nepal stock exchange operates in a weak form of efficient

market hypothesis, indicating that the market prices move randomly.

Thus, various studies have been conducted in the field of share price behavior. As the
share prices are the crucia phenomenon in the stock market and large numbers of
investors are attracted in this investment, updating of previous studies is the most
important. The new aspect of this study isto find out whether the successive daily price
changes of al listed commercia banks are independent or not in natural algorithms. In
the same time risk and return of the sampled commercial banks are also examined to

analyze the individual returns patterns and risk involved.
2.4 SecuritiesMarket in Nepal

2.4.1 Historical Development

Looking back into history of Nepalese Securities market, we can find that the market
started in the mid 1930’s with the issuance of shares by some companies. However, the
formal institutionalization began only after the establishment of stock Exchange Centre
in 1976.

Though the historical development of securities market is not very old in Nepal, the
organization of security market has changed radically in several new dimensions. The
remarkable event in the development of securities market can be observed only after
enactment of company act for the first time in 1936. In 1937, the ordinary shares of
Biratnagar Jute Mills Ltd. & Nepal Bank Limited were issued under the company act
1936. Therewas along gap till 1976.

The real trend of new issue market was organized only after the establishment and
operation of Securities Market Centre in the year 1976. It was the first institutional
establishment for the purpose of developing security market in the country. Initially, the
Securities Market Centre was assigned the task of promoting the secondary market for
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government securities. But due to the lack of proper mandate and sufficient rules and

regul ations the center has not been able to conduct a secondary market for shares.

With the objective of developing a market for stocks, the Securities Exchange act was
enacted in 1983. With this Act in place, the Securities Market Centre was converted
into the Securities Exchange Centre in 1984. Apart from dealing in government
securities the SEC was also assigned the additional job of conducting transactions in
stocks of private corporate sector. Thus the development of stock market began since
1984. Reforms in the stock market began in 1993. Two tasks of the SEC, trading and
regulatory aspects, were separated and assigned to two separate institutions. With the
amendment in the Securities Act, the Nepal Stock Exchange Ltd. (NEPSE) was
established with a objective to impart free marketability and liquidity to government
and corporate securities by facilitating transaction in its trading floor through market
intermediaries, such as brokers, market makers and securities dealers. At the same time,
the Securities Exchange Board of Nepal (SEBON) was constituted to oversee the
regulatory provisions. Presently in Nepal, NEPSE is the only secondary market
(organized stock exchange) of the country for security transaction. Other forms of
security market such as OTC market, the third and fourth market are not initiated till
date.

NEPSE appointed five market makers and twenty-five brokers to smooth daily
transaction of buying and selling of securities under its restrictive programmed in 1993.
NEPSE opened its trading floor on 13" of 1994 for its newly appointed brokers and

market makers.

Table2
Capital Structure of NEPSE
S. No. Shareholders Rs. In Million Percentage (%)
1 Government of Nepal 20.48 58.67
2. NRB 12.08 34.60
3. NIDC 2.14 6.13
4. Members 0.21 0.60
Total 34.91 100

(Source: NEPSE: Annual Trading Report, 2007/08)

The authorized capital of the NEPSE is Rs. 50 million. Out of the Rs. 50 million issued
capital Rs. 34.91 millions is subscribed by Government of Nepal, Nepal Rastra Bank,
Nepal Industrial Development Corporation and licensed members.
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NEPSE has experienced many rise and fall of stock market since its origination. At one
time, there had been sufficient investor’s optimism over the performance of companies
that have raised capital by floating shares to the public. Brokers were busy in
transaction of shares with good income in their as well as investor’s favor. But as time
passed by, stock market began to be inactive and slack due to severa reasons. The
listed companies made in prospectus. The political uncertainty as a result of change in
government has also affected the environment to some extent. The trend of movement
of price of stock shows that the market is largely rumor oriented because when the
earning is not satisfactory the prices of some securities goes very higher than their book
value which results in over valuation and under valuation of the stock. The prices are

also deeply affected by the factors like issuance of right shares and bonus shares.

Of al the economic and financial market, the stock market probably has greatest
glamour and is perhaps least understood. Some observers consider it as a legalized
place for gambling and many investors considers that stock market investing as a game

in which the sole purpose is picking winners.

2.4.2 A Glimpse of Stock Market Trading

The main purpose of this section is to simply provide quantitative information of stock
market functioning. The organized stock market is a recent phenomenon in Nepal. In
the beginning of organized open cry-out system, there was a brick in stock market
activities. Share prices increased tremendously and the turnover volume was also high.

The increased share price could not last for long and soon the prices began to fall.

2.4.2.1 Behavior of NEPSE I ndex

Market index have always been of great importance in the world of security analysis
and portfolio management. This index is used as a bench mark by the individual and
institutional investors to evaluate the performance of their own or institutional portfolio.
Market indices are used to determine the relationship between historical price
movements and economics variables and to determine the systematic risk for individual
securities and portfolios. The index can aso be used as measuring tool whether the
performance of stock market is good or not. This clearly focuses on the price of stocks
that is increasing or decreasing in the market. Higher the index means the better

performance of stock market and vice versa
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Due to a whopping increment in the share prices of banks, financial institutions,
hydropower companies and development banks, the NEPSE index increased notably
over the year. The restoration of peace, an improvement in listed companies’ financial
performance and, most importantly, the central bank's direction, double paid-up capital
for banks and financial institutions contributed to a remarkable increment in share

prices and subsequently the stock market indices.

Table3
Monthly Closing NEPSE Index (Fiscal Year 2007/2008)
Months NEPSE Index (Closing)
Jul/Aug 706.0
Aug/Sept 817.1
Sept/Oct 861.4
Oct/Nov 915.4
Nov/Dec 1025.9
Dec/Jan 958.9
Jan/Feb 814.4
Feb/Mar 714.8
Mar/Apr 746.7
Apr/May 806.3
May/June 930.7
June/Jduly 963.4
Figurel

Monthly NEPSE Index (Closing) for the FY 2007/08
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From the above table it is clear that by the end of the FY 2007/08, the NEPSE index of
the listed securities (Price Index) remained by 963.4 points, which is 279.45 points
higher than that of the last fiscal year end index of 683.95 points. The highest index

during this fiscal year was recorded at 1025.9 points in the month Nov/Dec, while the

lowest index was 706.0 point on Jul/Aug.

2.4.2.2 Market sensitivity analysis
We have small and imperfect market. There is only one stock market, NEPSE. All the

stock transactions are made in NEPSE and overall market movement is represented by
market index (i.e. NEPSE index). The following table shows the market risk and return.

