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'ABSTRACT

The factor of risk is virtually present in every decision. Assessing risk and incorporating the same in the
financial decision is an integral part of financial analysis. Valuation is an important factor in the financial
manager's decision-making process. The objective in decision-making is not to eliminate or avoid risk often
it may neither be feasible nor necessary to doso but to properly assess it and determine whether it is worth
bearing.

Risk and return evaluation is also a very important technique of rating companies. So an investor will alwa ¥s
be interested in knowing the return that a company will give on the share and the risk, which the share-
holding bears.

The present study is an attempt to analyze the top 5 sector of NSE index during the study period, from 2005
2007. The study also tried to suggest the investors that which type of sector and companies they should
choose on the basis of risk and return analysis. The present study will be helpful in indicating the important
sector and companies for making portfolio during 2005-2007.




isk, in traditional terms, is viewed as a “negative’,
but as per a financial manager, “Risk is the
varability of Returns”.

TYPES OF RISK

Systematic Risk - A risk that influences a large number of
assets. An example is polit ical events. It is virtually
impossible to protect yourself against this type of risk.

Unsystematic Risk - Sometimes referred to as “specific
risk”. It is the risk that affects a very small number of assets.
An example is news that affects a specific stock such as a
sudden strike by employees.

Credit or Default Risk - This is the risk of inability of a
company or an individual to pay the contractual interest or
principal on its debt obligations.

Country Risk - This refers to the risk that a country won’t
be able to honor its financial commitments. This type of
risk is most often seen in emerging markets or countries
that have a severe deficit.

Foreign Fxc]mnge Risk —Foreign exchange risk applies to
all financial instruments that are inherent in a currency
other than your domestic currency.

Interest Rate Risk - A nisk factor where sudden rise in
interest rates during the term of your debt securities hurts
the performance of stocks and bonds,

Political Risk - This represents the financial risk that a

country’s government will suddenly change its policies.
This is a major reason that second and third world countries
lack foreign investment.

Market Risk - This is the most familiar of all risks, It's the
day-to-day fluctuations in a stocks price. Also referred 1o
as volatility. Market risk applies mainly to stocks and
options.

REAL RETURN

The return on your investment porifolio helps you 1o
evaluate the progress you're making towards your financial
goals. For example, if your long-term projections require
that vou achieve an 8% annual return, you may have wo
reallocate your assets if your return falls below that mark
over a period of time.

What complicates the picture is that inflation reduces the
buying power of your investment return, as well as your
mvestment income. If the inflation rave is 3% in a year that
}"UUT III'\"L&“'ITE.'I'.IE prn\ Idf_"i 4an S% return, }"Ou.r rﬂ'dl returns,
or return after correcting for inflation, are 5%. The greater
your real return, the larger your account value grows.
Real return is the primary reason that emphasizing capital
preservation to the exclusion of growth can leave you
financially short over the long term. That’s because your
return on the most conservative investments rarely exceeds
the rate of inflation by a full percentage point and 1s
frequently less. If you're earning 1.75% on an insured money
market account when inflation is 2%, you have a negative
real return of 0.25%.

(Lanne, Markku Luoto, Jani 2007) studied the risk-return
relationship in monthly U S, stock returns (1928:1— 2004:12)
using GARCH-in-Mean meodels. In particular, they
considered the robustness of the relationship with respect
to the omission of the intercept term in the equation for the
expected excess return recently recommended by Lanne
and (Saikkonen 2006). The existence of the relationship is
quite robust, but its estimated strength is dependent on the
prior belief concerning the intercept. This 1s the case in
particular in the first half of the sample period, where also
the coefficient of the relative risk aversion is found to be
smaller and the equity premium is greater than in the latter
half.

(Lanne, Markku Saikkonen, Pentti 2007) The low power of
the standard Wald test in a GARCH-in-Mean model with
an unnecessary intercept is shown to explain the apparent
absence of a risk-return tradeoff in stocks.

