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Effectiveness of Microfinance Loans in Pakistan
(A Borrower Perspective)

Beenish Ameer ¢ & Dr. Moazzam Jamil °

Abstract - Purpose. The purpose of this paper is to examine
the effectiveness of microfinance loans in Pakistan. The
purpose is that how much the microfinance loans are effective
in Pakistan from the borrower perspective. The loan which is
took by the client of Micro Finance Tamer Bank how that loan
amount has been used in the projected business and whether
the income has been increased by the loans utilization.

Research methodology: The purpose is to find
different factors which are affecting the effectiveness of the
microfinance loans. Three variables have been identified to
examine the effectiveness of the loans that are procedure, loan
consumption and income. To study these factors a logically
questionnaire has been developed by the researcher herself
and floated to the Microfinance Timer Bank borrowers and the
data is analyzed by the regression analysis.

Findings: Data findings are procedure is affecting the
loan consumption but income does not depend on the
consumption of the loans.

Conclusion: Microfinance institution should extend its
reach by providing information and should consider the core
to make the microfinance loans more effective as it for the low
income households.

Keywords . microfinance, effectiveness, loans consum-
ption.

I. [NTRODUCTION

(( icrofinance” is very much defined as
I\/l financial services for poor and low-income
clients offered by different types of service
providers. In practice, the term is often used more
narrowly to refer to loans and other services from
providers that identify themselves as “microfinance
institutions” (MFIs).Microfinance is usually understood to
entail the provision of financial services to micro-
entrepreneurs and small businesses, which lack access
to banking and related services due to the high
transaction costs associated with serving these client
categories. The two main mechanisms for the delivery of
financial services to such clients are (1) relationship-
based banking for individual entrepreneurs and small
businesses; and (2) group-based models, where several
entrepreneurs come together to apply for loans and
other services as a group.

No doubt, microfinance is very powerful tool to
alleviate the poverty and empowerment to women and
poor populations. There are numerous NGO's, MFI's,
MFB‘s and other welfare trusts that are operational for

Authors a o : Department of Management Sciences, Abbasid Campus
the Islamic University of Bahawalpur, Pakistan.
E-mail : beenishameer14@gmail.com

the poverty alleviation and they are annoying to attain
their goals and assignments. State Bank of Pakistan
(SBP), Pakistan Microfinance Network (PMN), Pakistan
Poverty Alleviation Fund (PPAF) and other frames are
also working for attaining the Millennium Development
Goals (MDG's) and contributing for the economic
development of the nation. Microfinance in Pakistan is in
its very early stage. There is 33% to 35% population
living below the poverty line in Pakistan. It means one
third of the population of 150 Million people of Pakistan
is below the poverty line. These statistics shows
situation of the society is very unpleasant. There are
number of organizations like Kasha Foundation and
Kasha Microfinance Bank, Tamer Microfinance bank,
Akhuwat, First Microfinance Bank, Khushhali Bank etc
working with the government of Pakistan to reduce it
doing their efforts to increase their outreach.

Presently, there are three different models of
microfinance services in Pakistan, i.e.6 Micro Finance
Banks (MFBs), 10 Micro Finance Institutions (MFIs) and
4 Rural Support Programmers (RSPs), all the three
models started with small size short term group lending
policy of working capital loans.

Some MFIs and MFBs like Tamer Bank and
FMFB have diversified into individual based large loans
relative to market average loan size. However, RSPs
provide multi product microfinance services including
infrastructure  development projects like health,
education, insurance, mobilization of savings and
primarily operate in rural areas.

Besides the three main groups of microfinance
other institutions that also provide microfinance services
include, commercial banks and government owned
institutions etc. Although the main product of these
institutions is not microfinance, the government-owned
institutions that provide microfinance services to the
poor include: micro credit and saving services and
subsidized credit for government’s Rodger Scheme by
National Bank of Pakistan (NBP); credit and saving
services by ZTBL; special microfinance services by
government owned First Women's Bank, Bank of
Khyber, SME Bank, financial savings and money transfer
services provided through countrywide network of 7,500
branches of Pak Post Saving Banks, the seven National
Saving Schemes (NSS) of Central Directorate of
National Savings (CDNS) which accept deposits of
about 4 million account holders and the Zakat office that
provide charity funds as a social objective. Some

© 2013 Global Journals Inc. (US)
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commercial financial institutions including ORIX leasing
also extend microfinance services to their poor
customers (CLEAR, 2007).

This research will be used to examine the
effectiveness of microfinance loans in Pakistan. The loan
which is took by the client of Micro Finance Bank how
that loan amount has been used in the projected
business and whether the income has been increased
by the loans utilization. To investigate the current issues
linked with microfinance loans. To find out the areas this
can be addressed to improve the microfinance loans.

a) Significance of Stuady

Despite the importance of micro finance in
Pakistan no study is conducted on current issues linked
with microfinance loans. The central objective of the
study has been to discover the hidden realities related to
effectiveness of microfinance loans in Pakistan (borro-
wer perspective). This research is an important advan-
cement in literature of factors affecting on micro finance
loan. Microfinance, with the core objective of provi-
sioning of financial services to the pool segments of the
society, contributes its role in the form of financial
development with primarily focus on poverty alleviation.
Most of the people perceive microfinance in narrow
sense that it is about micro-credit but for poor people
but it has broader extent including, micro-insurance,
transactional services and most important are the
savings.

b) Literature Review

Raff and Mahmud (2009) examined the Growth
and performance of microfinance. The study was
conducted in Pakistan for the period of 2004-2007. The
considerable variables were subsidized fund, recruit-
ment of new fund, external support, opening of new
branches and outreach (to other aspects of outreach).
The results told that that sector should more focus on
accessible human resources and targets can simply be
achieved by adopting an intensive growth strategy.
Kondo (2007) conducted research on the impact of
microfinance on rural households in the Philippines (A
Case Study from the Special Evaluation Study on the
Effects of Microfinance Operations on Poor Rural
Households and the Status of Women). The variables
determined were interest, consumption and per capita
income. The findings of this research showed that
microfinance loans were shown positive to the per
capita income, it also increased the consumption
capability and improved saving ability and microfinance
can also be proved as an effective poverty alleviation
tool. Deventer and Huybrechts (2005) studied the
impact of microcredit on the poor in Bangladesh.
Income, poverty alleviation and consumption were used
as dependent variables and family support as
intermediate variable. The findings of this research
showed as microfinance institutions have positive role
on income, consumption, poverty reduction and having

© 2013 Global Journals Inc. (US)

positive influence on female members and their positive
influence could be seen through their decision making
role, expanding knowledge and awareness. Bi and
Panda (2011) studied on the Comparison of perfor-
mance of microfinance institutions with comercial banks
in India. Poverty alleviation, empowerment of women
was used as variables. The findings were that micro-
finance institutions were reporting an impressive growth
and India had the largest number of households that
were not included in banking system. The results of this
research show that microfinance loans were proved as
economic tool to alleviate poverty and empowerment of
women.

Jagged et al (2011) studied Impact of
microfinance on poverty alleviation in Nigeria: An
empirical investigation. The study was conducted in
Nigeria, poverty was taken as dependent variable and
microfinance loans were taken as independent variable.
The findings were that there was a significant difference
between those persons who used microfinance loans
and those who didn't use them. The paper concluded
that MFI having significant impact in reducing poverty by
increasing income and microfinance could be proved as
the more powerful source if program started on depth
and outreach than the present outreach. Akram and
Husain (2011) studied on the role of microfinance in
uplifting income level: A study of District Okara —
Pakistan. Microfinance was taken as independent
variable and income was determined as dependent
variable. The conclusion was that microfinance was
proficiently serving the poor by increasing their income
level. Mostly respondents conclude that their income
level increase after getting microfinance loan and
improving their living standard. Charles, James and
Hammed (2011) examined the Impact of microfinance
on poverty alleviation in Nigeria. Two variables were
used, poverty as dependent and microfinance as
independent variable. The result findings revealed that
there was a vital effect of MFI in reducing poverty by
rising income. It also concluded that microfinance
institutions  having powerful strategy of poverty
reduction. However, microfinance can be more effective
tool if work is done on outreach. Shiraz and Khan (2009)
examined the Role of Pakistan poverty alleviation fund’s
microcredit in poverty alleviation. Poverty alleviation was
taken as variable. The study was conducted in 2005.
The paper concluded that microcredit has reduced
poverty and loan taking clients had been converted to
higher income groups and there was a positive impact
of microcredit program on poverty of the country.

Swope (2010) studied microfinance and poverty
alleviation. The study was conducted for the period
of 2005. The study showed the conclusion that the
microfinance loans may be the source of increasing
income and poverty alleviation. The outreach problem
can be solved by village banks that microfinance
institutions reached the poor by implementing integrated



programs. MFI allowed women to be independent and
entered in society as more confident and skilled.
Jagged et al (2011) conducted research on Influence of
loan disbursement by microfinance and non
microfinance institutions on poverty alleviation in Nigeria.
Data was collected to determine the relationship
between microfinance as an independent variable and
poverty as a dependent variable. The research
concluded that MFI were the effective tool in reducing
poverty by increasing the income level thus people
economic capability increased and brought sustainable
development. Onwumere, Ibex and Guam (2012)
studied the impact of micro-credit on poverty alleviation
and human capital development: Evidence from Nigeria
from 1999-2008. Microfinance was taken as the
independent variable while poverty alleviation was
treated as dependent variable. The OLS regression
technique was used in this study. The study concluded
that microfinance banks increased micro financing
activities ultimately did not increase the human capital
development however microfinance provided support in
eradicating poverty. Thus the experience of Nigeria
could be effective for other developing countries.

Mawa (2008) studied the impact of micro-
finance toward achieving poverty alleviation.

Poverty alleviation, women empowerments were
taken as variable and poverty could be reduced by
increased in income. The conclusion drawn from the
study that financing on women were more poorer than
men and especially in rural areas, microfinance could be
the source of reducing poverty and this research
suggested that MFI focused on needs of more
diversified groups and targeted the most poor.
Bakhtaran (2006) studied that Microfinance and poverty
reduction: Some international evidence consumption,
poverty reduction were used as variables. This paper
argued that reducing of poverty alleviation could be
done through microfinance loans and by providing
access to poor might smooth their Consumption.

[I. THEORETICAL FRAMEWORK

Effectiveness
of
Microfinance
Loans

a) Dependent Independent Variables

The past studies find three factors which can
affect the effectiveness of microfinance loans which are
procedure, loan consumption and income. Microfinance
loan efficiency depends on above three variables. We
take microfinance loans as dependent variable while
income, procedure and loan consumption as an
independent variable.

[1I. RESEARCH OBJECTIVES
The research objectives are as follows:

a) Main Objective

The main objective of this study is to examine
the factors affecting the effectiveness of microfinance
loans (borrower perspective).

b) Sub Objectives

The sub objectives include:

e To investigate the current
microfinance loans.

e To find out the areas this can be addressed to
improve the microfinance loans.

e To study the effectiveness of microfinance loans.

e To make recommendations for improvements in
existing lending procedure microfinance loans, if

issues linked with

required.
¢) Research Questions
In order to determine to determine the
effectiveness of microfinance loans. 3 model was

adopted and based on that model, the following
questions must be addressed.

e What are the factors which directly or indirectly
affect effectiveness microfinance loans?

e Which factors can be changed to achieve success
in microfinance loans?

V. RESEARCH DESIGN/METHODOLOGY

a) Data Collection/Population

This research is empirical in nature and it is
conducted through questionnaires. This study measures
the effectiveness of the microfinance loans has been
measured towards the clients of the Timer Microfinance
Bank in the city Gujarat which is the city of Punjab
province. It will be answered with the help of a
questionnaire in which all the important variables are
included. Since the study is related to the effectiveness
of microfinance loans of the consumer so the targeted
population in order to collect the data, is the clients of
Microfinance Tamer Bank. For the collection of error free
data the respondents were asked to fill the question-
naire with complete sincerity & honesty, & not leave any
part of the questionnaire unanswered. For the ease of
respondents the questionnaire was personally admini-
stered where the respondents completed the questionn-
aire. Using personally administered questionnaires has
different advantages such as it reduces the biasness of

© 2013 Global Journals Inc. (US)

Global Journal of Management and Business Research (C) Volume XIII Issue VII Version I H Year 2013



Global Journal of Management and Business Research ( C) Volume XIII Issue VII Version | H Year 2013

the respondent, it is reasonably brief & economical &
lastly it allows the respondent to give an open response.

b) Sampling

Random sampling technique is adopted in
which 40 clients were chosen and participated in the
research. The main target population was the individual
clients who have taken the loan from the bank in which
both males and females are included. In order to collect
data, the borrowers from the bank were asked to
cooperate by filling the questionnaire. Their answers for
the questions reflect different characteristics of the
consumers towards the effectiveness of the micro-
finance loans which is the focal point of the study. The
loan borrowers were chosen on the basis of conve-
nience sampling method. The reason for so was beca-
use of the scattered & huge population, restricted time &
limited budget since it would be quite difficult to study all
the branches of Microfinance Timer Bank in such a
limited time & with limited resources. A sample of 40
clients was taken for the test and the respondents were
approached individually. A total of 62 questionnaires
were distributed, out of which 22 questionnaires were
filled either improper or were incomplete. Rests of 40
questionnaires were useable.

c) HResearch Instrument

A logical questionnaire is used for data
collection. The research instrument is developed by the
researchers themselves. The questionnaire has three
variables each variable has its separate questions which
are used to record individual response. The first variable
which has the three questions is about the procedure of
getting the loan and repayment to the bank this part of
the questionnaire asks the respondent for their measure
on the procedure, in second variable is about the loan it
has five questions in which the respondent is asked to
the size of the loans and its consumption on the
projected business, in the last variable which is about
the Income in this there is three questions in it which
ask the respondents to give its response whether after
using the loan the their income increased or decreased.
This questionnaire is not basically on the liker scale. For
our ease and for the data analysis we have converted
into the liker scale with the dummy questionnaire in this
we use the scale of 5 in which 1 show the highest value
and 5 show the lowest value.

V. DATA ANALYSIS & FINDINGS

Data analyzed by using software, SPSS version
16 by applying following techniques: Cranach’s alpha
and Regression analysis.

a) Reliability of Variables

Reliability means consistency. It is the degree to
which an instrument will give similar results for the same
individuals or variables at different times. Reliability can
take on values of 0 to 1.0, inclusive. The reliability of

© 2013 Global Journals Inc. (US)

variables and their Cranach’s are provided in given
table.
Table 7 : Reliability Result

Variable No. of ltems Cronbach’s
Alpha

Procedure 3 .763

Loans 5 671

Income 3 724

b) Regression Analysis

Regression analysis of the variables has been
made to check that variables are dependent on each
other. At first the two equations has been made

Micro Finance Loan= f (procedure) (1)

Microfinance loan variable take as a dependent
variable and the procedure is taken as independent
variable. We want to see that how much loan
consumption is dependent on the procedure.

B t
4.60 3.148

sig
.003

The fact shows that data is significant and Beta
is positive it means procedure is significantly affecting
the loan consumption. It also justifies as we are
expecting if the procedure is good the loan
consumption in the projected business will be high.
Now, the result which has been analyzed in the equation
1 we will put this data into another equation called
equation 2. This equation tells us that how much the
income dependent on the consumption of the loan.

Income = f (microfinance loan) 2
R t sig
-.179 -1.105 .276

The result shows that although the Beta is
negative but it is insignificantly affecting the results. It
means income does not dependent on the loan
consumption it can be increased or decreased by other
factors.

VI. CONCLUSION

The results show that income does not
dependent on the loan consumption. There are lot other
variables that should be considered when measuring
the impact of the income on the households and the
SME because the history of the microfinance loaning in
Pakistan consists of almost ten years. So, it is not
necessary that income is only increased by the loan
consumption. It can be increased by the running
business also. Secondly, the microfinance should
extend its reach to cover the core poor. Most of the
people do not know about the procedure of getting the
loans from the microfinance institution. They should



provide more information to the people to aware them
about the microfinance schemes. The most important
thing is the microfinance institution should provide some
training to the lay man so that they must be able to use
the loan in more efficient manner. Micro financing
institution should consider the core poor the poor is not
only which hasn't any rupee but also that one who hasn’t
any type of training or asset.

10.

11.
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Causality between Exchange Rate and Foreign
Exchange Reserves in the Indian Context

Mayuresh S. Gokhale “ & J. V. Ramana Raju °

Abstract - Using a time series data of the variables between
1980 and 2010 the present study tries to establish a causal
relationship between exchange rate and foreign exchange
reserves in the Indian context. Emphasis has been laid on
understanding the impact of foreign exchange reserves on the
exchange rate. India has accumulated unprecedented foreign
exchange reserves and synchronously has been experiencing
a large depreciation in its Rupee vies avis US dollar. This trend
prompted us to undertake this study to establish some
association between the two trends. Our analysis uses Unit
Root test, Johansson Co -integration test and Vector Auto
Regression (VAR) and concludes that there is no long and
short term association between exchange rate (EXR) and
foreign exchange reserves (FOREX) in the Indian context. It
can be concluded that the accumulation of fore reserves are
only in anticipation of overcoming any global financial crisis
and maintaining credit rating which in turn could repose faith in
the investors and attract large investments in the form of
foreign direct investment and portfolio investments. The
accumulation of fore reserves may not be used as a tool to
tame exchange rate as suggested by some authors.
Keywords : foreign exchange reserves, exchange rate,
fore, ear, vector auto regression (vary) appreciation and
depreciation of currency. money supply.

I. INTRODUCTION

— xchange rate fluctuation over a wide range bi -
=== directionally ( ceiling and floor) or in unidirectional
—Way tends to have a debilitating effect on the
overall trade. Nations following the policy of import
linked export promotions will have a deep impact
by currency depreciation on production costs there
by triggering inflation. The firm level debt component
rises increasing its liability. The appreciation of currency
creates a dampening environment for the exporters.
Today the global trend in currency management is to
arrest appreciation and allow depreciation within limits
thereby rendering the economies export driven. The
exchange rate fluctuation can be intuitively governed
by umpteen parameters which may include economic
and non-economic factors like the capital inflows,
interest rates prevailing in the economy, the rate
of inflation, volume of foreign exchange reserves, current
account balances, GDP growth rate, fiscal deficit, import
to GDP ratios, export to GDP ratios, political stability,
development indices, the corruption index, the health
of global economy etc. The present study tries to
understand the association between the foreign

Authors a o : Jain University Bangalore. E-mail . raamanraj@gmail.com

exchange reserves, and the exchange rate in Indian
economy between 1980 and 2010. India has
experienced an unprecedented increase of foreign
exchange reserves (currency assets considered) which
stands at 122.48 billion dollars in 2010-11 which is
consistent with the Asian trend of accumulating
excessive foreign exchange reserves. On the current
account balance front India has always faced current
account balance deficit except between 2001 and 2003
when the current account balance was in surplus which
was largely attributed to enhancement in the export of
services. In 2010 the current account deficit stood at -
42.807 billion dollars. The exchange rate vis a vis US
dollar is consistently on a depreciating mode .The
question we are trying to investigate here is whether the
independent variables under consideration namely for-
eign exchange reserves( FOREX) have a bearing on the
dependent variable exchange rate (EXR) ?  We further
want to contemplate on whether there is an optimization
principle applicable in this context which would contain
wide fluctuation of exchange rate.

I1. LITERATURE REVIEW

Countries are known to maintain reserves to
effectively manage their exchange rates and reduce
adjustment costs associated with fluctuation in the
international payments. The ‘rule of thumb’ of main-
taining optimal reserves is equivalent to at least 3
months of imports (Mendoza 2004). High for reserves
are maintained to tide over global, economic and
financial instability. The 1997 SE-Asian crisis is a good
testimony to this (Stieglitz 2006). It is a tool for
maintaining lower exchange rate to promote trade
and international competitiveness, mercantilist motive
(Aizenmann & Lee 2005) High for reserves boost
investor confidence and augment investment and
growth. According to Dooley, Filbert Landau and Garber
(2004) reserve accumulation reflects intervention of
Asian Central Banks who want to prevent currency from
appreciation against dollar to promote export led
growth.