Table4
Market Risk and Return Analysis
Year | NEPSE Index rm (%) rm-Tm (rm-Tm)?
2001 348.43
2002 227.54 -34.70 -55.47 3077.09
2003 204.86 -9.97 -30.74 945.15
2004 222.04 8.39 -12.39 153.50
2005 286.67 29.11 8.33 69.41
2006 386.83 34.94 14.16 200.60
2007 683.95 76.81 56.03 3139.71
2008 963.36 40.85 20.08 403.07
Total 145.43 7988.53
Variance(G m?) 1331.42
(rm) 20.77 % SD. (0 m) 36.49%
Figure2
Market Risk & Return Analysis
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(Source: NEPSE Annual Trading Report 2007/08)
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The market index indicates that there is no similarity for al years. The base year of
market index is 1994 and the base value of market index is 100 started in year 12th
February of 1994. The market index is increasing slowly and year 2008 which is the
highest recorded market index as shown in table. The market index is population for

this study and it provides significant information regarding market risk and return.

Example of Calculation

Annua Market Return (rm) = Ending NEPSE Index-Beginning NEPSE Index
Beginning NEPSE Index

227.54 — 348.43
348.43

-34.70%

Expected Return on Market (Tm ) = Srm

n
= 14543
7
= 20.77%
Variance (0 m?) = S (rm-Tm )?
n-1
= 7988.53
7-1
= 133142
Standard Deviation (o m) = S (rm-rm)?
n-1
= 7988.53
7-1
= 36.49 %

The above chart indicates that market index trend is increasing from negative to
positive and the market return is the highest in 2007 and decline in 2008 with highest in
NEPSE index i.e. 963.36. In year 2002, there market return is very much worst and
slowly rising trend in 2003.
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2.4.2.3 Group-wise Monthly Turnover

The table in appendix-1 exhibits 12 months stock market performance from the view
point turnover in terms of share units and traded amount of all the companies whose
shares were traded on the floor of NEPSE. The industry groups: - Commercia Banks,
Development Banks, Insurance, Finance, Manufacturing and processing, Hotel, Trading
Hydropower and others. The overall turnover of the market shows the mixed results,

with the increasing and decreasing trends.

As shown in figure 3, the initial months trading turnover is 2844 shares which amount
to 1717.7 million. During this period the highest turnover is 3138.4 thousands shares
traded for Rs.2732.4 millions for the month of November/December 2007 whereas the
lowest trading turnover figure recorded in October/November 2007, in which 946.8
shares were traded for 921.1 millions.

In the total turnover, the commercial banking group's overall domination continued as
before because of a better performance of commercial banks i.e. Among the various
groups of industries, Commercial banks have posted profit in terms of volume and
traded amount on the whole. The total number of traded shares is 10696 thousands out
of 26651.2 thousands for commercial banks with the traded amount of 13017.6millions
out of 21990.8 millions for 12 months period. The other industry groups such as
Development Banks, Insurance, Finance, Manufacturing and processing, Hotel,
Trading, Hydropower and others recorded 2985 thousands shares, 460 thousands
shares, 3204.2 thousands shares, 1655.2 thousands shares, 158 thousands shares, 15.1
thousands shares, 7239.8 thousands shares and 237.9 thousands shares respectively out
of total traded shares of 26651.2 thousands. Similarly, the traded amounts for those
industry groups are Rs. 13017.6 millions, Rs.2605.7 millions, Rs.264.8 millions,
Rs.2498.9 millions, Rs. 343.8 millions, Rs.27.7 millions, Rs.31.9 millions, Rs. 3196.6
millions and Rs. 4.2 millions respectively out of total trading amount of Rs.21990.8.
The higher number of shares indicates the higher liquidity and higher amounts to
turnover implies attractive stocks. This indicates that the commercial banks are blue-

chip stocks.
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2.4.2.4 Paid-up Value and Market Capitalization

Paid up indicates the actua amount of the investment in assets whereas Market
capitalization indicates the present value of the investment. It means the value of market
capitalization is related differs from the value of paid up capital, because the value of
market capitalization is related with market price of shares. The value of market
capitalization changes due to changing sentiments of capital market. If the market
condition is favorable, the market value of assets increases substantially so that the
value of the company is increased and vice versa. The increased market value further
suggests the good performance of the concerned companies. So, the investors are highly
interested to such companies.

Table in appendix- 2 presents group wise monthly paid up value and market
capitalization value of the listed companies for the fiscal year 2007/08.The percentage
of paid-up value of commercia banks on total paid-up value of listed companies is the
highest among the nine groups. The share of this group in total paid-up value liesin
between 42% to 53% for the twelve month period. The highest value is recorded in the
month January/February whereas the lowest value lies in the month April/May. Further,
the commercial banks also dominate the proportion of market capitalization. The

monthly proportion of market capitalization of this group is more than 67%. This
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indicates that the performance of commercia banks is the best among the groups of
companies listed in NEPSE.

2.4.2.5 Trading Performance of Sample Stocks
The table in appendix- 3 gives, different quantitative information about the stock
market functioning during the FY 2007/08 of listed companies taken as sample.

The number of outstanding shares has been demonstrated in the first column of table.
Then closing price of securities, paid up value, number of transactions, shares traded in
unit and traded amount respectively in column number 2, 3, 4, 5 and 6. Within the
samples highest number of transaction has been secured by BOK which is 531 along
with number of shares traded which is 77 thousands shares and aso the highest traded
amount among the samples which is Rs.603.14 millions. The column 7 presents total
paid—up values of common stocks. Each entry in this column is derived by multiplying
the outstanding equity with paid up values. The highest paid up capital is Rs.1216.21
millions for HBL and lowest value belongs to EBL with Rs. 378 millions. And the last
column 8, total market value which is derived by multiplying the outstanding equity and
closing price of shares of each company. The highest market value is Rs.29495.92
millions of NIBL among all whereas the lowest total market value is Rs.11838.6

millions of EBL.



CHAPTER 11

RESEARCH METHODOLOGY

In the previous chapter review of the available literatures has been done and now it has
been attempted to present a basic frame of methodology with in which the research will
be conducted. It covers quantitative methodology using statistical & financial tools.
But, the study is mainly based on secondary data collected from NEPSE and from
commercial banks annual report.

3.1 Resear ch Design

The design of research is of academic type. It attempts to get the empirical result of the
stock price movement. To conduct the study, analytica and descriptive research
approach is adopted for the readily available historical data. All data used in this study
are secondary in nature.