(Galagedera, Don (Tissa) U.A., Maharaj, Elizabeth Ann and
Brooks, Robert Darren 2006 investigated the risk-return
relationship 1n a downside framework using time scales.
Two measures of downside risk: downside bera and
downside co-skewness are invcstigated. A sampie of
Australian industry portfolios does not reveal a positive
linear relationship between downside beta and portfolio
return. Jal.l i high ti.mC SL'EJ.L' WI'I.IJF'E d}"llﬂIn.il.'E oveEra lungr_'r
horizon (32-64 days) is captured a positive linear association
between downside co-skewness and purtfo]liu return s
U‘biﬁf?l‘_‘d. D\"L"TEI.”., lhf_“ l'i:S-'L'I-ItS suggcst th'ﬂ.t WhE'I'I
investigating the validity of asset pricing models, whether
i the downside framework or in the traditional mean-
variance framework it may be pmdfnt to consider other
horizons in addition to the usual dail}r and monthly
frequencies.

Madhusudan Karmakar (2007) investigated the
heteroscedastic behaviour of the Indian stock market using
different GARCH models. First, the standard GARCH
approach was used to investigate whether stock return
volatility changes over time and if so, whether it is
predictable. Then, the EGARCH models are applied 1o
investigate whether there is asymmetric volatility. Finally,
(E) GARCH in the mean extension has been tried to
examine the relation berween market risk and expected
return, The investigation has been made on market index
S&P CNX Nifty for a period of 14 and half years from July
1990 to December 2004, The study reports an evidence of
time varying volatility which exhibits clustering, high
persistence and predictability. It was found that the
volatility is an asymmetnc function of past innovation,
raising proportionately more during market decline. It was
also evidenced that return 15 not significantly related to
risk. The Fndiﬂg,a are useful to policy makers and to all
market participants for pricing derivatives and designing
dynamic trading strategies.

(Miles, David Timmermann, Allan 1996), analyzed the
variation in expected monthly stock returns for a large
cross-section of UK. companies. Using company attributes
as a sorting key, the authors were formed portfolios and
study their returns relative to the return on the market



index. They found that book to market value, and to a lesser
extent company size and liquidity, are the only company
attributes that appear to contain information about variation
in expected returns. The authors consider whether excess
returns on their portfolios reflect risk premia or market
inefficiency.

(Fama, Eugene F French, Kenneth R 1992), two easily
measured variables, size and book-to-market equity,
combine to capture the cross-sectional variation in average
stock returns associated with market “beta”, size, leverage,
book-to-market equity, and earnings-price ratios. Moreover,
when the tests allow for variation in “beta” that is unrelated
to size, 1 he relation between market “beta” and average
return is flat, even when *beta” is the only explanatory
variable.

(Schwert, G William 1989), analyzed the relation of stock
volatility with real and nominal macroeconomic volatility,
economic activity, financial leverage, and stock trading
activity using monthly data from 1857 to 1987. An important
fact, previously noted by (Robert R. Officer 1973), was that
stock return variability was unusually high during the Great
Depression (1929-39). While aggregate leverage is
significantly correlated with volatility, it explains a
relatively small part of the movements in stock volatility.
The amplitude of the fluctuations in aggregate stock
volatility is difficult to explain using simple models of stock
valuation, especially during the Great Depression.

(Don U.A. Galagedera Robert Faff 2004) investigated
whether the risk-return relation varies, depending on
changing market volatility and up/down market conditions.
Three market regimes based on the level of conditional
volatility of market returns are specified - ‘low’, ‘neutral’
and “high’. The market model was extended to allow for
these three market regimes and a three-beta asset-pricing
model was developed. For a set of US industry sector indices
using a cross-sectional regression, they found that the beta
risk premium in the three market volatility regimes was
priced. These significant results were uncovered only in
the pricing model that accommodates ups and down market
conditions

(Eugene F. Fama, James D. MacBeth 1973) tested the
relationship between average return and risk for New York
Stock Exchange common stocks. The theoretical basis of
the tests is the “rwo-parameter” portfolio model and models
of market equilibrium derived from the two-parameter
portfolio model. The observed “fair game™ pmpen;es of
the coefficients and residuals of the risk-return regressions
were consistent with an “efficient capital marker”.