Researchers have come out with certain
optimization principles in terms of certain ratios to check
the quantum of fore exchange reserves accumulated.
Excessive accumulation of the reserves would be futile;
therefore a mechanism of judicious utilization of the
prevalent for reserves in favor of the economy is
imperative.
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a) Heserve to Import Ratio

Tiffin  (1960) suggested that the constant
reserve to import ratio ranging from 20— 40%. European
Central Bank (2006) regards four months import
coverage as a ‘rule of thumb’.

b) Reserve to Domestic Money Supply (M2)

Matchup (1960), Freckle (1971) suggested that
the quantum of fore reserves should be maintained
anywhere between 5 to 20% of the money supply.

c) Reserves to Short Term Debt Ratio

Brown (1964) gives analysis of reserves to net
external balance ratio on ground that the reserves
function as cushion against future Bop deficits. This ratio
reflects economy’s financial ability to serve existing short
term external debt flow. Greenspan and Guidotti (1990)
suggested that the fore should at least cover short term
debts in countries with limited access to international
capital markets.

d) Opportunity Cost

Heller (1966) introduced cost benefit per-
spective. Aggarawal (1970) modified Heller's model on
the ground that opportunity cost of reserve holding is
value created by foreign currency held by monetary
authority instead of imported productive goods.

Again, Bacchante, Racier and Roof (2006),
found that real exchange rate volatility is harmful for the
growth of the country and reduces it, this problem is
more severe in countries with less financial deve-
lopment. Dooley, Folkerts— Landau and Garber (2003)
viewed hoarding of reserves as a mechanism to
facilitate growth and maintain undervalued real
exchange rate in the context of China.

[1I.  OBJECTIVE OF THE STUDY

The excessive accumulation of fore reserves is
been beyond absorption capacity and has distorted the
primary ratios which are theoretically optimized. The
present study tries to estimate whether such un-
precedented levels of fore reserves have a bearing on
the exchange rates, which otherwise would have a
cascading effect on the trade. An appreciation of the
Indian rupee is bound to hit the export valuations and
the depreciation would severely distort import bills. The
study focuses on estimating empirically long run and
short run effect of the quantum of fore reserves on
exchange rate using VAR - Vector Auto Regression
technique.

[V.  METHODOLOGY

The time series data (data source like RBI
website) of the foreign exchange reserves (only foreign
exchange currency reserves considered here) and the
exchange rate (Indian Rupee versus dollar) between
1980 to 2010 is considered for the present study. EXR
(Exchange rate) is the dependent variable and FOREX

© 2013 Global Journals Inc. (US)

(Foreign Exchange Reserves) is the independent
variable The data is being statistically processed using
Unit Root Test to check the stationary of the variables
under consideration, Johansson Co integration test to
analyze the long run association between exchange rate
and fore reserves and VAR (Vector Auto Regression) to
find the long and short run association between the
variables.

V.  MATHEMATICS OF ANALYTICAL TOOLS

When we see a phenomenon over a period of
time, observing certain variables in steps of time, then
we are essentially generating “Time series data”. The
analysis of time series is based on the idea that each
series is the empirical realization of stochastic process
acting behind the economic evolution. In other words an
underlying stochastic process generates time series
observations.

Let it be a discrete time series. In our case Xt is
the independent variable namely the foreign exchange
reserve abbreviated as FOREX henceforth. Similarly let
yet be the dependent variable which in our case is the
exchange rate abbreviated as EXR. The standard
technique of regression analysis is based on the tenet
that the variable yet has a well defined relationship with
Ex. In our modeling the initial assumption is that EXR is
a function of FOREX. If one would like to fit a linear
regression model then we are essentially looking out for
an equation of the type Y=aX+b (1).

But a critical observation shows that the
residuals in the time series of At and Yet do not form a
white noise process since there exists a unit root which
we observed by running the augmented Dickey-Fuller
test (ADF test) which implies that the repressors do not
exhibit stationary. After taking first differences, the
variables FOREX and EXR together exhibit stationary.

When two or more time series are involved, one
needs to check for two way casualty for long run
influences. The concept of co integration introduced by
Granger and Clive is as follows. The variables Y1,
Y2....Yen are said to be co integrated if these variables
move together or have a long run association. More
generally a vector of (1) random variables Yet is said to
be co integrated if there exists a vector if- such that Bi-Yt
is trend stationary. In such a case one looks at a linear
combination of vectors which exhibits co integration.
The rank of the co integration matrix indicates the
number of co integrated variables. To test if the
variables in our experiment are co integrated we run the
Johansen test (MacKinnon-Hag-Michelins criteria) for
checking the trace of the co integration matrix. The lack
of cointegrationat 0.05 level in our case suggests that
there is no long run equilibrium of association between
the FOREX and EXR variables in our study.

Hence we proceed to the vector auto regression
model without alluding to the adjustment parameters



that ought to be sought through VECM method in case
of a co integrated trend.

a) VAR Model

A typical autoregressive model (AR (p)) of order
p is used when the variables concerned are depending
on ‘P lags. In (2) below we write the equation that
models such an autoregressive process.

yesCtay it &y, te @

We note that are stochastic terms incorporating
the fluctuations or noises attributed to certain
unexpected events happening. A vector auto regression
model is considered when n number of variables
together follows a correlation with influences from past
(lagged) values of themselves. We also note that in our
specific case the value of n is 4 and the value of p is 2.
The AIS criteria is the one through which we have fixed
two lags for our VAR model, since taking lag 2 we get
the required stationary of the time series ensemble. The
equation (2) is a typical autoregressive model for a
single variable. Let represent the variable in the AR
model corresponding to, represent the variable in the AR
model corresponding to  and so on. Thus we have the
vector incorporating all the variables that we have
considered which we denote for simplicity as indicating
its value for the current time series. Similarly its lags are
denoted by etc. Thus the autoregressive model
considering all the macroeconomic variables reads as in
equation (3).

Y. =cta Y, +....a, Y, +E, (3)

VI.  FINDINGS

The ADF Unit root test shows that the exchange
rate variable has a unit root at Level i.e. the data is non
stationary which is indicated by p values greater than 5
percent. The Null Hypothesis states that the Variable is
not stationary or it has a unit root. As the p value is >
5% we cannot reject the Null hypothesis. Therefore at
level exchange rate exhibits a unit root or the data is non
stationary. At First difference the significant p values for
ADF are less than 5 percent. As the values of p are <
5% we can reject the Null hypothesis concluding that at
first difference the exchange rate is stationary. The Unit
root test for fore indicates significant p-values less than
5 percent indicating that the variable is stationary at
Level. To ensure whether the variables under study are
co integrated or to check whether they exhibit a long
term association we use Johnson’s Co integration test.
Here we use Trace statistics for our analysis. The p-
value at None (no variables being co-integrated) is
0.5561 and At most 1 (1 variable co -integrated) is
0.1922 indicating that EXR and FOREX are not co
integrated and do not exhibit long term association
among themselves. As the variables under consi-
deration do not exhibit co integration we undertake
unrestricted VAR (Vector Auto Regression) model.

The VAR output indicates that coefficients of
fore at different lags C3 and C4 in the equation show p-
value of 0.3114 and 0.2630 respectively which are
insignificant indicating that the foreign exchange rese-
rves variable does not exhibit a long run correlation with
the exchange rate. neither the exchange rate coefficients
C 6 and C7 as independent variables exhibit any long
run correlation with fore reserves. The short run corre-
lation between four and ear can be quantified by Wald
test for C3 and C4 the chi square statistic p-value being
0.4805 which is>5% indicating that C3=C4=0 and
jointly do not influence the exchange rate. Thus the
statistical investigation clearly rules out booth long term
as well as short term association among the variables
considered.

VII.  CONCLUSIONS

The quantum of foreign exchange reserves
essentially does not exhibit a long run or short run
correlation with the exchange rate in case of Indian
economy. Although the accumulation of fore reserves
are unprecedentedly high thereby exhibiting a marked
departure from the thumb rule ratios suggested by
several researchers, it does not have a direct bearing on
the exchange rate as suggested by some authors and
there could be many other parameters that contribute to
excessive fluctuating in the currency exchange rate
between a U. S dollar and Indian Rupee. The foreign
exchange reserve accumulation in the Indian context
could have been largely in anticipation of overcoming
financial crisis than a tool for regulating the exchange
rate. It could also be looked upon as a face lift to the
Indian economy through enhanced credit ratings which
in turn would attract investors to India in the form of
foreign direct investment and portfolio investments
thereby supplying the much needed capital for
stimulating economic growth.

VIII.  FuTure CUES

Working on the opportunity costs pertaining
to the excessive accumulation of foreign exchange
reserves, working out judicious ways of managing Fore
reserves could be the areas where substantial academic
work can be undertaken. We would like to indicate in our
future studies an optimal model for managing fore
reserves.
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APPENDIX

Statistical Data Processing Output

At At 1 At

Level EXR p-value Diff EXR p-value Level Forex p-value
Trend 0.6567 Trend .001 2 Trend 0.0017
Trand Trand Trand
Int. 0.9643 Int. 0.0049 Int. 0.0135
None 0.9848 None 0.0005 None 0.0001

Table 7 : Unit Root Test for ear and fore under intercept, trend and intercept and none

Co-Integration Test
Unrestricted Co integration Rank Test (Trace)

Hypothesized . Trace 0.05 Prob **
No. of CE(s) Eigen value Statistic Critical Value rob.
None 0.172344 7.185944 15.49471 0.5561
At most 1 0.056948 1.700382 3.841466 0.1922

© 2013 Global Journals Inc

Trace test indicates no co integration at the 0.05 level
* denotes rejection of the hypothesis at the 0.05 level

Table 2 . Co-integration Test

Vector Auto regression test for Ear and fore to check long run correlation

Coefficient Std. Error t-Statistic Prob.

C(1) 1.195915 0.24141 4.953882 0
C(2) -0.235663 0.250368 0.941268 0.3513
0.00081 1.023084 0.3114

C(4) -0.000955 0.000843 1.13266 0.263
1.17681 794769 0.079

C(6) -25.86141 68.99923 0.374807 0.7095
71.5595 720224 0.4749

C(8) 0.23241 5.103295 0
C(9) -0.204015 0.24104 0.846393 0.4015
C(10) -332.6832 336.3561 -0.9890 0.3276

Determinant residual covariance 1335491

Equation : EXR = C(1)*EXR(-1) + C(2)*EXR(-2) + *FOREX(-2) + C(5)

(Us)



R-squared 0.974092 Mean dependent var 32.05414

Adjusted R-squared 0.969774 S.D. dependent var 14.19296
S.E. of regression 2.467547 Sum squared resid 146.1309
Durbin-Watson stat 2.099706

Equation: FOREX = C(6)*EXR(-1) + C(7)*EXR(-2) + C(8)*FOREX(-1) + C(9)*FOREX(-2) + C(10)

R-squared 0.976301 Mean dependent var 3049.069
Adjusted R-squared 0.972352 S.D. dependent var 4241.516
S.E. of regression 705.2694 Sum squared resid 11937719
Durbin-Watson stat 1.833393

Table 3 : Short run association

Coefficient diagnostics to establish short run association

Wald Test:
System; Untitled

Test Statistic Value df Probability

Chi-square 1.465951 2 0.4805

Null Hypothesis Summary:

Normalized Restriction (=0) Value Std. Err.
C(3) 0.000832 0.000813
C4) -0.000955 0.000843

Restrictions are linear in coefficients.
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A Test of Fama and French Three Factor Model
In Pakistan Equity Market

Beenish Ameer ¢ & Dr. Moazzam Jamil °

[ INTRODUCTION

here is a view that investor who want to make
Tinvestment in stock exchange should make a

decision maximize their wealth. For this purpose
the investor not only want to know which factor will
impact the return but also want to understand the
relative weight of various factors level, and which sub
factor will impact more for giving factors. So they
analyze all relevant factors while making decision that
affect the return from investment in future.

Variation in stock market return was determined
by various theories. It was started with Sharp (1964),
Linter (1965), Black (1972) who present Capital Asset
Pricing Model (CAPM) which shows how to be related
between the average return of stock and market risk
factor. Other researcher did not agree because there is
other factor more than one factor. Many anomalies have
been identified in CAPM. Base (1977) finds high earning
to price (E/P) ratio companies having higher return than
low earning to price ratio. Bans (1981) told small stock
outperform than large stock. Stuntman (1980) argued
that company with high book to market value
outperforms companies with low book to market value.

After that Ross (1976) proposed the Arbitrage
pricing theory (APT) that developed the model of many
factor for assessing the return of stock. APT does not
specify the name and number of factors. Arbitrage
pricing theory does not deal with the issue of portfolio
efficiency. It is more efficient than CAPM. But it depends
on economic condition and positive business So APT is
not very famous as it should be.

Fama and French (1992) propose a three factor
model that suggest as an alternative explanation for the
stock market return. They combined these factors
market risk premium size and book to market ratio to
explain the return of stock. Market risk premium is the
difference between the risk free rate and the expected
return on the market portfolio, Size premium is that the
return of small company stock to be higher than the
large stock company, They use SMB (small minus big)
to address size risk and HML (high minus low) for value
Risk. Value premium is the greater risk adjusted return of
value stock over growth stock. The high book to market
Ratio stocks are termed as value stock while low book
to market stock are growth stock. Fame and French

Authors a o : The Islamic University of Bahawalpur’s.
E-mail : beenishameer14@gmail.com

studied for correct and efficiency of model in many
times. Fame and French did an empirical test in 1996
and they found out that two classes of stocks were
giving more return or performance better than market as
a whole. This includes stock with high book to market
ratio and small market capitalization. Fama and French
commented that since these stocks yield higher return.
So this phenomenon is explained by the existence of
value premium and size premium in addition to market
risk premium as used in traditional capital asset pricing
model (CAPM).

[I.  RESEARCH QUESTIONS

e Does CAPM accurately predict the risk/ return trade
off in KSE.

e Do Fama and French accurately predict the risk/
return trade off in KSE.

a) Objectives
e To provide insight about application of CAPM in
Pakistan equity market.

e To explain the role of size for predicting the equity
market returns.

e To explore the relation of value premium in
explaining stock market return.

[11.

Pakistan has been classified as an emerging
market and its equity market is of special interest for
several reasons. Its geopolitical situation suggests that it
has a great potential for economic activities if it achieves
political stability and utilize its resources efficiently.
Therefore future investor interested to know the risk and
return because as there will be high risk then there will
be high return. Therefore such study is needed to
explain investor behavior either company worker are
foreign invester.This study identify the factor that effect
the equity return in Pakistan the relationship between
equity return and factor value premium, size premium
both to equity market has been investigated. As it is
obvious that greater information always preferred over
less, so this study is intended to analyze the stock return
prediction process by using Capital asset pricing model
(CAPM) and Fama & French three factor model. The
study will contribute to help investor to make better
investment decisions. As this study will make clear
whether the market premium is enough to explain the
stock market dynamics or other factor predict the stock
market return.

SIGNIFICANCE

© 2013 Global Journals Inc. (US)
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IV.  METHODOLOGY

This study is an explanatory in nature as Fama
and French Three Factor Model is an extension of single
factor model CAPM and tries to relate individual security
return with the market return. Besides the traditional beta
it takes into account two additional factors that are value
premium and size premium. Secondary data has been
collected from KSE-100 index and was used as
benchmark and data of 100 firms has been used.
Therefore in this study sample period was from 1st
January 2001 to 31st December 2008.

V. MODEL SPECIFICATION

Fama and French three factor model is an
extension of single factor CAPM. Besides this it includes
two additional factors that are size and value premium.

Rit= Rs +Bit (Rm-Rr) + Bit (SMB) + Bit (HML) +e

Where Rit represents expected return on stock
i, and Bm-Rf shows market premium, SMB represents
size premium and HML represents value premium. The
coefficient is the risk sensitivities for the market risk
followed by size and value. The market risk coefficient is
similar to Sharpe’s CAPM but different in the sense that
in the three factor model explanatory function will be
shared by two other risk factors namely SMB and HML.

VI. LITERATURE REVIEW

The variation in stock return plays vital role for
judgment of investor behavior. Sharp (1964) argued that
the expected return on a stock based on the systematic
risk. CAPM concluded that expected return on an asset
above the risk free rate is proportional to the systematic
risk and the market beta alone is sufficient to explain
security returns and that there is a positive expected
premium for investing in beta risks. Ross (1976)
presented arbitrage pricing theory (APT) which explains
the multifaceted relationship between risk and return. It
explained that the expected return of any security can
be molded as a linear function of a variety of macro-
economic factors, where factor-specific beta coefficients
correspond to sensitivity to change in each factor.

Fama and French (1992) studies the cross
section of expected return and determine the additional
factors of size and book to market equity to identify the
stock return other than beta that CAPM was unable to
explain. Data was collected from the year 1963 to
1990.It concluded that size was unrelated when variation
in beta occurs and book to market has stronger effect
than size factor on return. Fama and French (1995)
explained the factors that related in explaining the stock
return. Average returns on stock are related to firms’
characteristics like cash flow/price, past sales growth,
size, long term past returns, earmings/price, book-to-
market equity and short term past returns. These factors

© 2013 Global Journals Inc. (US)

are not explained by CAPM. According to Fama and
French APT better measures stock return than CAPM.
Fama and French (1996) conducted their study that
CAPM wanted, dead or alive. They conducted this study
against the claim that beta (systematic risk) from annual
return generate stronger positive relation between beta
and average return than beta from monthly return. Data
was collected from 1928 to 1993 from NYSE. The
findings rejected that CAPM explained expected return
and concluded that failure of CAPM can only be
explained by multifactor APT.

Bun doo (2006) applied Fama and French
model (1993) on Stock Exchange of Mauritius. The
empirical evidences confirmed that Fama and French
model holds for Stock Exchange of Mauritius. This study
also found that Fama and French three factor model is
vigorous in consideration of time varying betas and they
found that both size effect and a book-to-market equity
are present on the stock exchange of Mauritius. An
augmented Fama and French three-factor model for the
SEM shows that the time-variation in beta is priced
returns on the SEM are better described by the Fama
and French three-factor model.

Fama and French (2000) studied Chara-
cteristics, Covariance and Average Returns from the
period 1929 to 1997. This result shows that the value
premium in average stock returns is robust and the
three-factor model is just a model and thus an
incomplete description of expected returns.

Was mullah et al. (2011) studied Fama and
French three factor models: Empirical evidence from
financial market of Pakistan. Multivariate regression
analysis was used made on the basis of size and book
to market value. Monthly data of 20 banks were taken
for the period of five years starting from January 2006 to
December 2010. Results showed that Fama and French
three factor model explained the variations in returns.

Hasan and jived (2011) studied the relationship
among size premium, value premium and equity returns
in Pakistani equity market for the period of June 2000 to
June 2007 by using Fama and French (1992, 1993)
methodology. This is the first study in Pakistan that
explores the relationship among stated variables by
employing a large sample of more than 250 stocks
listed at the Karachi Stock Exchange. An analysis of the
results revealed that Size factor is found significantly
positively related to portfolio.

Davis et al. (2000) for the period of 1929 to
1997 examined the covariance and average returns. The
data was divided in two phases first from July 1929 to
June 1963 and second from July 1963 to June 1997.
Three factor model was used and the positive relation
between average return and book-to-market equity is as
strong for 1929 to 1963 and this is close to the premium
for July 1963 to June 1997.They found that value
premium was higher than size premium.



Aleati et al. (2000) investigated the relationship
common risk factors and average returns for [talian
stocks. Data was collected from 1981 to 1993 and time
series regression was used. They found that changes in
market index, changes in interest rates and SMB and
HML represent a good summary of risk captured by
cross section of average ltalian returns.

Drew and Veeraraghavan are graven (2002)
studied the relationship among firm size and book to
market equity with stock returns from the 1991 to 1999.
They found that single risk factor is not enough in
describing the cross section of stock returns. They
examined the Explanatory power of a single index model
with the multifactor asset-pricing model of Fama and
French (1996) for Hong Kong, Korea, Malaysia and the
Philippines and they conclude that Fama and French
model better explained the stock return than CAPM.

Igbal and Brooks(2007) studied the effect of
CAPM and two step Fama and French procedure on the
Karachi Stock Exchange for the period of September
1992 to April 2006.In this study, they found that beta
explained the cross sectional variation in expected
returns, especially with individual stocks, size and beta
portfolios.

Brayant and Eleswarapu (1997) studied the
cross sectional determinants of New-Zeeland share
market returns. The study was done from the period of
1971 to 1993 on security return, beta, firm size and book
to market ratio. They found that betas calculated having
little explanation of stock market return and there was
positive impact between book to market ratio and
average return.

Chordia and avramou (2006) examined the
asset pricing model and anomalies size value premium
and momentum anomalies were used to explain the
asset pricing model. The analysis done over the period
of 1964-2001.lt concluded that size, book to market
value and past returns explained by various asset
pricing model.