3.2 Population and Samplesto the Study

Population refers to the entire group of people events or things of interest that the
researcher wishes to investigate. All the commercial banks listed with NEPSE are
considered to be the total population of the study. Out of them the commercials banks
that were listed and are doing share transaction in NEPSE were considered as the
sample of study. The study will try to explore the objectives set in previous section and
it is also expected that this study will help in analyzing the stock market scenario. This
study is aimed at producing affect of historical information on future price movements
of the commercial bank’s stocks. Therefore, the following five banks have been

consider as so far:

Everest Bank Limited

Nabil Bank Limited

Himalayan Bank Limited

Nepal Investment Bank Limited

Bank of Kathmandu Limited
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3.3 Sources of data

The data used in this study consists of daily closing price of each of the listed
commercia banks in NEPSE. All the obtained price series data that are used in this
study are from the daily newspaper and records of NEPSE. The sample period covers

2004-2008 for examining the relationships as well as for using different indicators.

The review of theory of the proposed study was based on textbooks, officials’
publications such as trading reports, annual reports of NEPSE, publications of
Securities Board of Nepal and renewed journas such as Economic Journa of Money,
Credit and banking and American Economic Review have been referred as to relate the
study to some empirical evidence previously worked out. The facilities available at the
central library and other concerned agencies were used, which have a wide range of
related books, journals and other publications.

3.4 Analysis of the Data

The book value per share is the total equity divided by numbers of common shares
outstanding. The book value will increase with an increase in equity capital components
or with a decrease in number of shares outstanding. Other things remaining the same, a
growing firm’s book value per share will increase every year with the amount of
increased profits. The amount of profits can be utilized to pay out dividend or to retain
in the firm. The dividend has rising trend of market value per share. On the other hand
if the firm retains a large portion of profits in business, the value per share will be
affected with the changes in the book value. Therefore, our assumption for testing the
form of stock exchange is based on whether the book value of shares dictate the market
value of shares or not. In other words, if a linear relationship exists between the
variables, the stock exchange may be regarded as a semi-strong form of the secondary

market. If no any exists, in that case the form of stock market may be weak.

In order to test the significance of correlation co-efficient and regression equation, a
two tailed t-test will be applied. Financia performance anaysis is another way to test
the objectives of the proposed study. Therefore, the financial analyses, which include
different indicators that are major in analysis of the share prices, will be used to test
why the shares of commercia banks emerge as blue chips for the prospective investors.
For this growth analysis, market share analysis and ratio analysis of key performance
indicators are attempted. Element of risk and return is inherent to every type of
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investment portfolio. In order to test the risk the riskiness of shares, the risk and return
analysis have been attempted in this the expected rate of return over the period of
review, the standard deviation, and the coefficient of variation stock will be used in
form of statistical tools. In the market sensitivity analysis, beta coefficient of individual
stock has been presented for the understanding of market volatility in Nepal. In addition

to that, growth vs. value analysis and discriminate analysis has been attempted.

3.4.1 Statistical tool
Statistical tools such as standard deviation, coefficient of variation, beta coefficient are
the main tools applied for the study. Other statistical tools are aso applied where

necessary.

3.4.1.1 Standard Deviation

It is quantitative measure of total risk of assets. It provides more information about the
risk of the asset. The standard deviation of a distribution is the square root of the
variance of returns around the mean. The following formulais applied to calculate the

standard deviation, using historical returns:

Standard Deviation (6j) = | (Ri-Rji)*
n-1

Where,

0] = standard deviation of stock j.

Rj  =realizedrateof return at a time.

Rj = expected realized rate of return.

n = number of observation in sample.

Symbolically,

Rj=(P=P¢-1)+ Dt

Pt-1

Where,

Pt = current market price of share.

P (t-1) = previous market price of share.

Dt = dividendin cash or stock (if any).

3.4.1.2 Coefficient of variation

Coefficient of Variation is another useful measure of risk, which is the standard
deviation divided by the expected return. It measures the risk per unit of return can be
used to measure the inherent risk of individual securities.
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CVi= gj

i |
Where,
CVj = Coefficient of variation.
Rj = Expected realized rate of return.
0] = standard deviation of stock j.

3.4.1.3 Beta coefficient

The beta coefficient is an index of systematic risk. It may be for ranking the systematic
risk of different assets. If betais larger than one, then the asset is more volatile than the
market which is used is called aggressive asset i.e. more risky. If the beta is less than
one, then the asset is considered defensive asset i.e. less risky as its price fluctuations
are less than the market. On the other hand, if the beta is equal to one, then the asset is

said to average as its price moves proportionate to the market changes.

Bj = Co variance (Rj,Rm)
om
Where,
Bj = beta coefficient of stock j.
Covariance (Rj,Rm) = covariance of the returns of stock j and market.
om = variance of the market.

3.4.2 Financial Parameter

The financia parameter helps to measure the financial status of the organization. The
parameter is found from financial statement and financial disclosure. Some of the
financial variables are stated below.

3.4.2.1 Net Margin

Net margin is the indicator that indicates the proportion of the net income before tax in
the total income. This indicator is one of the very useful tool for analyzing the
efficiency of a banking ingtitution in converting the total revenue to the net income or
efficiency in minimizing its expenses in relation to total income, hence higher the ratio
the higher is the efficiency of the bank and vice versa. Following relations represents

the net margin ratio:

Net margin= Net income
Total income

48



3.4.2.2 Assets Utilization

Assets utilization indicates that how well a particular bank is doing in relation to
its assets utilized. Theratio of total income to total assets also implicitly states the
degree of earningsin relation to the total assets employed. The utilization ratio is
widely used tools all over the analysis of market behavior of the shares in the
security market. The following formula is applied for findings assets utilization

ratio:

Assets utilization= Tota income
Total Assets

3.4.2.3 Return on Assets

Return on assets is the ratio of net income after tax to total assets. Return on
assets is one of the key indications to anayze the behavior of share price
regarding the utilization of corporate information. Hence, this performance
indicator is regarded as one of the key sector of financial analysis in share price

behavior. The following relation has been employed for finding return on assets.

Return on Assets = Net Income after Tax
Total Assets

3.4.2.4 Profit to Total Income

Profit to total income ratio is another key indicator of performance evaluation of a
financia institution, which measures the capacity of a financia institution in
converting its income in to the profit. The major causes of this indicator being
high is better utilization of the non-profit assets or lower rate of the expensesin
other than interest. Higher of this ratio is preferred by the investors in analyzing
the efficiently of the bank that indicates the efficiency of the management in
controlling the administration cost and better utilization of human resource.

Following relation been used to find profit to total income.

Profit to total income = Net Income after Tax
Total income

3.4.2.5 Total Cost to Profit
Total cost to profit ratio can be taken as another vital analysis for understanding

the performance level of the banking institutions under the study. This ratio is
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presented in the manner of times, where higher times term of ratio represents the
higher involvement of the cost for generation of given level of profit and vice-
versa, hence it can be considered that the lower ratio of this performance is taken
as better than the comparatively higher ratio. Since we do not have average
industry norms for such performance it can be compared with the samples each
other for the sake of ranking of the performance following relation has been

employed to find total cost to profit.