(Banz, Rolf W. 1981) examined the empirical relationship
between the return and the total market value of NYSE
common stocks. It was found that smaller firms have had
higher risk adjusted returns, on average, than larger firms.
This ‘size effect’ had been in existence for at least forty
years and was evidenced that the capital asset pricing model
1s wrongly specified. The size effect was not linear in the
market value; the main effect occurs for very small firms
while there was little difference in return between average
sized and large firms. It was not known whether size per s
was responsible for the effect or whether size was jus 2

proxy for one or more true unknown factors correlated
with size.

(Kothari, S P Shanken, Jay Sloan, Richard G 1995) examined
the cross-section of expected returns which revealed
economically and statistically significant compensation
(about 6 to 9 percent per annum) for beta risk when betas
are estimated from time-series regressions of annual
portfolio returns on the annual return on the equally
weighted market index. The relation between book-to-
market equity and returns is weaker and less consistent
than that in (Fama and French 1992). The authors conjecture
that past book-to-market results using COMPUSTAT data
are affected by a selection bias and provide indirect
evidence.

{Gordon Y. N. Tang and Wai Cheong Shum 2006) studied
the risk-return relationships in the Hong Kong stock market
using a conditional model based on ups and downs markets.
Beta is found significantly and positively (negatively) related
to realized returns when the market excess returns are
positive (negative). The same results were found for
unsystematic risk, total risk and kurtosis of stock returns

ing ups and downs markets when they were added 1o
the model. Furthermore, skewness was significantly but
negatively (positively) related to realized returns during
ups and downs in the markets. These results indicated thar
other risk measures in addition to beta were also important
in pricing risky assets and investors do not hold diversified
portfolios in this marker.

(Hui Guo Robert F. Whitelaw 2006) there was ongoing
debate about the apparent weak or negative relation
between risk (conditional variance) and expected returns
in the aggregate stock market. The authors’ developed and
estimated an empirical model based on the inter temporal
capital asset pricing model (ICAPM) that separately
identifies the two components of expected returns, namely,
the risk component and the component due to the desire to
hedge changes in investment opportunities, The estimated
coefficient of relative risk aversion was positive, statistically
significant, and reasonable in magnitude. However,
expected returns are driven primarily by the hedge
component. The omission of this component was pantly
responsible for the existing contradictory results.

OBJECTIVES OF THE STUDY
1. To analyze the return of various companies listed
on National Stock Exchange.
2 To analyze the risk of various companies listed on
National Stock Exchange.

3. Torank 5 top sectors of NSE return wise.
4. To rank 5 top sectors of NSE risk wise.
To open new vistas for further research.
R!':SI:‘.ARCH METHODOLOGY

The study was descriptive in nature. It consisted of all
those companies that are listed on National Stock Exchange.

The sampling frame of the study was 50 companies of NSE
index during 2005-2007. It included individual firms and
companies as projected in the sampling element. Purposive
sampling rechnique was used to select the sample and the
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sample size of the study includes 50 companies divided
into 14 various sectors.

The data was collected from secondary sources,. the website
ot National Stock Exchange (NSE) was used to get the
stock price of various companies. Monthly closing prices
for the period 2005-2006 & 2006-2007 were considered for
analysis,

Tools for Data Analysis

Risks were calculated through total risk

Total risk = a + b Where,a = (X “Y)bandb = Cov.m / &
m

Expected returns were calculated through CAPM model:
Rp = Rf + (Rm-Rf)b
RESULTS AND DISCUSSIONS

Calculation of Risk: Total risk of 50 companies listed in
NSE for the period 2005-2006 and 2006-2007 has been
calculated. In the year 2005-2006, if we compare the total
risk of all the sectors than we can analyze that the Travel &
Transport sector is less risky than the banking sector as the
total risk of travel and transport sector is -5.43 as compared
to the total risk of banking sector i.e. -0.41. In the year 2006-
2007, the total risk of travel and transport sector (-4.91) is
less as compared to the other sectors. So, an investor can
choose Jet Airways (Travel & Transport sector) for the
investment purpose.