Yassalou and Liew (2000) examined book to
market, size and momentum be risk factors they
investigated that the profitability of value premium, size
premium and momentum linked to future GDP growth. It
concluded that value premium and size premium
contained significant information about future GDP
growth.
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Risk, Efficiency and Return of PSBsin India

Dr. Gian Kaur * & Pardeep Kaur °

Abstract - The present study is an attempt to evaluate the
performance of public sector banks in terms of credit risk,
efficiency and their impact on the profitability of these banks.
The study covered the period from 2000 to 2010. With the help
of panel data regression analysis the study concludes that
NPLs affect adversely the profitability of banks while risk
aversion seems to be in favor of the public sector banks in
India. Though significant progress has been made in NPLs
management, much still need to be done in order to improve
the performance of scheduled commercial banks. Keeping in
view the gravity of credit risk, the study recommends steps,
towards the recovery of such loans, to be undertaken and
enforced by the RBI.

Keywords = NPLS, roa, panel data regression, banks.

[. INTRODUCTION

ajor challenges for Asian banks include
I\/l macroeconomic  stability in a number of

countries continued NPLs problems, lack of
resilience at the bank level, increasing foreign
competitors and demographic shifts which could lead
consumers away from traditional deposits. (Deborah
scholar, Vice-President of Moody’s Financial institute
and Sovereign Risk Group,2005).

Financial stability paves the way for sustained
and rapid economic growth. Among various indicators
of financial stability, bank’s non-performing loans (NPLs)
assume critical Importance as they reflect the bank’s
assets quality, credit risk and efficiency in the allocation
of their resources for productive purpose. The NPL is
defined as past due concept, taking into account either
non-payment of interest due, principal or both.

The recent global financial crisis surfaced in
second half of 2007 and in September, 2008 , America’s
one of the biggest investment bank-Lehman Brothers
collapsed and triggered a chain reaction of economic,
financial and psychological crisis engulfing the entire
globe.

The Global Financial Stability Report in
September 2011 has cautioned that for the first time
since October 2008, the risks to global financial stability
have increased, signaling a partial reversal in the
progress made over the past three years. Banking
systems in advanced economies have continued to be
on uncertain grounds on account of a lack luster
economic revival and increasing sovereign credit
strains. The US banking system improved in terms of

Author o Punjab School of Economics, Guru Nanak Dev University,
Amritsar. E-mail : giandevgain@yahoomail.com

Author o : Assistant Professor, GNDU College, Vera.

E-mail : dsekhon290@grmail.com

credit growth and profitability in 2010 and now the
question of sustenance of the same (see Table 4). The
banking system in the Euro Zone, as a whole, stands
vulnerable to mounting credit, market and funding risks
as a result of severe deterioration in public finances in
certain European countries. Many of these banks require
recapitalization to cushion them from the risk of
sovereign defaults. The UK banking system too
continues to be beleaguered by high leverage and weak
asset quality. In major emerging economies, credit
growth has been at relatively high levels and being
regarded as a cause of concern given the growing
inflationary pressures and increasing capital inflows (e.g
CD ratio has increased consistently from 48.36 in 2000
to 73.16 in 2010). Further, concerns are also being
expressed about the credit growth laying foundations for
a weak asset quality in the years to come. On the
positive side, both advanced and emerging economies,
individually, and multi-laterally, have moved forward
towards strengthening macro-prudential oversight of
their banking systems. While it is important to keep up
efforts towards strengthening the banking systems from
within, it is also equally important to develop effective
solutions for containing fiscal and economic risks, which
at the present juncture threaten the stability of the global
banking system from without. All such solutions need to
be designed keeping in mind the larger interests of the
global economy (Report on Trend and Progress of
Banking in India, 2010-11, Global Banking Deve-
lopments, and Chapter ).

The Indian financial sector continues to be
sound and resilient. Banks remain well capitalized and
are not excessively leveraged. The Reserve Bank
remains vigilant in respect of the underlying trends in
asset quality, as well as exuberant credit growth in
select sectors and is working on a forward looking
provisioning framework (Financial Stability Report, 2011,
RBI Monthly Bulletin, December22, 2011)

In 2009, Financial Stability Development
Council (FSDC) was formulated to watch financial
stability of the Indian economy. The first Financial
Stability Report (FSR) was published in March 2010, to
focus on renewing the nature, magnitude and
implication of risks that have bearing on the macro-
economic environment, financial institutions, markets
and infrastructure. The fourth FSR published in
December 2011, has revealed that the Indian financial
system remains stable. Subsequently a Systemic Risk
Survey has been instituted during 2011 to review
financial system of the economy.
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[I.  OBJECTIVES

The study spans over the period 2000-2010 viz.
inclusive of the years (2008-2010) of Global Financial
Crisis. The empirical analysis endeavors to capture the
impact of the crisis on the Indian state owned banks-the
PSBs. The overall objective of the study is to examine
the impact of various indicators of banking sector
reforms viz. NPAs, CAR and indicators of banking
business viz. spread, business per employee and
operating expenses.

The study is organized into five sections.
Section | deals with a brief overview of the commercial
banks in India during the period under study. Section Il
provides the brief overview of the literature related with
the determinants of profitability of banks at national as
well as international levels. Section Ill deals with scope,
database and methodology used for the study. Section
VI presents trends of the NPLs at the global level, in
particular for Asia and Specifically for India. Section V
gives the specification of the model to be evaluated
along with the analysis of the results.

a) Overview of the Indian Banking Sector

Commercial banking constitutes the largest
segment of the Indian financial system. It consists of
state owned or public sector banks, private banks under
Indian ownership and foreign banks. Among these
banks, 27 PSBs dominate the commercial banking
sector, accounting for more than 90 percent of the
banking business in India.

Until the beginning of the 1990s, several
quantitative and functional restrictions are operative. The

banking sector was characterized by administered
interest rates and large pre-emption of funds in the form
of required reserves and directed credit. During 1991,
the CRR of commercial banks was at statutory
maximum of 15 percent of total of demand and time
deposits, SLR to be invested in government and other
approved securities were as high as 38.5 percent. This
resulted total reserve requirement ratio as 53.5 percent.
Under the “social objectives” of credit to the preferred
sector, termed as “priority sector” banks were directed
to lend 40 % of their net credit to this sector. Post
nationalization period witnessed wide spread expansion
of banking business in the country.

The initiation of banking sector reforms in the
country during the early 1990s was conditioned by the
analysis and recommendations of various committees.
According to the RBIs Publication, at the end of March
2010, Indian banking sector consisted of 27 Public
Sector Banks, 22 Private Sector Banks, 34 Foreign
Banks, and 84 Regional Rural Banks. Therefore, Indian
banking sector comprised 83 Scheduled commercial
banks, made up of a total of 65412 branches and
941375 employees. The total assets of Indian banking
sector has reached Rs. 6025141, with an average
annual growth rate of 18.49 percent over the period from
2000 until 2010. The public sector banks continue to
dominate the banking industry, in terms of lending and
borrowing, and it has widely spread out branches, which
help greatly in pooling up of resources as well as in
revenue generation for credit creation. The profitability of
Indian banks has been shown in following table.

Table 1 : Operating profits of Indian Commercial Bank (Amount in Rs. Cores)

Year Public sector Banks | Private Sector Banks | Foreign Banks
2000-01 13792.95 2848.94 3105.15
2001-02 21676.54 4646.44 3513.61
2002-03 29715.24 7238.69 3727.85
2003-04 39290.10 8324.59 4985.53
2004-05 37413.18 7673.58 4597.44
2005-06 37967.21 9768.07 6658.44
2006-07 42268.18 13469.84 9599.81
2007-08 50307 18881.42 1404.7
2008-09 66972 24194.82 20098

Source : Report on Trend and Progress of Banking in India, Various Issues, RBI.

It has been observed from the table that private
sector banks perform better in terms of operating profits
than Sector banks.

b) Review of Related Literature

Heron, Sudan (2004) investigated the
determinants of profitability of Islamic banks. The study
found that internal factors such as liquidity, total
expenditures, funds invested in Islamic securities and
the percentage of the profit-sharing ratio between the
bank and borrower are highly correlated. Further results
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shows that interest rates, market share and size of the
also positively affect the profitability of banks.

Basher, M (2003) analyzed how bank chara-
cteristics and the overall financial environment affect the
performance of Islamic banks. He utilized bank level
data of Islamic banks across eight Middle Eastern
countries between 1993 and 1998. The author used
internal and external banking characteristics to predict
profitability and efficiency. The results indicate that high
capital-to-asset and loan-to-asset ratios lead to higher



profitability. The results also indicate that foreign-owned
banks are likely to be profitable. Everything remaining
equal, the regression results show that implicit and
explicit taxes affect the bank performance and
profitability negatively while favorable macro-economic
conditions impact performance measures positively.

Kosmidou et al. (2008) investigates the impact
of bank-specific characteristics, macroeconomic con-
ditions and financial market structure on UK owned
commercial banks’ profits, over the period 1995-2002.
The findings depict that the capital strength of these
banks has a positive and dominant influence on their
profitability, the other significant factors being efficiency
in expenses management and bank size. These bank-
specific determinants are robust to the inclusion of
additional macroeconomic and financial market
measures of bank performance, which add little to the
explanatory power but nevertheless appear to have
positively influenced profitability.

Singh, R.K (2009) conducted a study to assess
whether selected bank-specific and macro-economic
determinants have significantly affected profitability of
Indian banks. The study concluded that most of the
selected indicators significantly impact banks in India
and profitability of banks in India has risen significantly
over the vyears and the selected macroeconomic
determinants exert a significant impact on profitability of
banks.

Flaming, Valentine et al. (2009) used a sample
of 389 banks in 41 SSA (Sub-Saharan Africa) countries
to study the determinants of bank profitability. They
found that apart from credit risk, higher returns on
assets are associated with larger bank size, activity
diversification, and private ownership. Bank returns are
affected by macroeconomic variables which suggest
that macroeconomic policies that promote low inflation
and stable output growth do boost credit expansion.
Davydenko (2010) used a panel of individual banks’
financial statements of Ukraine banks to study the
impact of various factors on the profitability of Ukraine
banks from 2005 to 2009. According to the empirical
results, Ukrainian banks suffer from low quality of loans
and do not manage to extract considerable profits from
the growing volume of deposits. This study shows that
the difference in profitability patterns of banks with
foreign capital versus exclusively domestically owned
banks. The results also indicate that there is room for
consolidation of Ukrainian banks in order to benefit
economies of scale.

Ramlall, Indranarain (2009) analyzed the dete-
rminants of profitability for the Taiwanese banking
system and used bank-specific, industry-specific and
macroeconomic factors, under a quarterly dataset, for
the period 2002 to 2007. The study found that while
credit risk triggers a negative impact on profitability,
capital tends to consolidate profits. In general, results
imply that Taiwanese banking system is well-diversified.

Bitola and Vera (2006) made an attempt to identify the
key determinants of profitability of Public Sector Banks
in India. This study is based on step-wise multivariate
regression model used on temporal data from 1991-92
to 2003-04.The study concluded that the variables non-
interest income, operating expenses, provision and
contingencies and spread have significant relationship
with net profits.

[1I.  DATA BASE AND METHODOLOGY

The study is based on panel data for 26 PSBs
over the period 2000 to 2010. An advantage of using
panel data is that more observations on the explanatory
variables are available. This has the effect of helping to
overcome the inherent multi co linearity, which probably
exists between the independent variables in OLS
estimation. The present study is based on secondary
data and all the required data has been culled from
Reserve Bank of India publications viz. Report on Trend
and progress of Banking in India, Statistical Tables
Relating to Banks in India and publications of Indian
Banks Association. It is well known that commercial
banks in India comprised public sector banks, private
sector banks and foreign banks. As the number of
private and foreign banks has changed over the time,
the scope of the present study is limited only to public
sector banks. The bank of Saurshatra and IDBI bank Itd.
has been omitted from the study®. The period is selected
according to the nature of subject and the availability of
data. The variables selected for studying the impact on
profitability are NPA, CAR, Spread, business per
employee and operating expenses.

In panel regression model the cross section
analysis provides meaningful analysis of interlink ages
among economic and financial variables. The panel
data (also called longitudinal data) refer to data for n
different entities observed at n different time periods.
Here the entities are 26 PSBs in India over the period
2000 to 2010 i.e T=11 and so there are (26x11=286)
observations. PSBs-the entities are homogenous and
non-variant in the specific time period. As the nature of
the problem-the entities considered in this analysis are
the state controlled banks and so are assumed to be
structurally invariant.  Pooling all the (26X11=286)
observations, the following function for profitability of
PSBs has been estimated:

Yi=a+BiXict it
Where Y=ROA- a measure of Profitability of banks

X's — Explanatory Variables (See Table.2)
Where i=1 10 26, t=1to 11,

3IDBI Itd has started its operations after 2004 and Bank of
Saurshatra closes its operations due to merger of SBS
with its parent subsidiary. The inclusion of these banks made
the data unbalanced.
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Table 2 : Description of variables used in the regression analysis

Variable Description Hypothesized relationship with profitability
OE Operating expenses -
SP Spread +
NPAs Non-performing assets as a _
percent to net advances
BPE Business per employee +
CAR Capital Adequacy Ratio +

Following Panel Data Regression models with

Fixed Effect Approach have been estimated.

1. Assuming that the intercept and slope coefficients
are constant across time and space and the error
term captures difference over time and entities.

2. The slope coefficients are constant, but the intercept
varies over time

3. The intercept is constant, but the slope coefficient
for a specific variable varies over time

4. The intercept and the slope coefficient for a specific
variable vary over time

a) Pre-Emption of Funds

Indian banking industry bears a special feature
in credit deployment to different sectors. (1) Banking
sectors since independence (1947) to 1969, the year of
nationalization of private banks viz.bringing these banks
under state control, exhibited concentration of power.

Since 1969 and then in 1980, India/RBI-the central bank

of India has control over 26 banks — termed as public

sector banks(PSBs). Since 1969, the norm of social
control was established under which PSBs have been
directed to load a specific proportion viz. 40 percent of
their net bank credit to the priority sector (PS). This
sector covers agriculture, small scale industries and
other weaker sections of the society. Studies point out
that adverse impact of this variable on the profitability of
banks in India. It is due to the fact that (i) rate of interest

On such loans is low and administered one and (ii) such

loans are proving to more risk. Figures indicate that to

total NPLs in India, the contribution of PS loans has

increased consistently for the study period (2000-2001).

It was 44.5 percent in 2000 and increased continuous to

63.6 percent in 2008, though it moderated slightly in the

following years 2009(55.2 percent) and 2010(53.8

percent, Table 2).

As a policy variable to control credit RBI targets
lending power of the commercial banks in terms of
Required Reserves by fixing the ratios —(i) Cash —reserve
ratio(CRR) —the minimum to be kept in the form of
reserve against net deposits and (ii) statutory Liquidity
Ratio (SLR) the minimum to be invested in government
securities.

These ratios touched the maximum viz. 53.5
percent over and above 40 percent of PS lending. And
so more than 90 percent of the lending capacity of the
Indian banks was pre empted and the profitability of the
banks dipped with, among other factors, due to pre-
emption funds.

With introduction of banking sector reforms in
1991, these ratios (CRR and SLR) were aimed to be
reduced to their minimum levels of (3 percent for CRR)
and (25 percent for SLR). And so in a phased manner
they have been reduced to about 5 percent (CRR) and
to its minimum level of 25 percent of SLRTrends in NPA

Table 3 provides data on the non-performing
assets (NPAs). The ratio of non-performing assets
(NPAs) to total advances /assets highlights trends in
quality of loan assets. A closer examination of the data
indicates declining trend in NPAs as percentage to total
assets in case of all bank groups. These trends are
signs of improvement in the quality of loan assets and a
decline in the credit risk exposure of banks at an
aggregate level.

NPAs effect on profitability of banks is two
pronged. These assets block the bank funds from
putting in income earning assets on one hand and do
not contribute to the returns of the banks( in terms of
interest income earned) on the other hand. Expected
sign of NPAs as determinant of profitability of banks,
hence is negative.

Table 3 - Gross NPAs of Public Sector Banks in India

Year | NPL/Assets | NPL(PS) as % of total assets
2000 14 445
2001 12.4 45.4
2002 111 46.2
2003 9.4 47.2
2004 7.8 47.5
2005 5.4 48.1
2006 3.9 541
2007 2.8 59.5
2008 2.3 63.6
2009 2.1 55.2
2010 2.3 53.8

Source : RBI, Report on Trend and Progress of Banking in

Indlia (Various Issues).
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All types of banks showed a declining trend in
gross NPAs over the period under study but public
sector bank has higher ratio as compared to private
sector banks reason behind this is that PVT have a
secured loan policy as compared to PSB. Even after
implementation of prudential norms in early nineties and
serious concern raised by govt. about growing size of
NPAs, Public Sector Banks paid least attention to all
these warnings, which subsequently led to turning fresh
loans of banks into non-performing category. So, falling
ratio of NPAs in terms of advances is not a true indicator
of performance of PSBs in the field of NPAs. In fact,
growing size of gross NPAs in absolute form has been
real cause of worry. However; there is a silver lining, on
account of the steps taken by the banks under the

Public and Private sector banks have started declining
after 2002 this showed the reverse trend in contrast to
the earlier years.

b) Cross-country trend of NPLs (Non-performing
Loans)

According to the global NPL Report 2004, by
Ernst and Young, the level of non-performing  loan is
estimated at about US$ 1.3 trillion during 2003 of which
the Asian region accounts for about 77 percent of global
NPLs. Within Asia, Japan and China account for 49
percent of the global NPL and about 85 percent Asian
NPLs, while Taiwan, Thailand, Indonesian and Phili-
ppines together contribute about 5 percent of the global
NPLs. India alone accounts for 2 percent of the global

Securitization Act? The gross as well as net NPAs of NPLs of the financial sector in the world.
Table 4 : Cross country Performance analysis of banks
(NPL/Gross Loans) in percent
Country| o © ~ © . x
—Year S |18 |8 S S =
N N X x N N
. 1.4 0.8 1.4 2.9 5.4 3.8
United States 12 | 01 | c01) | 03)
. . 2.6 0.9 0.9 1.6 3.5 3.5
United Kingdom 04 | 04| 01 | 01
Erance 4.2 3.0 2.7 2.8 3.6 --
0.4 | 00 | (©4) -
5.0 3.4 2.6 2.8 3.3 --
Germany (0.3) | (-0.1) | (0.2 -
0.3
-- 1.3 15 2.0 3.2 6.9
Portugal
™ (12) | ©04) | (04) | (05)
ltal 6.5 49 4.6 4.9 7.0 11
Y 07) | 0.3) | 02 | 0.2
Greece -- 54 4.5 5.0 7.7 13.4
(12) | (02) | (:0.1) | (-0.3)
Spain -- 0.7 0.9 3.4 5.1 5.3
P (1) | 08 | (06) | (0.5
Ireland - 0.7 0.8 2.6 9.0 141
Brazil 4.5 3.5 3 3.1 4.2 3.4
B4) | 15 | 24 | (33
Russia 5.6 2.4 2.5 3.8 9.7 7.2
3.0 | 1.8 | 07) | 2.3
India 104 | 33 2.5 2.3 2.3 2.2
(08) ] (06) | 09 | 1.0) | O.1) | (1.2
China 260 | 71 6.2 2.4 1.6 1.1
(0.1) 09 | 1.0) | 09 | (1.0
Mexico 3.7 2.0 2.7 3.2 3.1 2.1
23) | 1.4 | 15 | (1.6)
Indonesia 240 | 6.0 41 4.1 3.3 2.1
Malavsia 159 | 85 6.5 4.8 3.7 2.7
y (15 | 15 | 1.2 | (1.8
Philippins 265 | 75 58 45 4.1 2.9
Thaliand 15.7 | 81 7.9 5.7 5.3 —

Source : Report onGlobal Financial Stability, various issues, IMF

Note : --- indicates lack of statistical data, * indicates data for the period 2011 varies from Quarter to quarter.
Figures in parenthesis indicates Return on assets or profitability of banks.
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However, the trend in the NPL ratios of selected
countries has improved. In emerging countries like
Thailand and Indonesia, structural reforms after the
Asian crisis had an immediate impact on the financial
sector inducing a sharp fall in NPLs. In Indonesia, the
ratio of NPL to total loans declined from 24 percent in
2002 to 2.1 percent in 2011. For China, the figure stands
at 26 percent as against that of 1.1 percent in 2011and
India bears the respective figures as 10.4 and 2.2.
Therefore, compared globally (see table 3), the
performance of Indian banks are now approaching
international standards and they are among the better
performers in the emerging economics. The figures in
the table further indicate the direct and inverse
relationship between NPLs and return of the banking
assets.

c) Ratio of Intermediation Cost or QOperating Cost to
Total Assets

Ratio of intermediation cost to total assets has
experienced gradual fall in the post reform period for all
bank groups except for foreign banks. This variable is
one of the indicators of a measure of efficiency of
banks. Among the components of operating expenses
is the employee cost. The PSB’s cost on wages
declined following the voluntary retirement scheme in
the past 2001 period. However, the most of banks
towards information technology. Though adding to
basket of operating cost is still a step for increasing
efficiency of banks in India.

a) Spread

The variable spread (S), defined, as the excess
of interest income over interest expenses is an important
indicator of efficiency of banks. This ratio reflects the
locative efficiency of banks, the smaller figure indicating
higher efficiency. One of the objectives of banking
sector reforms was to lower the interest rates. In the
process, the lending rates have tended to be sticky as
against the deposit rates. Over the time period the ratio
of spread to total assets does not exhibit consistent
trend. It may be because of the fact that banks have got
freedom, in the post-reform regime, to determine the
deposit rates as well as lending rates. Moreover the
banks have diverted their investment portfolio to non-
interest earning business/assets.