Total Cost to Profit= Tota cost
Net Income after Tax

3.4.2.6 Return on Shareholder’s Equity

Return on shareholder’s equity has been calculated by dividing Net income of
various fiscal years by its relative shareholder’s funds. Return on equity is one of
the key indications to analyze behavior of share price regarding the stockholders’
investment. That is, it measures the rate of return on stockholders’ investment. So,
increasing ratio is favorable for a company which shows that the net profit is

increasing. The following formulais applied for finding return on equity ratio:

Return on shareholder’s equity= Net Income after Tax
Shareholder’s equity

3.4.2.7 Earningto Price Ratio

This ratio is typically calculated as follows. First the accounting value of the
firm’s earnings per share is determined by using the recent income statement and
dividing the firm’s earning after taxes by the number of shares outstanding.
Second, the market price of the firm’s common stock is determined by taking the
most recent price of which the firm’s common stock was traded. Lastly the
earning per share figureis divided by the market price of stock to arrive at the P/E
or E/P ratio. Relatively low values of this ratio characterize growth stocks and

relatively high values characterize value stocks.

Earning Price Ratio = Earning per Share
Market Vaue per Share
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CHAPTER IV

DATA PRESENTATION AND ANALYSIS

This chapter deals with the presentation, analysis and interpretation using different tools
and techniques of analysis. In this, different types of analysis have been attempted the

share price behavior with a huge practically as it has academic importance.

4.1 Market Share Analysis
For the purpose of analysis the market shares of each individua banks, the following

indicators have been used.

Market Shares of Deposit: Individual bank deposit
Total deposit

Market Shares of Loan: Individual bank loan
Total loan

Market Shares of Investment: Individual investment
Tota investment

Market Shares of Total Assets; Individual Total Assets
Total Assets

4.1.1 Market Shares of Deposits

The Market Shares of deposits of individual bank in penetrating the market of
individual savers. Hence higher the shares of the deposits in the market, the bank’s
performance can be regarded as better in comparison. It is known that, higher share in
the deposits give market better opportunity for the investment and flow off loans to the
selected sectors.
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The market shares of each of these banks are shown in the following tables:

Table5
Market Sharesof Deposits
(Rs. In Million)
Banks 2003/04 2004/05 2005/06 2006/07 2007/08

EBL 8063.9 10097.69 13802.44 18186.25 23976.30
NABIL 14119.03 14586.61 19347.40 23342.28 31915.05
HBL 22010.33 24841.01 26490.85 30048.42 31842.79
NIBL 11524.67 14254.57 18927.31 24488.86 34451.73
BOK 7741.64 8975.78 10485.35 12388.92 15833.73
Total 63459.57 72755.7 89053.35 108454.7 138019.6

(Source: Appendix 4-8)

Market Shares of Percentage of Deposit of each Bank

Banks 2003/04 2004/05 2005/06 2006/07 2007/08 Average
EBL 12.71% 13.88% 15.5% 16.77% 17.37% | 15.2%
NABIL 22.25 20.05 21.73 21.52 2312 | 21.7
HBL 34.68 34.14 29.75 27.71 23.07 | 29.9
NIBL 18.16 19.59 21.25 22.58 2496 | 21.3
BOK 12.2 12.34 11.77 11.42 1147 | 11.8
Total 100 100 100 100 100

(Source: Appendix 4-8)

From above table it can be seen that NIBL has the highest market share of deposits.
There is no cash difference between NABIL and HBL in market share of deposits. EBL,
NABIL and NIBL followed increasing trend in the market share of deposits. The bank
NIBL, NABIL and HBL has the |leading market share of deposits.

4.1.2 Market Share of loan

Market share of loan means the total of the bank’s flow of the find in the area of loans
and advances. This is the maor business on which a bank survives hence better
performances in this particular sector of the banking operations gives the glimpse of

future potentiality of earning of a bank.

The following table shows market share of loan of each of these banks. Flow of
available resource to the portfolio of loan an important operational activity of
commercia bank. This is the activity on which the banks live on and management of

loan is considered one of them.
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Market Share of loan in amount

Table6

(Rs. In Million)
Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 5884.12 7618.67 9801.30 13664.08 18339.09
NABIL 8189.99 10586.17 12922.54 15545.79 21365.05
HBL 10001.85 11951.86 14642.55 16997.99 19497.52
NIBL 7130.12 10126.06 12776.21 17286.41 26996.65
BOK 5646.69 5912.57 7259.08 9399.32 12462.63
Total 36852.77 46195.3 57401.68 72893.59 98660.94
(Source: Appendix 4-8)
Per centage of market share of loan of each Banks
Banks 2003/04 2004/05 2005/06 2006/07 2007/08 Average

EBL 15.97% 16.49% 17.07% 18.75% 18.59% 174
NABIL 22.22 22.92 22.51 21.33 21.66 221
HBL 27.14 25.87 25.51 23.32 19.76 24.3
NIBL 19.35 21.92 22.26 23.71 27.36 22.9
BOK 15.32 12.8 12.65 12.89 12.63 133
Total 100 100 100 100 100

(Source: Appendix 4-8)

The market shares of loan of each above banks shows increasing trend from 2003/04 to
2007/08. NIBL has the highest market share of loan i.e. Rs. 26996.65 million whereas
the lowest market share is of BOK in 2007/08.

4.1.3 Market Share of I nvestment

Commercial Bank’s investment in government securities provide a cushion against
unanticipated deposits withdrawal from deposits previously they were required to place
a certain % of their deposits into government securities, however, under existing
regulatory provisions. It is not mandatory to place certain % of their total depositsin
specified securities such as government securities and NRB bonds. A major part of
commercia banks investment comprises of investment made in government securities
the remaining part of investment is made against share and debentures of public limited
companies. Most of the banks have made priority sector program targets set by Nepal
Rastra Bank. The market shares of investment of each of these banks are presented in

the following table.
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Table7

M ar ket share of investment

(Rs. In Million)
Banks 2003/04 2004/05 2005/06 2006/07 2007/08

EBL 2535.65 2128.93 4200.51 4984.31 5059.56
NABIL 5835.95 4267.23 6178.53 8945.31 9939.77
HBL 9292.10 11692.34 10889.03 11822.98 13340.18
NIBL 3862.48 3934.19 5602.87 6505.68 6874.02
BOK 2477.40 2598.25 3374.71 2992.43 3204.06
Total 24003.58 24620.9 30245.65 35250.71 38417.59

(Source: Appendix 4-8)

Per centage of market share of investment of each bank

Banks 2003/04 2004/05 2005/06 2006/07 2007/08 Average
EBL 10.56 8.647 13.89 14.14 13.17 121
NABIL 24.31 17.33 20.43 25.38 25.87 22.7
HBL 38.71 47.49 36 33.54 34.72 38.1
NIBL 16.09 15.98 18.52 18.46 17.89 174
BOK 10.32 10.55 11.16 8.489 8.34 9.77
Total 100 100 100 100 100

(Source: Appendix 4-8)

From the above table, it is revealed that the market shares of investment of each of
these banks do not show consistence trend over the period. Accepting deposits and
extending credits for production units of the economy are the two traditiona but
primary activities to be carried out by the commercial banks. In above al sample years
NABIL and HBL has better performance in investment. These two banks capture
almost market share of investment. The reduction in size of investment may be due to
present security problem in Nepal, lack of investment opportunity and to extending

credit facilities to the business sector with the objective of achieving high yield returns.