Calculation of Return: Expected Returns of 14 sectors and
Mean of the individual companies have been calculated for
the period 2005-2006 and 2006-2007. In year 2005-2006,
Telecom sector is giving the highest return (0.52) & Banking
sector is giving the lowest return (C.39). If we compare the
mean of the individual companies than VSNL (Telecomm.
sector) is giving the highest return (9.82) & Oriental Bank
(Banking sector) is giving the negative return (-1.11).
Whereas in year 2006-2007, Travel & Transport sector is
giving the highest return (0.82) & Power sector is giving the
lowest return (0.37). If we compare the mean of the
individual companies than Bharti Airtel (Telecomm., sector)
1s giving the highest rerurn (5.52) & Jet Airways (Travel &
Transport sector) is giving the negative return (-2.40). Soan
investor will obviously choose a company or portfolio of
various companies, which have maximum return,

Ranking of Companies of Each Sector on the Basis of
Return for the year 2005-2006.

After calculating the mean return of 4 companies in
Telecommunication sector, it can be analyzed that VSNL
has reaped the maximum return i.e. 9.82, and was ranked 1°
amongst Telecom giants. It was then [ollowed by Bharu
Airtel whose return is 6.74. The companies which are
ranked 3" & 4" in Telecom sector on the basis of mean
return are Zeetele with mean return as 6.47 & MTNL with
mean return as 4.86 respectively, So while selecting a
company from Telecom, Sector, an investor may select
VSINL, as 1ts mean return 1§ the maximurm.

After calculating the mean return of 4 companies in Metal
Sector, it can be analyzed thar National
Aluminum(NALCO) has the maximum return i.e. 7.02, so

that will be ranked 1* amongst Metal Companies. It is than
followed by SAIL, whose return is 5.03. The companies,
which are ranked 3rd & 4th in metal sector on the basis of
mean return, were Tara Steels with mean return as 4.75 &
INDALCO with mean return as 4.68 respectively. So while
selecting a company from metal sector, an investor may
select National Aluminum, (NALCO) as its mean return
was the maximum.

After calculating the mean return of 2 companies in Power
Sector, it can be analyzed that Tata Power has the maximum
return i.e. 5.28, so that will be ranked 17 amongst Metal
Companies followed by RIL whose return is 2.60. So while
selecting a company from Power Sector, an investor may
select Tata Power, as its mean return is the maximum.,

After calculating the mean return of 6 companies in oil &
gas sector, it can be analyzed that ONGC has the maximum
return 1.e. .92, so that will be ranked 1* amongst oil & gas
companies. It is then followed by IPCL whose return is
4.85. The companies, which are ranked 37, 4, 5% & 6% in
oil & gas sector on the basis of mean returns, are GAIL
with mean return of 4.47, Relidnce with mean return of
4.30, BPCL with mean return of 2.23 & Hindpewro with
mean return of 0.73 respectively. So while selecting a
company from oil & gas sector, an investor may opt for
ONGC, as its mean return is the maximum,

After calculating the mean return of 5 companies in Banking
Sector, it can be analyzed that HDFC has the maximum
return ie. 5.92, so that will be ranked 1* amongst banking
companies. It is then followed by ICICI bank whose return
15 5.31. The compamies, which are ranked 3%, 4* & 5% in
banking sector on the basis of mean return are SBIN with
mean return of 5.05, PNB with mean return of 3.09 8 Orient
Bank with mean return of -1.11 respectively. So while
selecting a company from banking sector, an prospective
wnvestor may select HDFC, as its mean return is the
maximum.

For the year 2006-2007

After calculating the mean return of Travel & Transport
sector, it can be analyzed that the returns are not satisfactory
as it consists of only one company Jet Airways having
negative returns i.e.-2.40. Therefore, investors may skip this
sector for the purpose of investment but on the other hand
it may give positive returns on long-term investments
because the expected return of this sector is highest i.e.
082,

After calculating the mean return of 6 companies in Cement
& Electric Equip. Sector, it can be analyzed that ABB has
the maximum return i.e. 2.12, so that will be ranked 1%
amongst Cement & Electric Equip. Companies, It 15 then
followed by Gujarat Ambuja whose return is 0.83. The
companies, which are ranked 3, 4% 5% & 6* in Cement &
Electric Equip. Sector on the basis of mean return are
Grasim with mean return of 0.72, BHEL with mean return
of 0.45, ACC with mean return of 0.28 & Suzlon with mean
return of -1.68 respectively. Hence a prospective investor
will think thoroughly before investing and may select ABB,
among cement and construction materials sector as ABB's
mean return is the maximum.