The variable spread(S) contributes to the
profitability of banks. Hence the relationship between
profitability of the banks and spread is hypothesized to
be positive.

e) Capital Adequacy Requirements. (CAR)
Maintenance of sufficient capital as a

percentage of risk weighted assets, termed as CRA is

one of the requirements for banks under the norms of

banking sector reforms.CRA can increase either by
increases in capital or decrease in risk weighted assets.
The latter can be decreased with investment in lesser
risk assets so i.e. it is least when assets are totally free
i.e. risk weight is zero. Greater the CAR indicates greater
potential for investment in risk bearing assets, that yield
more income (2.5 percent) than risk free assets like
government securities in India. Hence impact of CAR on
banks profitability is hypothesized as positive. Overall,
the CAR of SCBs India has improved significantly from
10.4 percent in 1996-1997 to 12.2 percent during 2005-
2006. For PSBs, the figures are 11.8 and 12.2 for the
PSBs, the CAR has increase.

1 Findings

As discussed earlier, this study examines the
impact of credit risk and efficiency on the profitability of
Indian public sector banks. The results of the panel data
regression model with time dummies and fixed effect
models | to V am reported in Tables A-E.

i. All Coefficients Constant Over Time
By pooling the data on 26 entities over ‘11’
years with 286 observations, the OLS results obtained
are given in Table-5 and Table -6 as model -1 and
model-2.

Model-1
Yima+B1BPEi+B2NPA+BsSPitB4OE it i
Model-2
Yi=a+B/BPE;+B.NPA+B3SP+B,0E+ CARIt+yit

Examination of results for model-1 and model-2
indicate that all the slope coefficients are statistically
significant with expected signs. Business Variables-BPE
and SPE exert positive significant influence on the
profitability of the banks, whereas the NPLs a measure
of risk-put alarm for the banks as the variable bears
negative sign and is highly, significant at 10% level of
significance. The negative sign of OE (operating
expenditure), too indicate heavy expenditure on the
banks, contributing adversely to the profitability of the
banks. The variable CAR (Variable of banking sector
reforms as well as that of policy of the RBI), when added
to the model-1, gives positive impact and estimation of
model-2, indicates increase in R2. This shows that
capital position has improved in case of Indian banks,
compensating the adverse impact of NPAs on ROA.
This may be the result of recapitalization of banks by the
government since inception of banking sector reforms in
1991.

i. Time Effect: Intercept varies and slope coefficient
are invariant over time e.g Least Square Dummy
Variable (LSDV) model

Following model has been estimated:

ROA;=a+asDpp+asDig+------ a11Diy1+B1BPE;+BNPAi+B3SP;+B4OE;+ BsCARit+puit

© 2013 Global Journals Inc. (US)



Where Di, =1 for the observation of year 2001
D, = 0 otherwise
= 1 for year 2002
= 0 otherwise
D,,= 1for2010
=0 otherwise
The results are described of this model 3 in

Table 7. The coefficients of all the variables bear
expected signs with statistically significance as in model

-1 and model-2. R2 increases, though slightly. The
coefficient of CAR is maintained but not significant. As
evident from the results, none of the time dummies turns
out to be significant statistically. It may be inferred that
the profitability function, as specified, has not changed
much over the time under consideration.
iii. Intercept Constant but the slope coefficient of
variable SP (spread-interest margin) varies over
time.

To examine this possibility, the model is outlined as:
ROA i=a+B1BPEj+------ B5CARi+A2D12SPir+ A3Dt3SPit-------- + A11D11SPit+L

Here Di, = 1 for the variable SP for 2001
= 0 otherwise
D, = 1 for SP for 2002
= otherwise
Dy, = 1 for SP for 2010
= 0 otherwise

Table 8 reproduces the estimates of the above
equation. It is observed that time has not put any
differential impact on this function. Over the period since
reforms in the banking industry, the portfolio behavior of

the banks has changed with diversification in its lending
and investing policies .Income from non-interest assets
has increased. However the value of R2 has increased
as compared to the results with fixed effects in Tables 5
and 6 (from .6339 to .6491).Such exercise was also
conducted with the other variables considered in the
model, but the effect was negligible.

iv. Intercept and slope coefficient of SP varies over

time

Following model has been estimated to meet the objective

ROA; = as+asDio+-------- +Gi11Di11+ﬁ1BPEit+ ------- B 5CAR/t+A2D128Pi1+A3Dt3SPit -------- +
A11D4 1SPit+H/t

D, =1 for 2001
= 0 otherwise
Dy,=1 for 2010
=0 otherwise

Results of this model are produced in Table 9.
As observed R2 has increased from 0.6491 (with slope

dummies) and from 0.6339 (with intercept dummies) to
0.6543. However, the coefficients with differential
coefficients are not significant.

Table . 5 (Model-1)

Coefficient Std. Error t-ratio p-value

Constant 0.645858 0.171111 3.7745 0.00020***
BPE 0.000786736 0.000318206 2.4724 0.01407**
NPA -0.0742188 0.00998933 -7.4298 <0.00001***
SP 0.299006 0.0522344 5.7243 <0.00001***
OE -0.223042 0.0631938 -3.5295 0.00049***
R-squared 0.629838

Adjusted R-squared 0.587906

Durbin-Watson 1.956952

Note : *** ** * denotes the level of significance at 1%, 5% and 10% respectively.

Table . 6 (Model-2)

E\);plelmatory Coefficient Std. Error t-ratio p-value
ariables

Constant 0.594013 0.17327 3.4283 0.00071***
BPE 0.000781423 | 0.000317092 2.4643 0.01439**
NPA -0.0726944 0.00999509 -7.2730 <0.00001 ***
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SP 0.295177 0.0520988 5.6657 <0.000071***
OE -0.222182 0.0629716 -3.5283 0.00050***
CAR 0.00456061 0.00271258 1.6813 0.093938
R-squared 0.633896

Adjusted R- 0.590825

squared

Durbin-Watson 1.917549

Note : *** *** denotes the level of significance at 1%, 5% and 10% respectively.

© 2013 Global Journals Inc

Table 7. (Model 3)

Coefficient Std. Error t-ratio p-value
Constant 0.577734 0.184121 3.1378 0.00191***
BPE 0.00079358 0.000325073 2.4412 0.01535**
NPA -0.0716457 0.0102538 -6.9872 <0.00001***
SP 0.296358 0.0532307 5.5674 <0.00001***
OE -0.224275 0.0640208 -3.5032 0.00055***
CAR 0.00426848 0.00280748 1.5204 0.12970
Dt 2 0.0238977 0.0738895 0.3234 0.74665
Dt 3 -0.0212538 0.0740296 -0.2871 0.77428
Dt 4 0.0384069 0.0744328 0.5160 0.60632
Dt 5 0.0243112 0.0736787 0.3300 0.74171
Dt 6 0.00727716 0.0741539 0.0981 0.92190
Dt 7 -0.0275667 0.0738994 -0.3730 0.70945
Dt 8 -0.0198867 0.0737216 -0.2698 0.78758
Dt 9 0.0489137 0.0736818 0.6639 0.50741
Dt 10 0.034679 0.0742109 0.4673 0.64070
Dt 11 0.0606652 0.0739134 0.8208 0.41258
R-squared 0.638737
Adjusted R- 0.579755
squared
Durbin- 1.926033
Watson

Note : ***, ** * denotes the level of significance at 1%, 5% and 10% respectively.

Table 8 : (Model 4)

Coefficient Std. Error t-ratio p-value
Constant 0.519035 0.183508 2.8284 0.00506***
BPE 0.000920301 0.000347044 2.6518 0.00853***
NPA -0.072091 0.010068 -7.1604 <0.00001***
SP 0.228816 0.0934803 2.4477 0.01508**
OE -0.196453 0.065468 -3.0007 0.00297***
Car 0.00423162 0.00270872 1.5622 0.11952
DS2 0.0401762 0.122923 0.3268 0.74407
DS3 0.0674525 0.110539 0.6102 0.54228
DS4 0.128407 0.11199 1.1466 0.25266
DS5 0.131728 0.108709 1.2117 0.22677
DS6 0.0293088 0.106701 0.2747 0.78379
DS7 -0.046102 0.107531 -0.4287 0.66849
DS8 0.014729 0.108408 0.1359 0.89204
DS9 0.140888 0.100175 1.4064 0.16086
DS10 0.0847627 0.0689462 1.2294 0.22010

(Us)




R-squared 0.649140
Adjusted R- 0.593515
squared
Durbin- 1.956471
Watson
Note : ***, ** * denotes the level of significance at 1%, 5% and 10% respectively.
Table 9 : (Model 5)
Coefficient Std. Error t-ratio p-value
Constant 0.506674 0.195739 2.5885 0.01024**
BPE 0.00091133 0.000355586 2.5629 0.01100**
NPA -0.0708054 0.0103329 -6.8524 <0.00001***
SP 0.217672 0.0955086 2.2791 0.02356**
OE -0.201454 0.0666011 -3.0248 0.00276***
CAR 0.00386168 0.00280905 1.3747 0.17052
DS2 0.0639291 0.127825 0.5001 0.61745
DS3 0.0917677 0.113834 0.8062 0.42097
DS4 0.144014 0.114392 1.2589 0.20929
DS5 0.146597 0.111218 1.3181 0.18875
DS6 0.0390757 0.108948 0.3587 0.72017
DS7 -0.036749 0.110073 -0.3339 0.73878
DS8 0.0256683 0.110754 0.2318 0.81692
DS9 0.145768 0.101928 1.4301 0.15401
DS10 0.0888224 0.0703147 1.2632 0.20776
Dt 2 0.0294251 0.0741739 0.3967 0.69194
Dt 3 -0.0153676 0.0742978 -0.2068 0.83631
Dt 4 0.0519968 0.075154 0.6919 0.48970
Dt 5 0.0337804 0.0744439 0.4538 0.65041
Dt 6 0.0178665 0.07471 0.2391 0.81120
Dt 7 -0.0269238 0.074968 -0.3591 0.71981
Dt 8 -0.0168655 0.0741974 -0.2273 0.82038
Dt 9 0.0471006 0.0751675 0.6266 0.53152
Dt 10 0.04142 0.0743853 0.5568 0.57817
Dt 11 0.0660435 0.0742906 0.8890 0.37491
R-squared 0.654339
Adjusted R- 0.582570
squared
Durbin- 1.967788
Watson

Note : *** ** * denotes the level of significance at 1%, 5% and 10% respecti-
vely. DS11 is omitted due to coli neatly.

CONCLUSION AND SUGGESTION

context is in favor of India), the empirical results above

Empirical results relating to ROAs of PSBs in
India as determined by different bank variables for the
period 2000-2010 highlights that:

1. Effect of the policy variables and bank business
have put significant impact on ROA, but

2. Over the time, the banks ‘performance has not been
affected by other structural variations in the
economy-political,  technological  or  global
upheavals etc. It indicates that Indian banking
industry is resilient to economic and other shocks.

Burden of NPLs on the financial institutions has
become a global phenomenon and so for Indian
Banking Industry. Though the NPLs as share of total
bank loans have decreased since inception of Banking
Sector Reforms (cross country comparison in  this

alarms for the negative impact of this variable on ROA.
The findings of this study suggest that NPLS, may be
targeted seriously by the monetary policy. More vigilant
and strict policy towards recovery of bad loans is
demanded from the government and RBI.
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The Volatility of Market Risk in Groups of Viet
Nam Listed Medicine and Medical Company

Groups During and after the Financial Crisis
2007-2011

Dinh Tran Ngoc Huy

Absitract - This survey uses the sample of total 14 listed firms
of related medical industry in the Viet Nam economy and
especially, the stock exchange which has been affected by the
global crisis during the period 2007-2011. Specifically, we
perform the risk re-analysis and estimation for the listed firms
in Medicine, Medical equipment and Human resource
industries.

First of all, using quantitative and analytical methods
to estimate asset and equity beta values of three (3) groups of
sub-medical listed companies in Viet Nam Medicine, Medical
equipment and Human resource industries with a suitable
traditional model, we found out that the beta values, in
general, for most companies are acceptable, excluding a few
cases. There are 57% and 71% of listed firms with lower risk,
among total 14 firms, whose beta values lower than (<) 1,
which is measured by equity and asset beta, accordingly.

Second, through comparison of beta values among
three (3) above industries, we recognized there are still 21%
and 7% of total listed firms in the above group companies with
beta values higher than (>) 1 and have stock returns
fluctuating more than the market index, indicated by equity
and asset beta, accordingly.

Ultimately, this paper generates some outcomes that
could provides both internal and external investors, financial
institutions, companies and government more evidence in
establishing their policies in investments and in governance.
Keywords . equity bela, financial structure, financial
Crisis, risk, asset beta, medical industry:

I. [NTRODUCTION

fter the previous published article on estimated
beta for listed construction company groups, here

we will compare the estimated beta results of
listed Viet Nam medical equipment companies to those
in its supply chain activities such as medicine and
human resource companies to make a comparative
analysis and risk evaluation after financial crisis impacts.
Although risk estimation can be done by using

various research methods. Here, we perform a market
risk analysis based on asset and equity beta of total 14
listed companies in the category of medical equipment,
medicine and human resource firms. This paper
emphasizes on analyzing un-diversifiable risk in the
above industry in one of emerging markets: Vietham

Author . International University of Japan, Japan - Banking University,
HCMC, Viet Nam. E-mail : dinhuy2010@gmail.com

stock market during the financial crisis 2007-2011. No
research, so far, has been done on the same topic.

This paper is organized as follow. The research
issues and literature review will be covered in next
sessions 2 and 3, for a short summary. Next,
methodology and conceptual theories are introduced in
session 4 and 5. Session 6 describes the data in
empirical analysis. Session 7 presents empirical results
and findings. Then, session 8 gives analysis of risk.
Lastly, session 9 will conclude with some policy
suggestions. This paper also provides readers with
references, exhibits and relevant web sources.

1. RESEARCH [SSUES

We mention a couple of issues on the
estimating of beta for listed medical equipment,
medicine and human resource companies in Viet Nam
stock exchange as following:

Hypothesis/lssue 1: Among the three (3)
companies groups, under the financial crisis impact and
high inflation, the beta or risk level of listed companies in
human resource industries will relatively higher than
those in the rest two (2) industries.

Hypothesis/lssue 2: Because Viet Nam is an
emerging and immature financial market and the stock
market still in the recovering stage, there will be a large
disperse distribution in beta values estimated in the
medical equipment, medicine and human resource
industries.

Hypothesis/Issue 3: With the above reasons,
the mean of equity and asset beta values of these listed
medical equipment companies tend to impose a high
risk level, i.e., beta should higher than (>) 1.

I11.  LITERATURE REVIEW

Fame, Eugene F., and French, Kenneth R.,
(2004) indicated in the three factor model that “value”
and “size” are significant components which can affect
stock returns. They also mentioned that a stock’s return
not only depends on a market beta, but also on market
capitalization beta. The market beta is used in the three
factor model, developed by Fame and French, which is
the successor to the CAPM model by Sharpe, Trey nor
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and Linter. As Luis E. Pierre (2010) pointed, the task of
estimating cost of equity in emerging markets is more
difficult because of problems such as collecting data in
short periods. Mo Chaudhury (2011) found out over
2007/08 crisis period, unconditional daily returns fell to
negative level, unconditional volatility surged more than
200 percent, correlation between stocks weakened and
the risk reduction benefit of portfolio diversification rose.
Marcin, Mariusz, Marek, and Karol (2012) mentioned
that the reliability and fitness of calculated betas are
relevant to the valuation and investment of investors in
emerging markets. And Xiaowei Kang (2012) found that
combining weighted or alternative beta strategies can
gain significant traction in investment community and
reduce risk. Next, Wolfgang, Lukas and Ranko (2013)
discovered during the financial crisis, the relation
between stock returns and implied volatility exhibits
differences consistent with European institutional and
cultural clusters; for example, German stock market
tends to be more responsive to changes in implied
volatility compared to UK stock market.

V. CONCEPTUAL THEORIES

a) Determinants of Equity and Asset Beta

There are several kinds of business risks
including systematic and unsystematic risk. In financial
markets, systematic risk relates to the overall risk of the
whole market, is affected by some factors such as: the
volatility of expected return of a single stock, interest
rate fluctuations or economic crisis, cannot be avoided
by diversification, and is measured by a financial metric,
beta which is also called systemic risk. Market risk,
indicated by beta B, can be known by the decreasing
value of an investment because of movement of market
factors.

Market risk coming from market factors can be
contrasted with internal risk coming from internal factors
of a company.

Firms with beta > 1 will have the movement of
stock price higher than the market benchmark.
Companies whose beta values < 1 have the risk lower
than the entire market risk. For example, if beta of a
company is 1, 25, it means that the volatility of stock
price is 25% more than that of the entire market.

V.  METHODOLOGY

During the period 2007-2011, the time
highlighting impacts from financial crisis, we use the
data from the stock exchange market in Viet Nam
(HOSE and HNX and UPCOM) to estimate systemic risk
results.

First of all, we use the market stock price of total
14 listed companies in the medical equipment, medicine
and human resource industries in Viet Nam stock
exchange market to calculate the variability in monthly
stock price in the same period; second, we estimate the
equity beta for these three (3) listed groups of
companies and make a comparison. Third, from the
equity beta values of these listed companies, we
perform a comparative analysis between equity and
asset beta values of these 3 companies groups in Viet
Nam. Finally, we use the results to suggest policy for
both these enterprises, financial services institutions and
relevant organizations.

The below table gives us the number of medical
equipment, medicine and human resource firms used in
the research of estimating beta:

Listed Medical Listed Listed Human
; : Medicine Resource
eqguipment companies \ \
Market quip (1) P companies companies Note (4)
&) @)
Estimating by
0 4 2 traditional
Viet Nam method
Estimating by
2 4 2 comparative
method
Total 5 8 4 Total firms in
groups: 14

(Note: The above data is at the December 12th, 2012, from Viet Nam stock exchange),

VI.  GENERAL DATA ANALYSIS

This is a study sample of 14 firms in 3
categories of industries: medical equipment, medicine
and human resource companies groups, and here are
the results: the mean of equity beta is valued at 0,538
while that of asset beta is about 0,320. These data are
quite acceptable values during the crisis. Additionally,
the sample variance of asset beta is low (0, 1449) which

© 2013 Global Journals Inc. (US)

is a good number, while that of equity beta is somewhat
higher (0,570) showing the gap of 0,425. This shows us
that the effectiveness of using financial leverage has
decreased the systemic risk for the entire group.
However, the max and min values of beta are
still somewhat large. Max equity beta value is up to
2,091 that are a little bit high, compared to max asset
beta value is just 1,075 that is acceptable. Looking at



the table 2 (below), we can see there is 21%, or 3 listed
firms still have beta values larger than (>) 1, whereas
there is 57% or 8 firms whose beta values lower than (<)
1 and higher than (>) 0.

Value of equity beta varies in a range from
2,091 (max) to -0,946 (min) and that of asset beta varies
in a range from 1,075 (max) to -0,163 (min). Some
companies still has larger risk exposure than most of the
others. There are 3 listed companies whose both equity
and asset betas are lower than (<) 0, which means the
stock return moves in a opposite direction to the market
benchmark.