4.1.4 Market shares of Total Assets
The total of year end balance sheet has been used to analyze the market shares to total
assets. The results are presented below.




Table8

M arket share of Total Assets

(Rs. In Million)
Banks 2003/04 2004/05 2005/06 2006/07 2007/08

EBL 9608.57 11732.52 15959.28 21432.57 27149.34
NABIL 16745.49 17186.33 22329.97 27253.39 37132.76
HBL 24817.37 27844.69 29460.39 33519.14 36175.53
NIBL 13255.49 16063.54 21330.14 27590.84 38873.31
BOK 9496.34 9857.13 12278.32 14581.39 17721.92
Total 73923.26 82684.21 101358.1 124377.3 157052.86

(Source: Appendix 4-8)

Per centage of Market shares of Total Assets of each Bank

Banks 2003/04 2004/05 2005/06 2006/07 2007/08 Average
EBL 13 14.19 15.75 17.23 17.29 155
NABIL 22.65 20.79 22.03 21.91 23.64 222
HBL 33.57 33.68 29.07 26.95 23.03 29.3
NIBL 17.93 19.43 21.04 22.18 24.75 211
BOK 12.85 11.92 12.11 11.72 11.28 12
Total 100 100 100 100 100

(Source: Appendix 4-8)

From the above table, according to sample year the market share of above al banks
were able to absorb a higher share of markets with the total assets. In an average HBL,
NABIL and NIBL occupied high market share of each having more than 20% in
average. Rest of the banks had less than 5% of market shares.

4.1.5 Implication of the Market shares Analysis on Shares Price Behavior

Now it is attempted to make a comparison of the banks under study on the basis of the
indicators examined above and ranked their performance to understand their strength
and weaknesses towards the status of the bank in the market. The following table

represents the ranking of the banks on the basis of market share analysis.

Table9
Ranking of the Banks on the basis of Market Share
Banks Deposits Loan I nvestment Total Assets
EBL 4 4 4 4
NABIL 2 3 2 2
HBL 1 1 1 1
NIBL 3 2 3 3
BOK 5 5 5 5
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The market share analysis may be a good tool of ranking the performance of an
individual corporate entity. Ranking may give the glimpse of understanding of the
overal performance, strength and weakness of the particular company. And such
strengths and weak points of the company can be used for the implication of share price
behavior as is done by the fundamental analysts. Here, it is attempted to evauate the
individual banks overall performance on the basis of their market occupancy and rank
these banks in order as per the penetration of the market by them in severa aspects
during the period of the sample. From the above table it is crystal clear that the HBL
dominates all the sectors of market share which is the higher performance than other
remaining banks. After that NABIL shows the good performance at deposits,
investment and total assets of market share. From the above presentation it can be
concluded that EBL and BOK has weak performance as compared to other sample

banks.

4.2 Analysis of Financial Perfor mance of the Selected Commercial Banks

Financia ratio analysis is one of the widely used techniques to evauate the overal
financia position of a business concern. By establishing the relationship between the
two components of the financial statements figure the analyst can evaluate the
performance of the firm in the area of the analysis. The degree of results of the analysis
can show the way of predicting future of the firm in that particular area of performance
and declaring the current performance level of the firm as well. Ratio anaysis included
per groups comparison, industry average comparison and trend analysis. Banking
institution do not produce the tangible goods or products rather it renders the services to
the customers in the form of credit facilities, deposits acceptance and other many
services for the communities. In fact, loan and deposits are the products/services offered
by the commercial banks to the society. Therefore, commercial banks’ investments in
the fixed assets such as land and building may constitute a very nominal part of their
total assets.

Moreover, deposits liability and loan advanced are the major items of the balance sheet
of the banks constituting the relatively bigger size of the total assets or total liabilities.
Since there is no need of holding inventories by the banking institutions, it is advised
not to administer the current ratio analysis banks. In this section we will try to use and
conclude the implications of the ratios recommended to banking institutions which are
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internationally recognized for the purpose of analysis of ratios of the financial
ingtitutions. In this section the following ratios of the banks under study would be
discussed for the estimate of the prices of the shares on basis of the financia
performance of the individual banks. A Company having a good performance has
highest market price, high Volume of transaction, higher demand of stocks, low risk

and low cost of capital.

- Net Margin

- Asset Utilizations

- Return on Assets

- Profit to total income

- Total coststo profit

- Return on shareholder’s equity

- Earning to priceratio

4.2.1 Net Margin

Net margin is the indicator that indicates the proportion of the net income before tax in
the total income. This indicator is one of the very useful tool for anayzing the
efficiency of a banking ingtitution in converting the total revenue to the net income or
efficiency in minimizing its expenses in relation to total income, hence higher the ratio

the higher isthe efficiency of the bank and vice versa
Following relations represents the net margin ratio:

Net margin= Net income
Total income

Net margin ratios of the banks under study over the period of reviews are shown in the
table.

Table-10
Net Margin

Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 29.95% 32.80% 35.74% 36.82% 39.32%
NABIL 54.56 58.54 57.54 53.76 49.32
HBL 30.82 33.03 36.21 36.52 43.11
NIBL 28.84 33.45 38.30 41.19 42.47
BOK 28.87 30.02 37.45 41.42 45.35

(Source: Appendix 4-8)
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From the above table it can be seen that the net margin of only NABIL has fluctuate or
decreasing trend and remaining banks has increasing trend. The performance of the
EBL, HBL, NIBL and BOK are in between 25% to 50% above in most of year. And
NABIL bank performance isin between 50% to 60%. Hence we can make a prediction
that the banks with higher level of performance should have higher prices in the
secondary market if the fundamental theory of the price behavior is to hold good and

should the market be somehow efficiency.

4.2.2 Assets Utilization

Assets utilization indicates that how well a particular bank is doing in relation to its
assets utilized. The ratio of total income to total assets also implicitly states the degree
of earnings in relation to the total assets employed. Assets utilization ratios of different
banks have been depicted in the table 11.The utilization ratio is widely used tools all
over the analysis of market behavior of the shares in the security market. The following

formulais applied for findings assets utilization ratio:

Assets utilization= Total income/ Total assets.