Next, Asset beta max value is 1,075 and min
value is -0,163 which show us that if beta of debt is

assumed to be zero (0), the company’s financial
leverage contributes to a decrease in the market risk
level.

Lastly, we can see the relatively high difference
between max equity and max asset beta values, which
is about 1, 0153, whereas there is a smaller difference
between equity and asset beta variance values which is
just 0,425; so, there is certain impact on systemic risk of
certain firms in term of using leverage while it indicates
for most of firms that financial leverage can enable them
to reduce market risk. And there is not quite big effect
from financial leverage on the gap between company’s
beta variance values.

Table 1. Estimating beta results for Three (3) Viet Nam Listed Medical equipment,
Medicine and Human resource Companies Groups (as of Dec 2012)

Statistic Equity Asset beta (assume debt .
Difference
results beta beta = 0)
MAX 2,091 1,075 1,0153
MIN -0,946 -0,163 -0,7831
MEAN 0,538 0,320 0,2177
VAR 0,5700 0,1449 0,4250
Note: Sample size : 14

(Source . Viet Nam stock exchange data).

Table 2 : The number of companies in research sample with
different beta values and financial leverage

Equity No. of Financial leverage .
Beta firms (average) Ratio
<0 3 76,09% 21%
O<beta<1 8 55,07% 57%
Beta > 1 3 36,44% 21%
total 14 471% 100%
Asset No. of Financial leverage .
Beta firms (average) Ratio
<0 3 76,09% 21%
O<beta<1 10 54,02% 71%
Beta > 1 1 9,72% 7%
total 14 43,0% 100%

EMPIRICAL RESEARCH FINDINGS
AND DISCUSSION

VII.

a) Medical Equjpment Listed Companies Group

During the crisis 2007-2011, the market for
these companies still exists, but has certain difficulties
because of increasing input prices.

This group has the smallest size with only 2
firms. The table 3 below shows us the results of the
mean of equity beta and asset beta are 0,096 and
0,029, accordingly. These values are good numbers in
term of indicating a low and acceptable un-diversifiable
risk because of the smallest study size.

Besides, the variance of equity and asset beta
of the sample group equals to 0,0102 and 0,0014
accordingly which are much lower than the variance of
the entire sample equity and asset beta of 0,57 and
0,14. The effect from financial leverage makes these
beta values fluctuate a little bit less from the sample
beta mean.

We might note that equity beta values of 2 firms
in this material category are the lowest compared to
those of firms in the rest two (2) groups. Among three
(3) industries, the systemic risk of medical equipment
group companies is a bit lower than those of the rest
two groups.
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Besides, the estimated equity beta mean is
0,096 and sample variance is 0,0102, which is not
supporting our 2nd research hypothesis or issue that
there would be a large disperse distribution in beta
values estimated in this industry as well as our 3rd

research hypothesis or issue that the mean of equity
and asset beta values of these listed companies tend
to impose a high risk level or beta should higher
than (>) 1.

Table 3 : Estimating beta results for Viet Nam Listed Medical Equipment
Companies (as of Dec 2012)

Order Company Equity Assel b:tabt . .
No. stock code beta (assume de Note Financial leverage
beta = Q)

APC as

1 DNM 0,168 0,056 comparable 66,6%
DNM as

2 JVC 0,025 0,003 comparable 88,5%

Note : Raw data, not adjusted.

(Source : Viet Nam stock exchange data)

Table 4 : Statistical results for Vietnam listed Material companies

Statistic Asset beta
results Equity beta (assume debt Difference
beta = 0)
MAX 0,168 0,056 0,1118
MIN 0,025 0,003 0,0220
MEAN 0,096 0,029 0,0669
VAR 0,0102 0,0014 0,0088
Note: Sample size : 2

b) Medicine Listed Companies Group

Because of the necessity in a developing
economy, the market for medicine firms is definitely
established and potential although it may be affected by
impacts from the financial crisis.

The Table 5 below shows us the equity and
asset beta mean of 8 listed medicine companies, with
values of 0,682 and 0,414, accordingly. This result
means the risk is low and acceptable although the

equity/asset beta values are the highest among 3
groups. This partly, maintains the public confidence of
business operation of the whole industry and partly,
indicates the good effect from using financial leverage.
Besides, the variance of beta values among
these 8 firms is normal, from 0,7144 to 0,1389 for equity
and asset beta, accordingly, whereas there are only one
special case with beta higher than (>) 2.
Please refer to table 5 and 6 for more information.

Table 5 : Estimating beta results for Viet Nam Listed Medicine

© 2013 Global Journals Inc

Companies (as of Dec 2012)

Company . Asset beta . .
Order |~k Equity | (assume debt Note I|:|nanC|aI
No. code beta beta = 0) everage
1 AMV 1,191 1,075 9,7%
DLV as
2 AP 41
c 0419 0,383 comparable 8.6%
PGT as
3 DBM 2,091 0,765 comparable 63,4%
PGT as
4 DBT 0,661 0,192 comparable 70,9%
PGT as
5 DCL 0,840 0,374 comparable |  554%
6 DDN -0,946 -0,163 82,8%
7 DHG 0,592 0,432 27,2%
8 DHT 0,610 0,251 58,8%

(Source : Viet Nam stock exchange data).

(Us)



Table 6 . Statistical results for Vietnam listed Medicine companies

Statistic Equity beta Asset beta (assume .
results . debt beta = 0) Difference
MAX 2,091 1,075 1,0153
MIN -0,946 -0,163 -0,7831
MEAN 0,682 0,414 0,2685
VAR 0,7144 0,1389 0,5756
Note: Sample size : 8

¢) Human Resource Listed Companies Group

Among 3 groups, this is the group with the 2nd
smallest number of listed firms (sample size = 4) and
with the 2nd lowest values of equity and asset beta
mean and equity beta var of about 0, 47, 0, 28 and 0, 61
accordingly. However, the asset beta var of about 0,
2214 is the highest among 3 industries. The using of
leverage has influenced these firms’ risk exposure a bit
less than the medicine industry.

Different from firms in the medicine industries, 4
listed human resource firms has lower equity and asset

beta mean and equity beta var values, estimated at
0,469 and 0,278 and 0,6075, which implies there is a
more concentration in market risks among firms in this
industry. The equity and asset beta values are
distributed in a smaller range, from -0,199 to 1,502, and
from -0,058 to 0,958 which are acceptable, esp., asset
beta values are quite low, indicating the effectiveness of
using financial leverage.

Please refer to Exhibit 2 for more information.

Table 7 : Statistical results for Vietnam listed Human Resource companies

Statistic Equity Asset beta (assume debt ,
results beta beta = 0) Difference
MAX 1,502 0,958 0,5436
MIN -0,199 -0,058 -0,1412
MEAN 0,469 0,278 0,1914
VAR 0,6075 0,2214 0,3861
Note: Sample size : 4

a) Comparison Among 3 Groups of Medical
Equipment,  Medicine and Human HResource
Comparnies

The below chart 1 shows us among the 3
groups, equity beta and asset beta values of the
medical group are the lowest (0,1 and 0,3 accordingly)
while those of the medicine group are the highest (0,68
and 0,71 accordingly). Assuming debt beta is 0,
financial leverage has helped many listed firms in these
industries lower the un-diversifiable risk.

Furthermore, we see the equity and asset beta
mean values of all 3 groups have gaps but acceptable.
Therefore, it also rejects our 3rd hypothesis that the
mean values of equity/asset beta of all 3 groups impose
higher risks.

Next, we can recognize from the chart that, the
risk in the medicine industries higher than those in the
other 2 industries. So, it rejects our 1st hypothesis.

Last but not least, from the calculated results,
variance values of asset /equity beta in the medical
equipment group are lowest. In number, equity beta var
is from 0,01 - 0,71 and asset beta var is from 0,001-0,22
which is not big. This also rejects our 2nd hypothesis.

Finally, if we compare beta values of three (3)
above industries to those of computer and electrical
group companies, we see the asset beta mean values in
the medical equipment, medicine and human resource
industries are a little bit lower (see exhibit 4).
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Chart 7 : Statistical results of three (3) groups of 14 listed VN medical equipment,
medicine and human resource firms during/after the crisis period 2007-2011
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VIII.  RISK ANALYSIS

The crisis seems having no effects on medical
industry because of population growth. Firms in the
industry have to face risks from competition as there are
more and more similar provided services and products
for consumers and patients. These risks can affect the
performance and net cash flow of these companies.
And prices of medical material and public utilities could
increase over years. However, the medical services are
vital for most of people despite of increasing medical
service prices. And the medical policies are also good in
term of building more hospitals and providing more high
quality medical services.

[X. CONCLUSION AND POLICY SUGGESTION

a) Medical Equiprment Industry

Even though beta mean values are fine, this is
the industry which has both the lowest equity/asset beta
mean values and the lowest asset /equity beta var (see
chart 1). During the crisis, this industry has lower market
risk and beta values of firms in the group are less
fluctuated.

After difficulties in the crisis (see exhibit 1),
financial services industries, the government and central
banks have certain efforts and policies to support
businesses and internal investors, and stabilize inflation.

b) Medicine Inadustry

Generally speaking, this is the industry which
has the highest values of equity/asset beta mean and
equity beta varies, among 3 groups (0, 68, 0, 41 and 0,
71). The using of financial leverage can be a reason to
reduce market risk. The market is well established.

¢) Human Resource Industry

Through our comparative analysis on asset beta
values, this is the industry which has the lower market
risk exposure than that of the medicine industry when
we consider values of asset beta var. Also the beta

© 2013 Global Journals Inc. (US)

variance shows a small dispersion and smaller than,
esp., medicine firms, under leverage impacts.

In general, our empirical findings state that they
are not in favor of our 1st and 2nd and 3rd hypotheses
or research issues.

In short, although Viet Nam is an emerging
market with imperfect financial system, the beta values
estimated are at acceptable level with 57% firms in the
research sample while just a few companies’ beta
values are risky (about 21% firms).

Additionally, it indicates the higher the using of
financial leverage, the lower the beta values. In reality,
there are 57% of VN medical equipment, medicine and
human resource firms (8 among 14 firms) which has 0<
equity beta<1 and 71% of total firms (10 among 14
firms) with O<asset beta < 1 in this research sample. If
used effectively, using leverage can be good for risk
management.

Moreover, comparing these data and values to
those of construction and real estate firms, and to those
of computer and electrical companies in our previous
research (see exhibit 3 and 4), the research results show
that in here, the asset beta mean can be a little bit lower
while the impacts from the crisis happens on the overall
market. So, the leverage becomes more meaningful and
the crisis might have less influence on the firms in the
above research.

Finally, this paper suggests implications for
further research and policy suggestion for the Viet Nam
government and relevant organizations, economists and
investors from current market conditions.
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EXHIBIT
Extibit 7 Interest rates, Inflation, GDP growth and macroeconomics factors
Basic Lendin Deposit , USD/VND

Year rates ra’[esg rar’ies Inflation GDP ra/t\é

2012 n/a 12% - 15% 9% 6,81% 5,03% 20.828

2011 9% 18%-22% 13%-14% 18% 5,89% 20.670

2010 8%-9% 19%-20% 13%-14% 11,75% 6,5% 19.495

(Estimated (expected)
at Dec 2010)
2009 7% 9%-12% 9%-10% 6,88% 5,2% 17.000
2008 8,75%- 19%-21% 15%- 22% 6,23% 17.700
14% 16,5%

2007 8,25% 12%-15% 9%-11% 12,63% 8,44% 16.132

2006 8,25% 6,6% 8,17%

2005 7,8% 8,4%

Note Approximately (2007: required reserves ratio at SBV is changed from 5% to 10%)

(2009: special supporting interest rate is 4%)

Exhibit 2 - Estimating beta results for Viet Nam Listed Human Resource
Companies (as of Dec 2012)

Company . Asset beta . .
O,{I((j)(.er stock Eg:t';y (assume debt Note Técgpgéael
code beta=0)

VCM as

1 CMS -0,063 -0,016 comparable 74,4%
SDA as

2 ILC 0,635 0,226 comparable | 64,5%

3 SDA 1,502 0,958 36,2%

4 VCM -0,199 -0,058 71,1%

(Source. Viet Nam stock exchange data).
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Exhibit 3 Statistical results of four (4) groups of 64 listed VN computer
and electrical firms during/after the crisis period 2007-2011
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Exhibit 4 Statistical results of three (3) groups of 103 listed construction firms during crisis period
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Extubit 5 VNI Index and other stock market index during crisis 2006-2010
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Barrons Best CEOs:How Did their Firms Fare?

Greg Filbeck % Diane H. Parente® & Xin Zhao”

Abstract - The Barron’s World’'s Best CEO list has been
published each year since 2005. While there are numerous
studies concerning the post-announcement share price
reaction to firms included on the list, this is a definitive study
that looks at the issue of CEO replacement following the
announcement of the CEQ to the list. This study determines
that firms that do not change CEOs perform better; firms with
CEOs with shorter tenures have lower returns than those with
CEOs with a longer tenure; the reason for the replacement
matters in terms of future performance with negative reasons
such as performance and mergers yielding lower returns;
inside successors produce higher returns than outside
successors; and CEOs who appear on the list five or more
times show significantly higher results.

Keywords : barron's, firm performarice, event analysis.

I. [NTRODUCTION

he Barron's World’s Best CEO list has been
published each year since 2005. While there are
numerous studies concerning the post-announce-
ment share price reaction to firms included on the list,
this is a definitive study that looks at the issue of CEO
replacement following the announcement of the CEO to
the list. This study determines that firms that do not
change CEQOs perform better; firms with CEOs with
shorter tenures have lower returns than those with CEOs
with a longer tenure; the reason for the replacement
matters in terms of future performance with negative
reasons such as performance and mergers yielding
lower returns; inside successors produce higher returns
than outside successors; and CEOs who appear on the
list five or more times show significantly higher results.
This is an extension of the Filbeck et al (2012) study.

[I. STATEMENT OF THE PROBLEM

While the event analysis is important and
interesting, the question answered by the Filbeck et al
study (2012) only considers the announcement effect.
However, from a management perspective, we are
interested in what happens next. How do the firms
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perform after the announcement? Do the CEOs stay in
place? Is there a difference between those firms in
which the CEO stays on or not? What if the CEO is
replaced within a short period, is there a difference in
the performance vs. a longer term CEO replacement?
Does the reason for replacement matter? Does the firm
perform better or worse if the new leader is an internal
candidate? If a CEO is frequently on the Barron’s Best
CEO list, does the firm perform better?

[11.  RESEARCH QUESTIONS

a) Leadership and Leadership Change

Meindl and Ehrlich in their seminal work on
leadership claimed that the concept had taken on a
“largerthan life” quality (1987, p. 91). They identified, as
early as 1987 that an annual rate of 250 scholarly
articles appeared annually from 1972-1983. Additio-
nally,they reported that Fortune highlighted the U.S.
Business Hall of Fame while Forbes and other
publications also created lists of excellence. Meind! et al
(1985) discussed the Romance of Leadership as a
strong belief or faith in the notion of leadership and its
influence on the function or dysfunction of an organi-
zation.

If a leader being named to the Barron’s List is
an indicator of a high performing firm, then we might
assume that if the firm changes their CEQ, that the firm
would experience lower performance.

H1. Companies that replace the CEO following
appointment to the Barron's List, experience lower
returns.

b) CEO Tenure

CEOQOs with shorter career horizons, as indicated
by age, will tend to be more risk averse. This, in turn, will
negatively affect firm performance (McClelland, Barker,
& Oh, 2012). In a study by Brauer, he discusses the
effects of short and long-term management behavior on
financial performance (2013). One issue in his study is
that CEOs may have different objectives depending on
whether they may be in the job for a long or short
period. He notes decreasing CEO tenure does not give
incentives to the CEO to perform in a manner that is
good for the firm. We may conclude that the longer the
firm operates with a “good” CEQO, the more the benefits
accrue to the firm since they should be operating with a
longer term perspective.
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H2. Companies that replace the CEO within a
Short period following appointment to the Barron’s List
experience lower returns.

¢) CEO Replacement Rationale

The critical role of a CEO in innovation
performance is confirmed even if the firm experiences
the sudden death of that CEO (Bearskin & Hsu, 2013).
CEO turnover, when it is a result of an unplanned event,
will not necessarily be perceived as negative (Koch &
Fenili, 2013). Even tragic circumstances may result in a
positive effect and impressions by investors.

CEO compensation is one measure of success.
CEOs that have more international diversification, higher
accounting earnings performance, and larger firm size
among other criteria are considered successful (Wang,
Venezia, & Lou, 2013). One would presume that if a CEO
was successful in those terms that they would not be
replaced. Further, the success should continue. How-
ever, if the CEQO is replaced due to poor performance,
then it is likely the poor performance will continue.

H3 Companies that replace the CEO for
percelved negative reasons experience lower returns
than those who were replaced for non-negative reasons.

d) Internal vs. External Successors

Mobbs and Raheja conducted a study that
compares firms that use successor-incentive (single
executive) and tournament-incentive among inside
managers (2012). Successor-incentives are more likely
in firms where human capital is more important and
where external CEO replacement is limited. These firms
have lower CEOQO turnover sensitivity due to firm
performance.

In another study, Bereskin and Hsu (2013)
determined that new internal successors have more
innovation than new external CEOs. They also found that
innovation quantity and quality are positively associated
with option compensation. Finally, innovation perfor-
mance was identified as a critical role of CEOs.
Therefore, we hypothesize that:

H4 Companies that replace the CEO who was
named to the Barron’s List with an internal successor will
experience higher returns than those who replace the
CEO with an external successor.

e) Repeated Recognition

Barron’s author, Andrew Bary, in a cover article
for the magazine stated that there was a higher bar for
keeping people on the list (Barry, 2013). Thus, the more
times a CEO appears on the list, the more likely it is that
the firm will have higher performance.

H5 If a CEO is named to the Barron's List
multiple times, the firm will experience higher returns
than those firms who are CEOs were named fewer
times.

© 2013 Global Journals Inc. (US)

IV.  SAMPLE AND METHODOLOGY

a) Sample

We use Barron’s annual “World’s Best CEOs”
listing as the basis for this study. Barron’s annual
“World’'s Best CEOs” was first published in the March
27, 2005 issue. Barron’s made the selection of the top
30 leaders based on a number of criteria including
earnings growth, stock performance, leadership stre-
ngth and industry stature, competitive challenges faced
in their respective businesses, and job tenure of at least
three years. The criteria for the Barron’s list like many
others are subjective. Barron’s notes that the criteria
used exhibit a bias toward firms with good earnings
growth and stock market performance toward long-
standing CEOs. The initial survey featured 22 US-based
and 8 foreign firms, with the subsequent surveys in 2006
and 2007 containing 20 US-based and 10 foreign firms
(Filbeck et al., 2012).

b) Data Collection and Analysis

To test how these best CEOs perform after
being listed in Barron’s list and whether the performance
after the announcement leads to future CEO replace-
ment, we search the news from Lexis/Nexis on these
CEOQOs until the end of 2012. If the CEO was replaced
before the end of 2012, we also search the reason for
the replacement (illness/death, poor performance,
voluntary resignation, merger/acquisition), and whether
the successor is from inside or outside the company.
Then, for each stock in our Barron’s list, we calculate the
average monthly returns for the stock starting from the
announcement month of Barron’s list until the month the
CEO was replaced. If the CEO remains in place until the
end of 2012, we calculate the average monthly returns
for the stock starting until the end of 2012.

There were 146 different firms in the Barron’s list
from 2005 - 2012. Of these, 78 (53%) changed their
CEO during the post-announcement period until 2012.
We were not able to discern the reason for the change
and whether the successor was internal or external in
five of those CEO changes. The sample is described in
Table 1.



Table 7. Sample Description

Number of Firms %

Total Sample 146 100

Change in CEO 78 53

No Change in CEO 68 47
# of years until CEO

Change

<1 7 9.0

1 16 20.5

2 20 25.6

3 17 21.8

4 8 10.3

5 4 51

6 3 3.8

7 3 3.8

Change in CEO
Rationale

lliness/death 6 8.2

Voluntary resignation 30 411

Poor Performance 30 411

Merger/acquisition 7 9.6
Internal vs. External

Successor

Internal 53 72.6

External 20 27.4
# Years on Barron’s

List

1 23 15.8

2 31 21.2

3 31 21.2

4 32 21.9

5 5 3.4

6 24 16.4

We performed a t-test using the average
monthly returns from announcement date for each of the
categories in Table 2. The level of statistical significance
of the difference between the announcement date and
the occurrence noted in the leftmost column and the
direction is shown in the column entitled t-stat. The

average monthly returns are shown in the middle

column.
We also calculated several regression models

to support or disprove our hypotheses. These are shown
in Table 3.

Table 2 . Results for Announcement to Change or End of Period

Average monthly

Number of firms retums (%) t-stat
H1. Change of CEOs vs. No change of
CEOs

Change of CEOs 78 0.369 1.22

No change of CEOs 68 0.890 9.04***
H2. Number of years until change of CEOs

< 1year 7 1.525 1.54

1 year 16 -0.244 -0.24

2 years 20 -0.081 -0.13

3 years 17 0.238 0.56

4 years 8 0.861 1.49
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5 years 4 1.507 1.98
6 years 3 1.673 1.89
7 years 3 0.562 1.93
H3. Different reasons for change of
CEOs
liness/death 6 3.737 12.10***
Poor performance 30 0.136 0.27
Voluntary resignation 30 0.641 3.14%**
Merger/acquisition 7 -2.639 -1.40
H4. Inside or outside successor
Inside successor 53 1.240 4.62%**
Outside successor 20 -1.922 -2.61**
H5. Number of years listed in Barron's
list
1 year 23 0.750 1.99*
2 years 31 0.874 5.89***
3 years 31 -1.201 -2.25%*
4 years 32 0.802 5.09***
5 years 5 3.236 4.12%**
6 years 24 1.682 6.12***

*rx k% indicate statistical significance at 0.01, 0.05 and 0.10 level, respectively.
Table 2 reports post -announcement CEO changes and average monthly returns. We calculate the monthly returns
starting from the announcement month of Barron’s list until the month the CEQO is replaced (or until the end of 2012

if there is no change of CEO).
V.

Each of the hypotheses are restated and
discussed in this section.

RESULTS AND DISCUSSION

a) Leadership and Leadership Change

H1. Companies that replace the CEO following
appointment to the Barron's List, experience lower re-
turns.

As shownin Table 2, firms that experienced a
change of CEO had average monthly returns of 0.369%
while those that had no change of CEO had average
monthly returns of 0.890%. If a leader being named to
the Barron’s List is a measure of a high performing firm,
then a leader who is not on the list would be in a firm
with lower performance. The t-stat of the firms with a
change of CEQ is 1.22 which is not statistically different
from announcement to change. Also firms that had no
CEO change from the initial announcement to end of the
study had statistically higher returns (t=9.04**%).

We could assume that once a CEO is
announced to the list, that s/he is doing a good job. If
performance is good enough to be placed on the list,
we would then presume that they would not be replaced
by a new CEO.

Therefore, H1 is supported.

b) CEO Tenure

H2. Companies that replace the CEO within a
Short period following appointment to the Barron’s List
experience lower returns.

Table 2 shows that in general companies with
CEOs replaced within 2 years have lower average

© 2013 Global Journals Inc. (US)

returns compared with companies with CEOs replaced
after more than 4 years. We may presume that the
longer the firm operates with a “good” CEO, the more
the benefits accrue to the firm.

Therefore, H2 is supported. Companies who
replace CEOs within 2 years have lower returns than
those who replaced CEOs after more than 4 years.

¢) CEO Replacement Rationale

H3 Companies that replace the CEO for
perceived negative reasons experience lower returns
than those who were replaced for non-negative reasons.

Given the sample size for various reasons for
replacement, by inspection, we grouped illness/death
with voluntary resignations and then poor performance
with merger/acquisition. The rationale is that firms often
will engage in mergers or acquisitions due to less than
ideal financial performance or inadequate strategic
alignment. Firms whose CEO either resigns voluntarily
or due to illness or death are more likely to be
performing better. Table 2 shows that if a company
replaces its CEO due to performance or merger-
/acquisitions, on average, the company will experience
lower monthly returns (0.14% and -2.64%, respectively).
Further, Table 3 illustrates the regression models
developed for these hypotheses. Acquisition (p<.01)
and performance (p<.001) both have negative and
significant coefficients which means that these reasons
for CEO change lead to lower performance.

Therefore, H3 is supported. Companies who
replace the CEO for poor performance or merger and
acquisition, both of which may be perceived as negative



reasons, experience lower returns than firms whose
CEOQ is replaced for non-negative reasons.

d) Internal vs. External Successors

H4 Companies that replace the CEO who was
named to the Barron’s List with an internal successor will
experience higher returns than those who replace the
CEO with an external successor.

As shown in Table 3, replacement with an inside
successor (Model ) has a significant (p<.001) and
positive coefficient of 0.986. The firms with an internal
successor thus have higher returns than those with an
external successor.

Therefore, H4 is supported. Companies with
CEOs replaced by internal successors produce
statistically higher returns than those companies with
CEOs replaced by external successors.

e) Repeated Recognition

H5 If a CEO /s named to the Barron’s List
multiple times, the firm will experience higher returns.

According to Barron’s, the requirements for
remaining on the list are much higher than the
requirements for initial recognition. Table 3 shows that
the number of times that a CEQO s listed is a significant
and positive contributor to firm performance. (B=.249;
p<.05) Table 2 also shows that the number of years
significantly impacts the monthly returns and the
direction and magnitude changes at the five-year mark.

Therefore, H5 is supported. Firms whose CEOs
appear on the list more than five times experience
higher returns.

lable 3 : Post-Announcement Regression
Model | Model I Model Il Model IV Model V Model VI
Intercept 0.254 1.014 0.850 0.850 -0.197 0.550
(1.23) (6.41%**) (4.09***) (4.02%**) (-0.53) (1.47)
Inside
successor 0.986 0.390 2.520
(2.88***) (1.22) (4.40%**)
Outside
successor -2.936 -2.772
(-6.87***) (-6.19***)
Death/lliness 2.887 0.130
(8.76%*%) (0.14)
Performance -0.714 -2.260
(-1.82%) (-4.33**%)
Resignation -0.208 -2.514
(-0.53) (-3.84***)
Acquisition -3.489 -3.509
(-4.88***) (_5.23***)
Nlistings 0.249 0.090
(2.42**) (0.95)

*xx x* % indicate statistical significance at 0.01, 0.05 and 0.10 level, respectively.

Table 3 reports the regression results of post-announcement average monthly returns on CEO changes. We
calculate the monthly returns as the average monthly returns starting from the announcement month of Barron’s
list until the month the CEO is replaced (or until the end of 2012 if there is no change of CEO). Inside successor
(outside successor) is a dummy variable which is equal to 1 if the company’s successor is from inside (outside)
the company when it replaces its CEO, and equal to 0 otherwise; Death/lliness, Performance, Resignation, Acg-
uisition are all dummy variables which are equal to 1 if the company replaces its CEO because of death/iliness,
poor performance, voluntary resignation, and merger/acquisitions reason, respectively. Nlistings is number of
years this company is in Barron’s list before the end of 2012.

VI.  CONCLUSION

Since 2005, Barron’s has published its “World’s
Best CEQOs” list. This study is the first to investigate the
impact of CEO replacement following inclusion on the
list. This study determines that firms produce higher
returns if a selected CEO remains in place. In addition,
higher returns are experienced with CEOs who have
longer tenures than those with shorter tenures. Differen-
tial responses exist based on the announced rationale

for the CEO replacement as those firms offering per-
formance-based reasons or reasons associated with
mergers/acquisitions experience lower returns. Those
firms who promote a CEO based on inside succession
outperform firms that select an outside successor.
Finally, longevity matters as CEOs who appear on the
list five or more times show significantly higher results
than those firms whose CEOs do not attain that status.
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Skill Levels in Risk Management: Trainiing in
Credit Risk - A Comparitive Study of Indian
Banks and Foreign Banks

K. Bhavana Raj “ & Dr. Sindhu °

Absiract - Risk management is a cornerstone of prudent
Banking practice. Undoubtedly all Banks in the present-day
volatile environment are facing a large number of risks such as
credit risk, liquidity risk, foreign exchange risk, market risk and
interest rate risk, among others — risks which may threaten a
Bank’s survival and success. Banking is a business of risk.
For this reason, efficient Risk Management is absolutely
required. With a view to strengthen the Risk Management in
the Banks across the Globe, Basel Frameworks have made
concerted efforts to address all the issues relating to Financial
Risks like Credit, Market Risk and Operational Risk and some
other non-Financial Risks as well. The impact of the non-
Financial Risks is all pervasive and can be severe enough that
they can lead to total collapse of the Banks. This research
paper briefs about the training inputs of the Banking personnel
in the Credit Risk in the select sample Banks. The main
obijective of this study is to identify and analyze the knowledge
of the Banking personnel in the Credit Risk in select sample
Banks. This study emphasizes the need for a robust training
mechanism for the operating personnel so as to have a better
understanding on the Credit Risk. The findings of the study
show that the operating personnel in Foreign Banks are well
trained on Credit Risk Management when compared to the
operating personnel in Indian Public sector Banks and Private
Sector Banks.

Keywords . risk management, bank, banking, basel,
credlit risk, risk managers.

[.  INTRODUCTION

isk is all pervasive and is prevalent in every
activity, be it a manufacturing or trading or service

related. Human beings always attempt to manage
the Risks faced by them in their day-to-day activities of
life. Keeping inflammable material away from fire, saving
for possible future needs, creation of a legal protection
etc. are some of the attempts at managing the Risks.
Managing Risk is nothing but managing the
Risk before the Risk manages. Every Industry strives to
arrest the Risks with a view to minimize its losses and
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make optimum revenue. Banking Industry, primarily dea-
ling with financial services can be no exception and thus
encounters with many related Risks. It is imperative that
Banks have to identify and measure various Risks faced
by them and initiate suitable remedial measures to
mitigate them.

In the recent past Financial Institutions have
faced serious Banking issues that are caused by the
relaxation of credit standards to the borrowers and
counterparties, unable to manage or mitigate risk in a
portfolio, unable to cope up with the dynamic economic
requirements or any other situation that leads to the
deterioration in the credit standing of a counter party.
Thus, Credit Risk Management should be a robust
mechanism which enables Banks and Financial
Institutions to actively manage their portfolios in order to
minimize losses and earn a return over and above
expected average return.

Credit Risk Management is a structured
approach to managing uncertainties through risk asse-
ssment, developing strategies to manage it and
mitigation of risk using managerial resources (Nnanna,
2004). The objective of risk management is to reduce
the effects of different kinds of risks.

a) Statement of the Problem

The very nature of the Banking business is so
sensitive because more than 85% of their liability is
deposits from depositors (Saunders, Cornett, 2005).
Banks use deposits to generate credit for their borro-
wers, which is in fact a revenue generating activity for
most of the Banks. The aforesaid credit creation process
exposes the Banks to high default risk which might lead
to financial distress including Bankruptcy. Another issue
is the customer’s defaulting during their credit repay-
ment which in turn causes a great deal of reduction in
the Bank’s revenue generating capacity, thereby leading
the Banks to reduce the amount of credit grants to their
prospective loan applicants. To generate earnings, to
grow and to survive the tough competition, the Bank has
to create the demand for credit in their existing clients as
well as the new ones.

b) Objectives of the Stuady
The main objective of the study is to examine
the credit risk management on the performance of
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banks in India. More specifically, the study aimed at
achieving the following objectives:

1. To understand the impact of training in credit risk
management of the Banking personnel in the select
sample Banks.

2. To analyze whether the Operating personnel are
adequately trained on Credit Risk across different
types of Banks.

3. To suggest best measures for effective training on
credit risk.

c) Research Hypotheses

Ho : There is no significant difference in the
trainings received on Credit Risk across different Types
of Banks.

d) Significance of the Study

The study enables the Banker to understand the
importance of their lending and control mechanism
given the fact that the Banks are expected to lend under
stiff monetary conditions and economic regulations.
This study further attempt to assist the credit risk
managers and regulatory bodies in ensuring to create a
safe and hassle-free Banking environment thereby
enhancing the country’s economy which is dependent
on the performance of various Banks and financial
institutions operating in the economy.

e) Scope of the Study

The study is limited to only the Indian Banks
and Foreign Banks operating in India and covers a
period of ten (10) years from 2002-2013. A structured
questionnaire has been designed and administered to
the Operating Personnel handling Risk Management in
the select sample Banks.

I1. LITERATURE REVIEW

There have been a large number of conceptual
frameworks published about Risk Management in
general. However, the number of the empirical studies
on Risk Management strategies and practices with
particular reference to Credit Risk Management in Banks
and Financial Institutions was found to be relatively very
small.

a) Credit Risk

As stated by Reserve Bank of India (RBI, 2005),
Credit Risk is the major component of Risk Management
system and this should receive special attention of the
Top Management of a Bank. Credit Risk is considered
as the major risk inherent in a Bank’s banking activities.

Any mismanaging of this risk may lead a Bank
into great trouble or even Bankruptcy, which is evident
from various Bank failure scenarios. Managing Credit
Risk in Banks is a herculean task as robust Risk
Management strategies and practices are needed for
identifying, measuring, controlling and minimizing the
impact of Credit Risk.

© 2013 Global Journals Inc. (US)

Culp and Naves (1998) have considered default
risk and resale risk to be the two types of credit risk.
Harsher (2005) views that there are six types of Credit
Risk, including default risk, counterparty pre-settlement
risk, counterparty settlement risk, legal risk, country or
sovereign risk and concentration risk.

b) Factors Responsible for Credit Risk

According to Taxman, (2006) the factors that
cause Credit Risk which in turn has an adverse impact
of the Bank’s credit standards and Bank’s profitability
are: Discrepancies occurring during the loan proposal
appraisal, inconsistency during the assessment of
financial stability of borrowers or counter-party to gauge
their creditworthiness, lacking clarity in lending policies
and procedures, following liberal standards during the
sanction of loan, no sufficient background check being
done on the borrowers or counter-party, insufficient
value of the collaterals pledged to the Banks to obtain
the loan facilities, high exposure limits sanctioned for
individuals at par with the business community,
insufficient knowledge and skills of the Operating
Personnel during the process of loan proposals,
insufficient knowledge on the current market scenario
and economy’s performance, no proper coordination
between the different department in the Bank which are
in-charge of the activities relating to Credit Risk,
organization structure with respect to responsibility and
authority have not been clearly defined, no good system
to rate Credit Risk and no reliable data is available to
manage Credit Risk.

c) Credit Risk Management Sirategies

Banks should strive towards having a robust
credit policy manual that should be updated on a timely
basis to meet the dynamic nature of business. Apart
from that Banks should establish an appropriate
environment, streamline a sound credit granting
process, manage and maintain appropriate credit
identification, credit measurement and credit monitoring
process thereby ensuring adequate control over the
Credit Risk.

d) Risk Based Audit Systen

RBI has advised Banks to adopt a risk-based
internal audit system so as to ensure an effective Credit
Risk Management control systems that ensure Banks to
achieve high quality standards and also adhere to all the
regulatory compliances. To ensure an efficient risk-
based credit audit, Banks have to formulate an risk
based audit policy, a proper set-up needs to be
established which clearly demarcates the roles and
responsibilities of the Operating Personnel handling
Credit Risk areas, strong internal communication across
the various departments in the Bank which facilitate the
operating personnel and management to have control
over the happenings in the Bank.



e) Measuring Credit Risk

i. Probability of default (PD): Probability of default
refers to the probability/risk/chance of a borrower
defaulting on the payment of the credit obligations.

i. Exposure at Default (EAD): Exposure at Default
refers to the amount that is exposed to the default
risk.

ii. Loss Given Default (LGD): Loss Given Default refers
to the loss suffered in the event of a default of an
exposure.

7 Managing Credit Risk

Credit Risk can be measured using structural
models like Merton model or using Ratings-based
model or using Actuarial Models or using Macro-
economic Models or using Credit Risk Models.

g) Credit Risk Models

Saunders and Cornett (2007) stated that credit
scoring models use data on observed borrower
characteristics either to calculate the probability of
default or to borrowers into different default risk classes.
The most prominent credit scoring models is the
Altman’s Z-Score model.

Altman’s Z-Score: The Z-score formula for
predicting Bankruptcy of Dr. Edward Altman (1968) is a
multivariate formula for measurement of the financial
health of a company and a powerful diagnostic tool that
forecast the probability of a company entering
Bankruptcy within a two year period with a proven
accuracy of 75-80%.

The Altman’s credit scoring model takes the following
form:

Z=12X21+ 1.4X2 + 3.3X3 + 0.6X4 + 1.0X5 (1)

Where, X1 = Working capital/ Total assets ratio,
X2 = Retained earnings/ Total assets ratio,

X3 = Earnings before interest and taxes/ Total assets
ratio,

X4 = Market value of equity/ Book value of long term
debt ratio and

X5 = Sales/ Total assets ratio.

The higher the value of Z, the lower the
borrower’'s default risk classification.  According to
Altman’s credit scoring model, any firm with a Z-Score
less than 1.81 should be considered a high default risk,
between 1.81-2.99 an indeterminate default risk, and
greater than 2.99 a low default risk.

Because of the above factors depicted in the
literature review it is essential that all the risk managers
should be trained on Credit Risk.

[II.  METHODOLOGY

The research work employed is an experimental
design. Primary data has been collected through a
survey method using a structured questionnaire which
was administered to the Operating Personnel working in
the Risk Management capacity in general and Credit
Risk in particular. Interview method was also used for
the study. Secondary data sources like annual reports,
annual accounts, bank’s prospectus, Central Bank’s
(RBI's) guidelines and BIS (Bank for International
Settlements) guidelines have been used as references.
The population size is around 1500 (One Thousand Five
Hundred) and the sample size is 360 (Three Hundred
and Sixty). The sampling unit was mainly the Operating
Personnel in the capacity of Credit Risk Managers,
Senior Credit Risk Managers and General Managers
and above. The sampling technique used was a
purposive sampling or judgmental sampling. Three
Public Sector Banks, three Private Sector Banks and
three Foreign Banks have been chosen. A 5-point Liker
Scale has been used to carry out the research work with
regard to the frequency of training activities ranging
from: 1 being ‘not at all’, 2 being ‘1-2 times’,3 being ‘3-
4 times’,4 being ‘5-6 times’ and 5 being ‘more than 6
times’.

[V.  DATA ANALYSIS AND STATISTICAL TECHNIQUES

Data Analysis:
Frequency Count
Training on Credit Risk Total
Notat | 1-2 3-4 5-6 More than
all times | times | times 6 times
BanK PSU 13 80 19 2 6 120
PSB 0 81 39 0 0 120
Type FB 0 40 67 0 13 120
Total 13 201 125 2 9 360

Note : In the above table of Frequency Count, PSU refers to Public

Sector Banks,

PSB = Private Sector Banks and
FB= Foreign Banks.

Chi Square Test

Figure 7 : The above table shows the responses of the sample respondents of the select sample Banks
when asked about the “number of times you have been trained in Credit/Risk Management
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Data Analysis:
Chi Square Test

a) Statistical Techniques

1.

Cross Tab Analysis is used and Chi Square test is

Value | df | Sig. (2-ided) performed between Observed as well as expected
frequencies.
Pearson 87.601% | 8 .000 2. Nominal Data of the survey is transformed to Scale
Chi-Square Data using Optimal Scaling (Categorical Principal
N of Valid Cases 360 Component Analysis) and a One Way ANOVA is
Figure 2 . a. 6 cells (40.0%) have expected count also performed on the Transformed Data.
less than 5. The minimum expected count is .67.
One Way ANOVA
S Sumof | df |Mean| F [Sig.
5 Squares Square
= Beween | 2001 | 2 | 3510 |21.450|.000
Groups
Within N 55408 | 357 | 164
Groups
; Total 65.424 | 359
g Figure 3 Note: In the above table of One Way ANOVA,
= BG refers to Between Groups and WG= Within Groups
=
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Figure 4 . The above clustered bar chart depicts the frequency of training on credit risk
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V. CONCLUSIONS

More than 10% of the Operating personnel in Indian
Public Sector Banks did not receive training at all on
Credit Risk whereas every employee was trained at
least once in Indian Private Sector and Foreign
Banks.

More than 10% of the total Operating Personnel
received very frequent trainings on Risk Manage-
ment in Foreign Banks whereas this was not the
case with Indian Public and Private Sector Banks.
Majority of the participants have received Training 1-
4 times.

Chi Square Test value of 87.601 for 8 degrees of
freedom clearly indicates the Significance Level
(Alpha = 0.000 < 5%) and hence null hypothesis
can be rejected at 95% Confidence Level. Hence it
can be concluded that “There is a clear difference
among different types of Banks with respect to
training received on Risk Management”.
Significance Level from ANOVA Analysis is 0.0
which is less than 5% which also rejects the null
hypothesis. Hence using both Cross Tab analysis
as well as ANOVA analysis, it can be concluded that
there is a significant difference in the training on
Credit Risk Management across different types of
Banks.