Table- 11
Assets Utilization
Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 8.15% 7.30% 6.66% 6.34% 6.79%
NABIL 7.98 8.43 7.69 7.47 6.54
HBL 6.11 6.41 6.93 6.45 6.69
NIBL 6.88 6.90 6.80 7.00 6.80
BOK 7.49 7.65 7.21 6.97 7.23

(Source: Appendix 4-8)

From the above table it can be seen that asset utilization ratio is great efficient of these
sample banks under sample year. BOK has efficient asset utilization then remaining
banksthat it has greater value than other.

4.2.3 Returns on Assets

Return on assets is the ratio of net income after tax to total assets. The following table
12 represents the return on assets of the banks under study for over the period of the
review. Return on assets is one of the key indications to analyze the behavior of share

price regarding the utilization of corporate information. Hence, this performance
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indicator is regarded as one of the key sector of financial analysis in share price
behavior.

The following relation has been employed for finding return on assets.

Return on Assets= NIAT

Total Assets
Table-12
Return on Assets
Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 1.49% 1.43% 1.49% 1.38% 1.63%
NABIL 2.72 3.05 2.84 2.47 2.01
HBL 1.06 1.12 1.55 1.47 1.76
NIBL 1.18 1.45 1.64 1.82 1.79
BOK 1.34 1.41 1.65 1.79 2.04

(Source: Appendix 4-8)

From the above the table it has been percelved that BOK seemed to be the best
performance because it has higher value of return on assets than remaining banks. On
the ranking, 1st isBOK, 2nd is NABIL, 3rd is NIBL and so on. It can be concluded that
BOK and NABIL were the best and the steady income generating banks among the
sample taken, hence these two banks should be the best doing company in the

secondary market as well for most of the years of the review period.

4.2.4 Profit to Total Income

Profit to total income ratio is another key indicator of performance evauation of a
financia institution, which measures the capacity of afinancial institution in converting
its income in to the profit. The magor causes of this indicator being high is better
utilization of the non-profit assets or lower rate of the expenses in other than interest.
Higher of thisratio is preferred by the investors in analyzing the efficiently of the bank
that indicates the efficiency of the management in controlling the administration cost
and better utilization of human resource. Table 13 indicates the ratios of different banks
under study for the period of review presented in terms of the percentage. Following

relation been used to find profit to total income.

Profit to total income = NIAT
Total income
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Table-13
Profit to Total Income

Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 18.33% 19.65% 22.31% 21.82% 23.98%
NABIL 34.07 36.16 37.00 33.10 30.73
HBL 17.35 17.54 22.40 22.76 26.26
NIBL 17.12 20.95 24.17 25.96 26.37
BOK 17.94 18.45 22.88 25.74 28.23

(Source: Appendix 4-8)

From the analysis of above table, it can be said that NABIL has highest profit to total
income ratio and BOK respectively. These two banks are the best among the sample
taken converting its revenues into the net profit that reveals the operational success of

the management team of the bank.

4.2.5 Total Cost to Profit

Total cost to profit ratio can be taken as another vital analysis for understanding the
performance level of the banking institutions under the study. This ratio is presented in
the manner of times, where higher times term of ratio represents the higher involvement
of the cost for generation of given level of profit and vice-versa, hence it can be
considered that the lower ratio of this performance is taken as better than the
comparatively higher ratio. Table 14 depicts the concerned figures and the ratios
involved as well. Since we do not have average industry norms for such performance it
can be compared with the samples each other for the sake of ranking of the performance

following relation has been employed to find total cost to profit.

Total Cost to Profit= Tota cost

NIAT
Table-14
Total Cost to Profit
Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 3.26 2.91 2.60 2.63 2.32
NABIL 1.36 1.22 1.20 1.46 1.66
HBL 3.25 3.30 2.65 2.81 2.30
NIBL 3.70 2.73 2.29 2.14 2.14
BOK 3.29 2.83 2.39 2.09 1.88

(Source: Appendix 4-8)
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From the above table, it is clear that NABIL and BOK seemed to the best in an average

and EBL seem to be poor performer although didn’t have negative indicators.

4.2.6 Return on Shareholder’s Equity

Return on shareholder’s equity has been calculated by dividing Net income of various
fiscal years by its relative shareholder’s funds. The following table 15 represents the
return on shareholder’s equity of the banks under study for over the period of the
review. Return on equity is one of the key indications to analyze behavior of share price
regarding the stockholders’ investment. That is, it measures the rate of return on
stockholders’ investment. So, increasing ratio is favorable for a company which shows

that the net profit is increasing. The following formula is applied for finding return on

equity ratio:
Return on shareholder’s equity= NIAT
Shareholder’s equity
Table 15
Return on Shareholder’s Equity

Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 21.10% 14.85% 18.79% 19.74% 19.89%
NABIL 26.60 31.06 31.01 22.93 18.49
HBL 13.26 15.05 20.15 17.93 18.40
NIBL 14.00 15.17 17.84 18.72 18.65
BOK 8.16 19.20 12.71 13.60 22.01

(Source: Appendix 4-8)

From the analysis of above table it has been perceived that BOK has higher value of
return on equity then remaining banks. Since this ratio shows the efficiency of bank in
utilizing shareholder’s equity, the management of the bank’s prime concern must be in

upliftment of thisratio.

4.2.7 Earning to Price Ratio

This ratio is typically calculated as follows. First the accounting value of the firm’s
earnings per share is determined by using the recent income statement and dividing the
firm’s earning after taxes by the number of shares outstanding. Second, the market price
of the firm’s common stock is determined by taking the most recent price of which the

firm’s common stock was traded. Lastly the earning per share figure is divided by the
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market price of stock to arrive at the P/E or E/P ratio. Relatively low values of this ratio

characterize growth stocks and relatively high values characterize value stocks.

Earning Price Ratio = EPS

MVPS
Table-16
Earningto Price Ratio
Banks 2003/04 2004/05 2005/06 2006/07 2007/08
EBL 0.0670 0.0614 0.0455 0.0323 0.0287
NABIL 0.0927 0.0704 0.0578 0.0272 0.0205
HBL 0.0584 0.0561 0.0539 0.0345 0.0317
NIBL 0.0551 0.0494 0.0472 0.0362 0.0236
BOK 0.0933 0.0701 0.0514 0.0315 0.0255

(Source: Appendix 4-8)

From the above table it can be conclude that BOK has the highest E/P ratio i.e. 0.0933
S0 it characterized value stock and NABIL has the lowest E/P ratio i.e. 0.0205 so it
characterized growth stock. E/P ratio of above all banks is in descending position.
Above calculation shows earning ratio or position of individual bank under particular

year.

4.3 Risk and Return Analysis

Risk and return analysis is considered to be one of the best ways of anayzing the
behavior of prices of the shares in the market. It involves the analysis of capital gain
from the investment in the securities and the dividend yield, augmented there of as well.
In thisanalysisit is attempted to find out periodical realized return to the investment, its
expected return or average rate of return over the period of the review, the standard
deviation of the return over the period co-efficient of variation and beta. In the
following paragraph, statistical facts of each bank will be calculated and interpreted.

4.3.1 Risk and Return analysis of Individual Banks

It is very useful to analyze the individua returns patterns and risk involvement of any
company while investigating the causes and the path of movement of the share price
behavior. The following table depict the statistical facts directly through excel spread
sheet. For al individual banks under the study having its base in the year end closing

prices of shares of banks and dividend announcement during the year of well.
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4.3.1.1 Standard Deviation

Standard deviation is a strong statistical device to measure the total risk involved in an
investment which consists of both market risk and diversifiable risk. Moreover it
denotes the volatility or the expected rate of return. The calculated value of expected

return and standard deviation are presented in the below table.

Table-17
Standard Deviation of Individual Banks
Banks Expected Return Standard Ranking based on Standard
Deviation Deviation
EBL 48.99 24.15 3
NABIL 61.88 51.20 1
HBL 27.13 22.17 4
NIBL 30.71 27.38 2
BOK 71.97 21.61 5

(Source: NEPSE, Appendix 9-14)

Based on the implicit assumption of the standard deviation investment in the common
stocks of NABIL are more risky and then NIBL which is followed by EBL. The stock
of BOK could be considered as less risky being the standard deviation lower than that
of other banks with higher expected realized return. The common stock of NABIL is
associated with 51.20% of the highest risk which indicated that the expected return can
be deviation by 51.20 in case of common stock investment. Hence, there exists less
volatility or risk level in the market returns that in the individual common stock

investment.

4.3.1.2 Co-efficient of Variation (CV)

The standard deviation may not be appropriate measure of risk when the realized rates
of returns are not samein al of the companies taken under consideration. Here also the
average realized rate of return are not same for the entire sample. Therefore, it is
recommended to use the coefficient of variation to measure the risk involved in
individual banks. The coefficients of variation of the realized rate of the sample are

shown in the following table.
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Table-18
Coefficient of variation of Individual Banks

Banks Co-efficient of variation (CV)
EBL 0.4929
NABIL 0.8273
HBL 0.8172
NIBL 0.8971
BOK 0.3003

(Source: NEPSE, Appendix 9-14)

On the basis of the coefficient of variation common stock of NIBL seems to be most
risky. The common stock of BOK seems to be less risky. Remaining sample banks have
average risk for invest in common stock.

4.3.1.3 Beta Co-efficient

Standard deviation measures the total risk of an investment and the coefficient of
variation measures the risk per unit of return. But the beta coefficient measures the
market sensitivity or systematic risk of an investment. As we know, systematic risk is
the portion of risk which is directly associated with market phenomenon and cannot be
reduced by diversification. The beta coefficient of an individual stock provides the clear
picture about the tendency of movement of the stock with market. It measures the stock
volatility relative to that of the average. An average stock is that which tends to move
up or down with the general market as measured by some index. Here, NEPSE index is
taken into consideration to measure the movements of the general market regarding the
stocks of listed commercial banks. Higher beta indicates the greater reaction by
individual common stock with the given movement in the market status. The following
table shows the degree of riskiness of each stock of entire sample in relation to the

genera market.

Table-19
Beta Coefficients of Sampled Commer cial Banks
Stocks Beta Coefficient Ranking of riskiness based on Beta Coefficient
EBL 0.85 3
NABIL 184 1
HBL 1 2
NIBL 0.43 4
BOK -0.15 5

(Source: NEPSE, Appendix 9-14)




Beta can be used for an ordinal ranking of the systematic risk. By analyzing the above

table, most of the banks have positive beta coefficient. Only the beta coefficient of
BOK have negative beta coefficient i.e. -0.15. The beta coefficient of HBL is1i.e. risk
isequal. According to ranking, NABIL has higher risky than other banks that it has beta
greater than 1i.e. 1.84 and EBL and NIBL haslessrisky. These results might have been

the outcome of the availability of data for a very short span of time period because of

lately listing of the stock of those banks with the secondary market.

4.4 Major Findings of the Study

Based on the analysis of data and their interpretation the study’s major findings in

relation to the objectives set could be summarized as follows:

>

Market share analysis of different banking indicates used is not completely
captured by the market value of these banks but the firms under the study grow
mature market share of the bank in the different key business areas play a

greater roles in the share price representation by the historical information.

The analysis of ratio more or less simulates the historical impact of the firm the
prices of same in the secondary market. Hence at professiona level as well the
power of ratio analysis and interpretation can be embraced as the market price

coverage of a security is reasonably represented by the key financial ratios.

The risk and return analysis is the other mgjor tool used in the study. It was
observed that this analysis can give better results only when the long range of
past information is available for the analytical purpose. But the case in different
in present context as most of the banks do not have long history in the security
market the result of analysis could not fully explain the behavior of the share

pricesin the market.

The established banks have good track record of their financial position and the
newly established banks are penetrating the market. All the banks are operating
in prices although some of them suffered from losses during their initial steps.
This investor’s attitude towards the shares of these banks seems to be positive.
Whatever be the potentially of firms of other institutional investors illogically
prefer stocks of the banks.
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Most of the banks are offering cash dividends every year, which may not be
applicable to other types of non banking firm, which might be the reason behind

the race of investors towards banking stocks.

Having good track record of the financial positions market penetration and
continuous declaration of dividends encourage the potential investors to buy the

shares of commercial banks.
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CHAPTER FIVE

SUMMARY, CONCLUSION AND RECOMMENDATION

This chapter deals with the findings and conclusion derived from the study of share
price behavior of five commercial banks in Nepal. This chapter consists of three
sectors: First section provides the summary of the study, the second section draws the
conclusions of the study and finaly, the third section proposes recommendations to
deal s the problems observed on the basis of the findings.

5.1 Summary

The study was conducted with the main objective to analyze the share price behavior of
listed commercia banks. Capital Market is a basically a place or platform where
transfer of funds takes place from the savers to the borrowers. The firms obtain funds
and utilize them for the purpose of attaining defined objectives. To get the higher rate of
return in the market people has developed a concept to invest in the securities of the
publicly quoted companies, whole the mgjor roleis played by the level of understanding
of investors getting involved in the market of speculation and for such knowledge about
security market can be achieved through better analysis of the security. And the
corporation to which the security belongs to. The objectives of the firm should be to
maximize the wealth of the shareholder and maximizing the market value of shares of

the company.