Operating Personnel in Indian Public Sector Banks
are receiving less training compared to Operating
Personnel in Indian Private Sector Banks, whereas,
Operating Personnel in Foreign Banks are receiving
training on Credit Risk Management more frequently
compared to Operating Personnel in Indian Private
Banks as well as Public Sector Banks.

VI.  SUGGESTIONS

Policies to measure, monitor and manage Credit
Risk have to be reviewed on a timely basis to check
whether the policy is inherently consistent.
Establishment of credit policies and credit stand-
ards that adhere to regulatory requirements and
thereby enhancing the Bank’s overall profi-tability
objectives which further reduce the level of Credit
Risk exposure.

The Bank should strive to maintain the aggregate
Credit Risk to be within the Bank’s risk tolerance.
Develop a sound Credit Approval Process that
ensures definite appraisal of only credit worthy
facilities.

Granting the decision-making and approval author-
ity only to qualified and experienced Operating
Personnel so as to ensure a sound banking
environment.

Continuously monitoring the Credit Risk training
programs across all the Banks to ensure sound
Credit Risk Management practices.

10.

11.

12.

13.

14.

15.

16.

17.

Continuous assessment of counterparty and port-
folio to identify a non-performing asset or a loan.
Borrowers should be duly informed of the regulatory
procedures involved in obtaining a loan and as well
as the penalties in case of a default.
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Effect of Dividend Policy on Share Holder’s
Wealth: “A Study of Sugar Industry in Pakistan”

Mohammad Salman Sarwar

Absiract - The present paper focuses on the impact of
dividend policy on shareholder’s wealth in sugar industries of
Pakistan. For this study we have selected the sample of 33
listed companies of sugar industry out of 36 at Karachi Stock
Exchange from the food and producers sector. The data is
collected for the period of 6 years from the year 2006 to 2011.
For this study descriptive statistics and multiple regression
analysis is used by taking dividend per share (DPS), earnings
per share(EPS), Lagged Market Price Ratio (LMPR), Lagged
Price Earnings Ratio (LPER) Price Earnings Ratio (PER)
Retained Earnings Ratio (RER) as independent variables and
market price per share (MPS) as dependent variable. The R2
shows that 99% variations in MPS are due to the explanatory
variables. The p value of the f statistic shows that all the
regressors have jointly significant relationship with dependent
variable (MPS).

Keywords aiidend policy, shareholder’s wealth,
aividend per share (DPS), market price per share (MPS),
price earnings ratio (PER), pakistan.

. INTRODUCTION

n the modern and complex environment, globalization
and privatization have brought deep competition in
every field of activity. It is very difficult for the
companies to compete in the markets of stunning
nature. To cope with this competitiveness and to add
value to the companies, today’s the finance managers

have to make critical financial decisions. These
decisions will lead these companies to long-run
objective of maximizing the shareholders’ wealth.

Shareholders’ wealth is shown in the market price of the
company’s common stock.

Management of a company want to maximize
shareholders' wealth. This is possible when the price of
the company’'s common stock is maximum. Share-
holders like cash dividends and they also like the growth
in earning per share that result from investing the
earning of business back into it.

The best dividend policy is the one that
maximizes the company's stock price which leads to
maximization of shareholders' wealth and also ensures
more quick economic growth. The present study is
aimed to study how far the dividend payout has impact
on shareholders' wealth in general and in particular to
study that market value of common stock has strong
relationship with cash dividend paid or with the growth in
earmning per share. And to study that how much

Author . Gulshan Colony Gujrat. University of Gujrat. Pakistan.
E-mall : salman_winsome@hotmail.com

importance the shareholders give to the lagged market
price of a stock when taking decision to buy a stock.

Managements’ primary goal is shareholders’
wealth maximization and this can be achieved by giving
the shareholders payment on their investments. How-
ever, the effect of firm’s dividend policy on shareholders
wealth is still unresolved. Dividend policy is one of the
most complex aspects in finance.

Dividend policy is mainly of two types:
a) Managed dividend policy
b) Residual dividend policy

In residual dividend policy the amount of
dividend is simply the cash that is left after the firm
makes investment decisions. In this case the amount of
dividend is usually very variable and it may be zero most
of the times. If the manager believes dividend policy is
important to their investors and it has positive effect on
share price value, they will adopt managed dividend
policy. The best dividend policy is one that increases the
company’s stock price which leads to maximization of
shareholders’ wealth.

The dividend decisions can donate to the value
of firm or not it is a controversial issue. Firms generally
take up dividend policies that suit the stage of life cycle
they are in. High- growth firms with big cash flows and
fewer projects have a propensity to pay more of their
earnings out as dividends. The dividend policies of firms
may pursue several interesting patterns adding further to
the complexity of such decisions. Dividends are de-
pendent on earnings that are, increases in earnings
increases the dividend and decreases in earnings
sometimes by dividend cuts. Firms are usually hesitant
to change dividends. Especially firms avoid cutting
dividends even when earnings drop. There are distinct
differences in dividend policy over the life cycle of a firm,
ensuing from changes in growth rates, cash flows, and
plan funds in hand.

a) Statement of the Problern

Net earnings are divided into two parts. One is
retained earnings and the other is dividends. The retain-
ed earnings of the business may be reinvested in
business and used for the growth of the business. The
dividend is distributed to the shareholders in order to
meet their expectation of being made better off
financially. So the problem is to take decision that how
much earning should be given in the form of dividend
payout and how much earning should be kept as
retained earnings. Therefore, the present study mainly
analyses how far the level of dividend payout affects the
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shareholders' wealth and how much importance is given
to company growth particularly in Cement Industry of
Pakistan. It also analyses that lagged market price of
share have any relation with shareholders wealth or not.

b) Literature Review

Many researchers have conducted research on
this topic and it is the vast area to research on. Linter
has conducted research in 1956 about dividend policy
and raised questions which are important in this field of
study. Linter (1956) what are the choices of mana-
gement that influence the firm size, shape, and timing of
dividend policy? After the Linter's contribution in de-
termining dividend policy decisions Miller and Modigliani
(1961) conducted research in dividend policy decisions
and presented the theory of dividend irrelevance which
showed that the dividend policy does not affect the
stock prices.

Many researchers evidenced the dividend ire-
levance theory through their studies like Black & Scholes
(1974), Chen, Firth, & Gao (2002), Adefila, Oladipo &
Adeoti (2004), Uddin & Chowdhury (2005), Denis &
Osobov (2008) and Adesola & Okwong (2009).

On the other hand many researchers support
dividend relevance theory. They said dividend policy do
affect the firm’s value and market price of the shares.
Gordon (1963) presented his view by supporting the
dividend relevance theory. Studies conducted by
Travlos, Trigeorgis, & Vafeas (2001), Baker, Powell &
Veit (2002), Myers & Frank (2004), Dong, Robinson &
Veld (2005) and Maditinos, Sevic, Theriou, & Tsinani
(2007) support dividend relevance theory.

Gul, et al (2012) investigated relationship
between dividend policy & shareholder wealth in Paki-
stan. For this purpose they used sample of 75 listed
companies & data collected from State Bank of Pakistan
& Karachi Stock Exchange 100 index for period of 2005
to 2010.Shareholder Wealth dependent variable mea-
sured by market price per share & dividend policy
independent variable measured by dividend per share &
multiple regression & stepwise regression model used in
this research for data analysis. The result of this study
that significant influence of dividend policy on sha-
reholder wealth as far as dividend paying companies
are concerned & also find difference in average market
value relative to book value of equity is high between
dividend paying companies & non dividend paying
companies.

Okafor & Mgbame (2011) conducted a study to
analyses dividend policy & share price volatility in
Nigeria by taking sample of 4 banks & 2 firms each firm
food & beverage, petroleum & brewing sectors. Stock &
financial related data of these firms are collected over 8
year period from 1998-2005. Major sources of data
collection annual fact book of Nigerian stock exchange.
Dependent variable price volatility & independent
variable dividend vyield, payout ratio, assets growth &

© 2013 Global Journals Inc. (US)

earning volatility. The relationship between ordinary
stock price volatility & dividend policy has been
analyzed utilizing multivariate least square regression.
The result of their study show that general effect of
dividend vyield on price volatility observed at higher
significant levels, leads to acceptance of null hypo-
thesis, which states that measure of dividend policy vary
inversely with ordinary share price volatility over time.

Azhagaiah & Priya (2008) conducted study on
the impact of dividend policy on shareholder wealth in
South India. Secondary data used which collected from
center for monitoring India economy. Sample of 28
companies in chemical industry has been chosen from
114 listed companies in Bombay stock exchange using
multi stage random sampling techniques for period of
1997 to 2006. Multiple regression & stepwise regression
model used for data analyzing. Dividend per share,
retained earnings per share, lagged price earnings ratio
& lagged market price independent variables & market
price per share dependent variable. There is a
significant impact of dividend policy on shareholder
wealth in  organic chemical companies while
shareholders wealth not influence by dividend payout as
for as inorganic chemical companies.

Habib et al, (2012) conducted study dividend
policy & share price volatility evidence from Pakistan. To
draw & establish relationship between dividend policy &
shareholder volatility with focused on Pakistani stock
exchange. Dividend vyield, payout ratio, size, debt,
earning & growth independent variable & share price
volatility dependent variable. Cross sectional regression
use to analyze relationship of share price with dividend
yield & payout ratio. The result of this study show that
dividend yield & share price positive relate but payout
ratio is negative related.

Hashemijoo et all ( 2012 ) conducted the study
of dividend policy on share price volatility in stock
market of Malaysia. The aim of this study was found that
the relationship between dividend policy and share price
volatility on consumer product company in Malaysian
stock market. They have taken a sample of 84 listed
companies from the period of six years in 2005 to 2010.
In this study the share price volatility is the dependent
variable and dividend vyield or payout ratio is the
independent variables. Multiple Regression model are
used in this study to analyze the results. The results of
this study show that the dividend yield or dividend
payout has negative effect in share price volatility.

Zulkifli et all (2012) explains that the impact of
dividend policy in share price volatility in construction
and material companies of Malaysia. The basic purpose
of this study to check the relationship between dividend
policy and market price of share. The sample of 106
construction and material companies and final select the
sample of 77 construction and material companies for
the period of six years in 2005 to 2010. Share price
volatility as the dependent variable and dividend yield,



dividend payout ratio, leverage, growth, size and
earnings volatility are the independent variables. Least
square regression model are used to interpret the
results of this study. The result shows that the positive
effect on the dividend yields in share price volatility.

Pani (2008) introduced the dividend policy and
stock price behavior in corporate sector of India. The
aim of this study is to check the relationship between the
dividend and stock return volatility. They used the
sample of 500 listed companies for the period in 1996 to
2006 and the sample is taken for six different sectors i.e.
electricity, food and beverage, non metallic, mining,
textile and service sector. Fixed effect model and pooled
OLS model are used to elaborate the results. In this
study market value of the firm is the dependent variable
and the size of the firm, dividend to retained earnings
ratio and debt to equity ratio are the independent
variable. The study explores that the dividend paying
companies are large, profitable and growth rate of the
firm does not seems to deter the dividend payment. Net

profit and Dividend and Retention Ratio remain
significant in other services, textile and mining
industries.

Khan (2012) conducted research on the

dividend effects on stock prices. The purpose of the
study is to improve the dividend policy decisions
adopted by the companies. This study helps to explain
the effect of dividend policy impacts on shareholders
wealth by taking the data from two important sectors
chemical and pharmaceutical industry of Pakistan. A
data sample of twenty nine companies has been taken
from the period 2001 to 2010. Price volatility is taken as
dependent variable which is calculated by using Par-
kinson (1980) method of extreme values while earnings
per Share, Profit after Tax and Return on Equity are
taken as independent variables. Fixed and random
effect models are applied on panel data to conclude the
results. The experimental estimation based on the fixed
and random effect model shows the significant positive
relation between stock dividends, earnings per share
and profit after tax to stock market prices while return on
equity and retention ratio have negative and statistically
insignificant relationship to stock market prices.

Nazir at all (2010) explains the determinants of
stock price volatility in Karachi stock exchange. This
paper investigates the role of corporate dividend policy
in determining stock prices. The sample of 73 firms is
taken from the KSE 100 index companies of different
sectors from the year 2003 to 2008. The data is
collected from the balance sheet analysis published by
state bank of Pakistan and annual reports of the
companies. Price volatility is taken as dependent
variable and dividend yield and payout ratio is taken as
independent variables. They used descriptive and
correlation matrix to find the results. The results showed
that the dividend measures both dividend payout and
dividend vyield has significant effect on stock price

volatility and in overall period the size and leverage has
negative and non-significant impact on share price
volatility.

Rashid and Rahman (2006) introduced the
dividend policy and stock price volatility in the context of
Bangladesh. The aim of the study is to investigate the
relationship between dividend policy and share price
volatility. For this purpose they consider the data for the
period of 1999-2006. They selected the sample of 104
non financial firms of different sectors listed in Dhaka
stock exchange. Price volatility is taken as dependent
variable and dividend payout, dividend yield and earning
volatility are independent variables. The authors used
descriptive statistics and cross sectional regression
analysis to conclude the results. The Pearson’s correla-
tion showed that there is negative significant correlation
between payout and price volatility.

Profilet and Bacon (2013) conducted the
research on dividend policy and stock price volatility in
the U.S equity capital market. The purpose of the study
is to identify the impact of certain financial variables on
the stock price volatility. A sample of 500 publicly traded
firms has been taken to explain the results. Price
volatility is taken as dependent variable and dividend
yield and payout ratio is taken as dependent variable.
The ordinary least square multiple regression is used to
find the results. Leverage and growth both have
negative relationship with stock price volatility and there
is positive relationship observed between the payout
ratio and the stock price volatility.

Asghar at all (2011) conducted research on
effect of dividend policy on stock price risk in Pakistan.
The purpose of the study is to check the relationship
between dividend policy and stock prices. The data is
taken for the five important sectors i.e., chemical,
cement, sugar, engineering, synthetic & fiber for the
period 2005-2009 from the published resources of state
bank of Pakistan and Karachi stock exchange. Price
volatility is taken as dependent variable while dividend
yield, dividend payout price ratio, earning volatility and
growth in assets taken as independent variables.
Regression model based on Baskin (1989) docu-
mentation was used to conclude the results. The results
of this study prescribes that Price volatility has strong
positive correlation with dividend yield but PV is highly
negatively correlated with growth in assets.

Joshi (2011) examines the impact of dividend
on stock prices in Nepal. The aim of the study is to
examine the relationship of dividend and the stock
prices in the context of Nepal. The data for this study is
taken as 210 listed companies taken for the year
2010/11. Out of 210, 163 companies were selected for
the study on the basis of accessibility of data which
includes 163 from banking and 46 from non-banking
sector. In this study the dependent variable is current
market stock price and four other variables are taken as
independent namely dividend per share, lagged price
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earnings ratio, lagged market price per share and
retained earnings per share,. The descriptive statistics
and regression analysis is used to conclude the results.
The result of this study showed that dividend per share
is a motivating factor and has strong effect on market
price per share of the banking and non banking firms. It
is also analyzed that dividend per share has greater
effect on stock prices than retained earnings per share.
Finally the study shows that both dividend and retained
earnings per share effect stock prices of banking and
non banking sector.

Mokaya. S; Nyang'ara. D and James. L (2013)
explains how dividend policy effect market share price in
banking industry of Kenya. This study covered the
sample of 100 respondents represented a population of
47000 general public shareholders questioners were
used to collect the data. Market share value is the
dependent variable and dividend policy is the
independent variable. Descriptive and inferential sta-
tistics were used to determine and explain variable’s
relationships. The study concluded that National Bank of
Kenya had a dividend policy and this dividend policy is
the major factor driving NBK share value. It has been
seen that an increase in dividend payout may result an
increase in share price.

Khan. A ; Khan.K (2011) conducted research on
dividend payout policy and its effect on stock prices.
The purpose of the study is to determine the factors of
dividend payout policy that affect the stock prices. The
sample in this study is 131 companies listed at Karachi
Stock Exchange for a period of 10 years from 2001 to
2010. Panel data approach is used to measure the
relation between dividend policy and stock prices. In this
study price volatility is taken as dependent variable
which is calculated by using Parkinson method of
extreme values. Retention ratio, stock dividend per
share, earning per share, net profit after tax and return
on equity are used as independent variables to study
the effect of stock prices. The results of this study
showed that the stock dividend, earnings per share,
profit after tax, and return on equity has positive effect
on stock prices and retention ratio has negative effect

on stock prices. Overall it is concluded in this study that
dividend policy has significant positive effect on stock
prices.

c) Objectives of the Study

e To check the relationship between dividend payout
and shareholders wealth.

e To check the effect of Earning per Share on
shareholders wealth.

e To estimate the impact of retained earnings and
past performance of the company on shareholders
wealth.

d) Needs & Significance of Study

It is very important for the corporations to
formulate a dividend policy which enhances the value of
the business. Due to the globalization and privatization
of the firms, they face very difficulties in making the
profits. So the financial managers have to take this area
very deep and to think about it that how firms compete
in such type of modernized framework of businesses.

e) Variables
Based on our problem statement of the study
we define the following variables.

i. Dependent Variable
Shareholder's wealth is dependent variable
which is measured with market price per share.

ii. Independent Variable
Dividend policy is taken as independent
variable which is measured with the help of six ratios
namely price earnings ratio, earnings per share,
dividend per share, retained earnings ratio, lagged price
earnings ratio, lagged market price ratio.

1) Equation used for Analysis

In this study panel data approach is used to
analyze the relationship between dividend policy on
shareholder’'s wealth. Descriptive statistics and multiple
regression analysis is used to analyze the results.
Following regression model is used to show the
relationship between dividend policy and shareholder’s
wealth.

MPS = by + b1DPS + b,EPS + bs3LMPR + bsLPER + bsPER + bsRER + e

Where

MPS: Market price per Share

DPS: Dividend per Share

EPS: Earnings per Share

LMPR: Lagged Market Price Ratio
LPER: Lagged Price Earnings Ratio
PER: Price Earnings Ratio

RER: Retained Earnings Ratio
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EFFECT OF DIVIDEND POLICY ON SHARE HOLDER'S WEALTH: "A STUDY OF SUGAR INDUSTRY

IN PAKISTAN"

[I. CONCEPTUAL FRAMEWORK

Dividend Po

‘ Wealth

Shareholde

-

-

-

a) Hypothesis

H17: There is a significant positive relationship H3: There is a significant positive relationship
between market price per share and dividend per share.  between market price per share and lagged market

HZ2: There is a significant positive relationship  price ratio.
between market price per share and earnings per share.
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H4: There is a significant positive relationship
between market price per share and lagged price
earnings ratio.

H5: There is a significant negative relationship
between market price per share and price earnings ratio

H6: There is a significant negative relationship
between market price per share and retained earnings
ratio.

I11. RESEARCH METHODOLOGY

a) Sources of Data

This study used the secondary data which is
collected from the listed company’s data of Karachi
stock exchange and annual reports published at State
bank of Pakistan. Secondary data is the data which is

already used in some other research work. The data is
collected from the period of 2006-2011.

b) Sampling Design

The sample of the study is taken from the food
and producers sector and choose 33 companies out of
36 companies of sugar industry. The data is collected
for the period of 6 years from 2006 to 2011. Rest of the
companies from the sector is excluded from the study.

c) Statistical Techniques

We use multiple regression and descriptive
statistics to check the behaviour of the variables and to
check the impact of dividend policy on shareholder’s
wealth.