The stock market of Nepal is still in primitive stage. It needs help from all concerned
bodies to function properly. The government should formulate effective rules and
regulations and implement it properly to develop the stock market. The listed
companies should aways be ready to help the market by obeying the rules and
regulations, timely disclosing and submitting annual financial statement, avoiding

rumors and not manipulating the price of stock.

In order to conclude the study in the manner of the academic research, this study
follows the conventions of the methodology set by university. In the first chapter
introduction to the security/capital market, statement of problem, objective of the study,
significance of the study and limitations of the study were attempted. Next to this

follow the chapter of review of literature in this chapter the concept of security market,
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theories of the share price behavior, studies on the security market conducted held
inside the country and abroad are explored and dealt with the overview of the Nepalese
Stock market. The recent position and performance of stock market in Nepal has been
analyzed. The Nepalese stock market has not developed in the economy because of
various market imperfections like limited number of buyers and sellers, stringent

government policies, negligible development of corporate sector etc.

After that, methodology of research is dedlt in detail for the basic understanding of the
methods applied in the conclusion of the study. The next chapter is the major part of the
study, in this the analytical exploration and manipulation of data has been attempted
within the frame of the methodology insisted in the chapter of research methodology
and the present chapter summary, conclusion and recommendations. In this chapter, the
summary of the study, conclusions derived out of the study and recommendations have

been presented.

According to prior was setting, the prior is that the Nepal Stock Exchange is a weak
form of the market and the share price behavior of commercia banks walk randomly,
market share analysis and analysis of financia ratios have been employed. Different
ratios like Interest margin, Net margin, Assets utilization, Return on Assets, Profit to
total income, Total cost to profit ratio, Return on Shareholder’s Equity and earning to

price ratio were utilized.

To address the issue of banks share being blue chips, combine effort of analyses are
considered. In which it ranges from financial analysisto risk and return analysis as well.
In regarding to the categorization of the baking sector’s shares as value was employed.
To relate the study towards the market sensitivity beta coefficient was analyzed and
explained. The study concerning the riskiness of shares, risk and return analysis was
applied to the data of each individual banks in which expected rate of return; standard
deviation and coefficient of variation were used. Though most of the commercial
bank’s common stocks seem to be riskier than that of average stock, lots of investors
are attracted in trading these stocks. This is due to the good track record of financial
positions, market penetration and continuous declaration of dividends which encourage

the potential investors to buy the shares of commercia banks.
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5.2 Conclusions

The major results of the study on share price behavior of commercia banks in Nepal

are summarized as under:

>

The number of listed companies has been increased during the study period. In
addition, the number of secondary market intermediaries has aso been

increasing. These factsimply that thereis an expansion of capital market.

The market share and growth rates of different banking indicators used are not

completely captured by the market value of these banks.

The trading turnover in terms of amounts, number of transactions occurred,
market capitalization, etc. have higher in banking group as compared to the
other groups. Thus, the performance of banking group is highly attractive and
liquid.

The development of stock market is not in the satisfactory level. Only the

banking and financial sectors are having the high performance than others.

Most of the banks are offering each dividend every year, which may not be

applicable to other types of non banking firms.

The risk and return analysis of the banks share showed mixed result. New
established banks share did not represent the actual image of the risk and return

scenario, the possible cause for thisislisted in the limitations of the study.

Nepa Stock Exchange operates in a weak form of efficient market hypothesis,

indicating that the market price move randomly.

The established banks have good track record of their financial position and the
newly established banks are penetrating the market. All the banks are operating
the market. All the banks are operating in profit, although some of them suffered
from losses during their initial stage. The investor’s attitude towards the shares

of these banks seemed to be positive.

Having good track record of the financial position, market penetration and
continuous declaration of dividends encourage the potential investors to buy the
share of commercial banks emerge as the blue chips in the Nepalese Stock
Market.
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The average realized rate of return of all these banks are not same over the
sample period. Therefore, the coefficient of variation can be preferred over the
standard deviation as measure of risk. On the basis of coefficient of variation
NIBL shares can be considered as more risky where as BOK shares can be

considered as less risky.

The beta coefficient in the selection in the market sensitivity analysis, which
measures the riskiness of individual security in relative term, suggest that most
of the shares of these five banks are not higher risky. Therefore, even a risk
guarter can go for making an investment in share of these banks. The shares of
publicly quoted commercia banks are less risky as compared to other average
stocks traded in the stock exchange.

5.3 Recommendations

After analyzing the price behavior of stock in stock market with the help of various

literatures, relevant data, financial tools and techniques following recommendations can
be outlined:

>

The government should not only make policies for capital market devel opment

but also implement and regulate these policies timely and appropriately.
Buying and selling procedure of shares should be systematic and fairly manner.

Because of the persistence in stock price movements, professional traders either
institutional or individual can beat the market. Thus, it is recommended that the
investors should be adert to explain the opportunities through short term

speculation.

There exists excessive price fluctuation as observed from the stock market while
collecting the data. To control such entire price fluctuation the regulatory body

should impose effective provisions to the exchange members.

Most of the sample stocks in the sample are undervalued. So, the market

investors are recommended to buy those securities.

Since the random walk hypothesis is not accepted by NEPSE market, the
rational investors should study the past trend and pattern of price series of the
stock for prediction of future price change to make safe investment.
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The public investors should not direct their savings in shares haphazardly. They
should at least analyze or get suggestions from expert about the financial
position and level of risk prior to taking an investment decision. It is also
recommended to the concerned body to carry out or help to carry out further

research on stock market behavior for the betterment of stock market.

Security Board of Nepa should be in the state of high alert for checking
deregulation and violations affected by the corporate sectors, investors and other
related professionals. Securities Board of Nepa being the apex body in our
nation for the regulation and development program continuing education
program seminars and workshops in the interval of time related with securities,

security market and its price.

Nepal stock Exchange limited which is being a major operative body in the area
of secondary market, should keep on developing the different parameters related
to the congenia functioning of the stock market. It needs to get into the
modernization and further to this it needs to develop efficient and effective

channels of information related to investment and companies listed with it.

The stock exchange needs to adopt the listing, membership and the trading
bylaws to give appropriate standards within its jurisdictions. As the draft bylaws
have aready been suggested by the international experts, it should be adopted at
the earliest. Furthermore, the stock exchange is in last phase of introducing
trading automation under the Corporate and Financial Government project. It
will add up efficiency and transparency of the market end pave the way for

further extension to online trading.

There are some recommendations to the Nepal Government as well. In order to
develop the healthy economic system in the country government should be
keeping on devising and issuing rules and regulations regarding the operations
of stock market, however the rules so emerging should be on the interest of the
general public and the development of securities market. Further to this,
government should arrange to trade its securities on the floor of Nepa Stock
Exchange limited, the only organized stock market in the country, which will
avall the investors wide security options under the same roof which will
strengthen the position of security market and the Nepa Stock Exchange limited

aswell.
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