[V.  RESULTS AND DISCUSSION
Table 1. Descriptive Statistics
Variable| Mean | Maximum | Minimum Variance Std. Dev. |Observations
MPS | 0.150417 | 1.905378 | -1.869676 | 0.809656236 | 0.899809 33
DPS | 0.105389 | 0.640001 0 0.026178269 | 0.161797 33
EPS 0.627611 | 19.052 | -22.20333 | 87.19499441 | 9.337826 33
LMPR |[-0.022429| 0.575503 | -1.987883 | 0.168470023 | 0.410451 33
LPER [-0.342212| 6.132 -20.062 17.91933033 | 4.233123 33
PER |-5.935447| 23.86354 | -200.8203 | 1286.270968 | 35.86462 33
RER | 0.300204 | 10.82878 | -6.926171 | 5.644572941 | 2.375831 33

Table 1 shows the maximum MPS is 1.90% and
minimum is -1.8% with an industrial average of 0.15%.
The variance from the mean point is 0.80% and
standard deviation is 0.89%. The mean value of dividend
per share is 0.10% and the maximum DPS value is
0.64% and the minimum value is 0. The deviation from
the mean point is 0.26% and the dispersion in the series
is 0.16%. The earning per share average value is 0.62%.
The maximum value in the series 19% and the minimum
value is -22%. The variance from the mean is 87 and the
dispersion in the series is 9.33. In our model LMPR
average is -0.02 and ranges from minimum -1.98 to the

maximum of 0.57. The variance from the mean is 0.16
and the standard deviation is 0.41. The LPER minimum
value ranges from -20 to maximum value 6.1 and
averages -0.34. The dispersion in the series is 4.23 and
the variance from the mean is 17.9. The PER has the
highest standard deviation which is 35.8 and variance is
1286.27. The minimum value ranges from -200.8 to the
maximum of 23.8 having an average of -5.93. The sixth
independent variable is RER whose minimum value in
the data is -6.92 and the maximum of 10.8 with an
average of 33 observations is 0.30. The standard
deviation is 2.37 and the variance from the mean is 5.64.

Table 2 - Multiple Regression

Dependent Variable: MPS
Method: Least Squares
Included observations: 33

Variable Coefficient | Standard Error | t-Statistic | Probability
C 0.019101 0.024491 0.779916 0.4425
DPS 0.557187 0.144714 3.850258 0.0007
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EPS 0.09218 0.00258 35.73535 0

LMPR 0.981136 0.483297 2.030088 0.0527
LPER -0.102139 0.047152 -2.166174 0.0396
PER 6.82E-05 0.000456 0.149488 0.8823
RER 0.007326 0.007041 1.040578 0.3077

R-squared 0.992013
Adjusted R-squared 0.99017
F-statistic 538.2206
Prob(F-statistic) 0

Table 2 shows the multiple regression test. MPS
is taken as dependent variable and run the regression
using six independent variables namely dividend per
share, earning per share, lagged market price per share,
lagged price earning ratio, price earning ratio and
retained earning ratio. The relationship between MPS
and DPS is significant level at 5% which shows that the
DPS has strong positive relationship with MPS. The
second independent variable EPS has a significant
impact on MPS and has a maximum t-value which
shows that the MPS has greatly influenced by the
earning per share. The third independent variable is
Lagged market price ratio which has a significant
relationship with MPS at 5% level of significance. The
lagged price earnings ratio also affects the stock price
and it has a probability of 0.03 which is less than 5%

level of significance. The price earnings ratio and the
retained earnings ratio have probability values 0.88 and
0.30 respectively which shows that there is not of
significant relationship of these two variables on the
Market price per share of the sugar industries of
Pakistan. The R2 shows that 99% variations in MPS are
due to the explanatory variables. The p value of the f
statistic shows that all the regressors have jointly
significant relationship with dependent variable (MPS).

a) Hypothesis Testing

Hypothesis testing is used the check the
relationship between dividend policy and shareholder’s
wealth. We use multiple regression analysis to check our
hypothesis and the results are shown in the table.

No. Hypothesis Results Tools
There is a significant positive relationship between Accented Multiple
H1 | market price per share and dividend per share. ccepte Regression
There is a significant positive relationship between Multiple
H2 | market price per share and earnings per share. Accepted Regression
H3 There is a significant positive relationship between Accented Multiple
market price per share and lagged market price ratio. ceepte Regression
There is a significant positive relationship between Multiple
H4 ma_rket price per share and lagged price earnings | Accepted Regression
ratio.
There is a significant negative relationship between Reiected Multiple
HS | market price per share and price earnings ratio. €jecte Regression
There is a significant negative relationship between Reiected Multiple
HE | market price per share and retained earnings ratio. €jecte Regression

V. CONCLUSION

We have conducted the research to examine
the relationship between dividend policy on share-

holder’'s wealth of the sugar industry. For this study we
have selected the sample of 33 listed companies of
sugar industry out of 36 at Karachi Stock Exchange from
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the food and producers sector. The data is collected for

the period of 6 years from the year 2006 — 2011. The

results are concluded by applying descriptive statistics
and regression analysis between the dividend policy
and shareholder's wealth. From the results we con-
cluded that dividend per share, earnings per share,
lagged market price ratio and lagged price earnings
ratio has a significant positive relationship with
shareholder’'s wealth while price earnings ratio and
retained earnings ratio has not a significant relationship
with market price per share which shows that price
earnings ratio and retained earnings ratio does not
strongly affect the shareholder’s wealth.
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Even though low quality images are sufficient for review purposes, print publication requires high quality images to prevent the final
product being blurred or fuzzy. Submit (or e-mail) EPS (line art) or TIFF (halftone/photographs) files only. MS PowerPoint and Word
Graphics are unsuitable for printed pictures. Do not use pixel-oriented software. Scans (TIFF only) should have a resolution of at least 350
dpi (halftone) or 700 to 1100 dpi (line drawings) in relation to the imitation size. Please give the data for figures in black and white or
submit a Color Work Agreement Form. EPS files must be saved with fonts embedded (and with a TIFF preview, if possible).

For scanned images, the scanning resolution (at final image size) ought to be as follows to ensure good reproduction: line art: >650 dpi;
halftones (including gel photographs) : >350 dpi; figures containing both halftone and line images: >650 dpi.

Color Charges: It is the rule of the Global Journals Inc. (US) for authors to pay the full cost for the reproduction of their color artwork.
Hence, please note that, if there is color artwork in your manuscript when it is accepted for publication, we would require you to
complete and return a color work agreement form before your paper can be published.
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Figure Legends: Self-explanatory legends of all figures should be incorporated separately under the heading 'Legends to Figures'. In the
full-text online edition of the journal, figure legends may possibly be truncated in abbreviated links to the full screen version. Therefore,
the first 100 characters of any legend should notify the reader, about the key aspects of the figure.

6. AFTER ACCEPTANCE

Upon approval of a paper for publication, the manuscript will be forwarded to the dean, who is responsible for the publication of the
Global Journals Inc. (US).

6.1 Proof Corrections

The corresponding author will receive an e-mail alert containing a link to a website or will be attached. A working e-mail address must
therefore be provided for the related author.

Acrobat Reader will be required in order to read this file. This software can be downloaded
(Free of charge) from the following website:

www.adobe.com/products/acrobat/readstep2.html. This will facilitate the file to be opened, read on screen, and printed out in order for
any corrections to be added. Further instructions will be sent with the proof.

Proofs must be returned to the dean at dean@globaljournals.org within three days of receipt.

As changes to proofs are costly, we inquire that you only correct typesetting errors. All illustrations are retained by the publisher. Please
note that the authors are responsible for all statements made in their work, including changes made by the copy editor.

6.2 Early View of Global Journals Inc. (US) (Publication Prior to Print)

The Global Journals Inc. (US) are enclosed by our publishing's Early View service. Early View articles are complete full-text articles sent in
advance of their publication. Early View articles are absolute and final. They have been completely reviewed, revised and edited for
publication, and the authors' final corrections have been incorporated. Because they are in final form, no changes can be made after
sending them. The nature of Early View articles means that they do not yet have volume, issue or page numbers, so Early View articles
cannot be cited in the conventional way.

6.3 Author Services

Online production tracking is available for your article through Author Services. Author Services enables authors to track their article -
once it has been accepted - through the production process to publication online and in print. Authors can check the status of their
articles online and choose to receive automated e-mails at key stages of production. The authors will receive an e-mail with a unique link
that enables them to register and have their article automatically added to the system. Please ensure that a complete e-mail address is
provided when submitting the manuscript.

6.4 Author Material Archive Policy

Please note that if not specifically requested, publisher will dispose off hardcopy & electronic information submitted, after the two
months of publication. If you require the return of any information submitted, please inform the Editorial Board or dean as soon as
possible.

6.5 Offprint and Extra Copies

A PDF offprint of the online-published article will be provided free of charge to the related author, and may be distributed according to
the Publisher's terms and conditions. Additional paper offprint may be ordered by emailing us at: editor@globaljournals.org .

You must strictly follow above Author Guidelines before submitting your paper or else we will not at all be responsible for any
corrections in future in any of the way.
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Before start writing a good quality Computer Science Research Paper, let us first understand what is Computer Science Research Paper?
So, Computer Science Research Paper is the paper which is written by professionals or scientists who are associated to Computer Science
and Information Technology, or doing research study in these areas. If you are novel to this field then you can consult about this field
from your supervisor or guide.

TECHNIQUES FOR WRITING A GOOD QUALITY RESEARCH PAPER:

1. Choosing the topic: In most cases, the topic is searched by the interest of author but it can be also suggested by the guides. You can
have several topics and then you can judge that in which topic or subject you are finding yourself most comfortable. This can be done by
asking several questions to yourself, like Will | be able to carry our search in this area? Will | find all necessary recourses to accomplish
the search? Will | be able to find all information in this field area? If the answer of these types of questions will be "Yes" then you can
choose that topic. In most of the cases, you may have to conduct the surveys and have to visit several places because this field is related
to Computer Science and Information Technology. Also, you may have to do a lot of work to find all rise and falls regarding the various
data of that subject. Sometimes, detailed information plays a vital role, instead of short information.

2. Evaluators are human: First thing to remember that evaluators are also human being. They are not only meant for rejecting a paper.
They are here to evaluate your paper. So, present your Best.

3. Think Like Evaluators: If you are in a confusion or getting demotivated that your paper will be accepted by evaluators or not, then
think and try to evaluate your paper like an Evaluator. Try to understand that what an evaluator wants in your research paper and
automatically you will have your answer.

4. Make blueprints of paper: The outline is the plan or framework that will help you to arrange your thoughts. It will make your paper
logical. But remember that all points of your outline must be related to the topic you have chosen.

5. Ask your Guides: If you are having any difficulty in your research, then do not hesitate to share your difficulty to your guide (if you
have any). They will surely help you out and resolve your doubts. If you can't clarify what exactly you require for your work then ask the
supervisor to help you with the alternative. He might also provide you the list of essential readings.

6. Use of computer is recommended: As you are doing research in the field of Computer Science, then this point is quite obvious.
7. Use right software: Always use good quality software packages. If you are not capable to judge good software then you can lose

quality of your paper unknowingly. There are various software programs available to help you, which you can get through Internet.

8. Use the Internet for help: An excellent start for your paper can be by using the Google. It is an excellent search engine, where you can
have your doubts resolved. You may also read some answers for the frequent question how to write my research paper or find model
research paper. From the internet library you can download books. If you have all required books make important reading selecting and
analyzing the specified information. Then put together research paper sketch out.

9. Use and get big pictures: Always use encyclopedias, Wikipedia to get pictures so that you can go into the depth.

10. Bookmarks are useful: When you read any book or magazine, you generally use bookmarks, right! It is a good habit, which helps to
not to lose your continuity. You should always use bookmarks while searching on Internet also, which will make your search easier.

11. Revise what you wrote: When you write anything, always read it, summarize it and then finalize it.
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12. Make all efforts: Make all efforts to mention what you are going to write in your paper. That means always have a good start. Try to
mention everything in introduction, that what is the need of a particular research paper. Polish your work by good skill of writing and
always give an evaluator, what he wants.

13. Have backups: When you are going to do any important thing like making research paper, you should always have backup copies of it
either in your computer or in paper. This will help you to not to lose any of your important.

14. Produce good diagrams of your own: Always try to include good charts or diagrams in your paper to improve quality. Using several
and unnecessary diagrams will degrade the quality of your paper by creating "hotchpotch." So always, try to make and include those
diagrams, which are made by your own to improve readability and understandability of your paper.

15. Use of direct quotes: When you do research relevant to literature, history or current affairs then use of quotes become essential but
if study is relevant to science then use of quotes is not preferable.

16. Use proper verb tense: Use proper verb tenses in your paper. Use past tense, to present those events that happened. Use present
tense to indicate events that are going on. Use future tense to indicate future happening events. Use of improper and wrong tenses will
confuse the evaluator. Avoid the sentences that are incomplete.

17. Never use online paper: If you are getting any paper on Internet, then never use it as your research paper because it might be
possible that evaluator has already seen it or maybe it is outdated version.

18. Pick a good study spot: To do your research studies always try to pick a spot, which is quiet. Every spot is not for studies. Spot that
suits you choose it and proceed further.

19. Know what you know: Always try to know, what you know by making objectives. Else, you will be confused and cannot achieve your
target.

20. Use good quality grammar: Always use a good quality grammar and use words that will throw positive impact on evaluator. Use of
good quality grammar does not mean to use tough words, that for each word the evaluator has to go through dictionary. Do not start
sentence with a conjunction. Do not fragment sentences. Eliminate one-word sentences. Ignore passive voice. Do not ever use a big
word when a diminutive one would suffice. Verbs have to be in agreement with their subjects. Prepositions are not expressions to finish
sentences with. It is incorrect to ever divide an infinitive. Avoid clichés like the disease. Also, always shun irritating alliteration. Use
language that is simple and straight forward. put together a neat summary.

21. Arrangement of information: Each section of the main body should start with an opening sentence and there should be a
changeover at the end of the section. Give only valid and powerful arguments to your topic. You may also maintain your arguments with

records.

22. Never start in last minute: Always start at right time and give enough time to research work. Leaving everything to the last minute
will degrade your paper and spoil your work.

23. Multitasking in research is not good: Doing several things at the same time proves bad habit in case of research activity. Research is
an area, where everything has a particular time slot. Divide your research work in parts and do particular part in particular time slot.

24. Never copy others' work: Never copy others' work and give it your name because if evaluator has seen it anywhere you will be in
trouble.

25. Take proper rest and food: No matter how many hours you spend for your research activity, if you are not taking care of your health
then all your efforts will be in vain. For a quality research, study is must, and this can be done by taking proper rest and food.

26. Go for seminars: Attend seminars if the topic is relevant to your research area. Utilize all your resources.
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27. Refresh your mind after intervals: Try to give rest to your mind by listening to soft music or by sleeping in intervals. This will also
improve your memory.

28. Make colleagues: Always try to make colleagues. No matter how sharper or intelligent you are, if you make colleagues you can have
several ideas, which will be helpful for your research.

29. Think technically: Always think technically. If anything happens, then search its reasons, its benefits, and demerits.

30. Think and then print: When you will go to print your paper, notice that tables are not be split, headings are not detached from their
descriptions, and page sequence is maintained.

31. Adding unnecessary information: Do not add unnecessary information, like, | have used MS Excel to draw graph. Do not add
irrelevant and inappropriate material. These all will create superfluous. Foreign terminology and phrases are not apropos. One should
NEVER take a broad view. Analogy in script is like feathers on a snake. Not at all use a large word when a very small one would be
sufficient. Use words properly, regardless of how others use them. Remove quotations. Puns are for kids, not grunt readers.
Amplification is a billion times of inferior quality than sarcasm.

32. Never oversimplify everything: To add material in your research paper, never go for oversimplification. This will definitely irritate the
evaluator. Be more or less specific. Also too, by no means, ever use rhythmic redundancies. Contractions aren't essential and shouldn't
be there used. Comparisons are as terrible as clichés. Give up ampersands and abbreviations, and so on. Remove commas, that are, not
necessary. Parenthetical words however should be together with this in commas. Understatement is all the time the complete best way
to put onward earth-shaking thoughts. Give a detailed literary review.

33. Report concluded results: Use concluded results. From raw data, filter the results and then conclude your studies based on
measurements and observations taken. Significant figures and appropriate number of decimal places should be used. Parenthetical
remarks are prohibitive. Proofread carefully at final stage. In the end give outline to your arguments. Spot out perspectives of further
study of this subject. Justify your conclusion by at the bottom of them with sufficient justifications and examples.

34. After conclusion: Once you have concluded your research, the next most important step is to present your findings. Presentation is
extremely important as it is the definite medium though which your research is going to be in print to the rest of the crowd. Care should
be taken to categorize your thoughts well and present them in a logical and neat manner. A good quality research paper format is
essential because it serves to highlight your research paper and bring to light all necessary aspects in your research.

INFORMAL GUIDELINES OF RESEARCH PAPER WRITING

Key points to remember:

®  Submit all work in its final form.
e Write your paper in the form, which is presented in the guidelines using the template.
e  Please note the criterion for grading the final paper by peer-reviewers.

Final Points:

A purpose of organizing a research paper is to let people to interpret your effort selectively. The journal requires the following sections,
submitted in the order listed, each section to start on a new page.

The introduction will be compiled from reference matter and will reflect the design processes or outline of basis that direct you to make
study. As you will carry out the process of study, the method and process section will be constructed as like that. The result segment will
show related statistics in nearly sequential order and will direct the reviewers next to the similar intellectual paths throughout the data
that you took to carry out your study. The discussion section will provide understanding of the data and projections as to the implication
of the results. The use of good quality references all through the paper will give the effort trustworthiness by representing an alertness
of prior workings.
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Writing a research paper is not an easy job no matter how trouble-free the actual research or concept. Practice, excellent preparation,
and controlled record keeping are the only means to make straightforward the progression.

General style:

Specific editorial column necessities for compliance of a manuscript will always take over from directions in these general guidelines.

To make a paper clear

- Adhere to recommended page limits
Mistakes to evade

® |Insertion a title at the foot of a page with the subsequent text on the next page
e  Separating a table/chart or figure - impound each figure/table to a single page
e  Submitting a manuscript with pages out of sequence

In every sections of your document
- Use standard writing style including articles ("a", "the," etc.)

- Keep on paying attention on the research topic of the paper

- Use paragraphs to split each significant point (excluding for the abstract)

- Align the primary line of each section

- Present your points in sound order

- Use present tense to report well accepted

- Use past tense to describe specific results

- Shun familiar wording, don't address the reviewer directly, and don't use slang, slang language, or superlatives

- Shun use of extra pictures - include only those figures essential to presenting results

Title Page:

Choose a revealing title. It should be short. It should not have non-standard acronyms or abbreviations. It should not exceed two printed
lines. It should include the name(s) and address (es) of all authors.
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Abstract:

The summary should be two hundred words or less. It should briefly and clearly explain the key findings reported in the manuscript--
must have precise statistics. It should not have abnormal acronyms or abbreviations. It should be logical in itself. Shun citing references
at this point.

An abstract is a brief distinct paragraph summary of finished work or work in development. In a minute or less a reviewer can be taught
the foundation behind the study, common approach to the problem, relevant results, and significant conclusions or new questions.

Write your summary when your paper is completed because how can you write the summary of anything which is not yet written?
Wealth of terminology is very essential in abstract. Yet, use comprehensive sentences and do not let go readability for briefness. You can
maintain it succinct by phrasing sentences so that they provide more than lone rationale. The author can at this moment go straight to
shortening the outcome. Sum up the study, with the subsequent elements in any summary. Try to maintain the initial two items to no
more than one ruling each.

®  Reason of the study - theory, overall issue, purpose

®  Fundamental goal

®  To the point depiction of the research

®  Consequences, including definite statistics - if the consequences are quantitative in nature, account quantitative data; results
of any numerical analysis should be reported

e  Significant conclusions or questions that track from the research(es)

Approach:
®  Single section, and succinct
® Asaoutline of job done, it is always written in past tense
® A conceptual should situate on its own, and not submit to any other part of the paper such as a form or table
®  Center on shortening results - bound background information to a verdict or two, if completely necessary
e What you account in an conceptual must be regular with what you reported in the manuscript

e  Exact spelling, clearness of sentences and phrases, and appropriate reporting of quantities (proper units, important statistics)
are just as significant in an abstract as they are anywhere else

Introduction:

The Introduction should "introduce" the manuscript. The reviewer should be presented with sufficient background information to be
capable to comprehend and calculate the purpose of your study without having to submit to other works. The basis for the study should
be offered. Give most important references but shun difficult to make a comprehensive appraisal of the topic. In the introduction,
describe the problem visibly. If the problem is not acknowledged in a logical, reasonable way, the reviewer will have no attention in your
result. Speak in common terms about techniques used to explain the problem, if needed, but do not present any particulars about the
protocols here. Following approach can create a valuable beginning:

Explain the value (significance) of the study

e  Shield the model - why did you employ this particular system or method? What is its compensation? You strength remark on its
appropriateness from a abstract point of vision as well as point out sensible reasons for using it.

®  Present a justification. Status your particular theory (es) or aim(s), and describe the logic that led you to choose them.

® Very for a short time explain the tentative propose and how it skilled the declared objectives.

Approach:

®  Use past tense except for when referring to recognized facts. After all, the manuscript will be submitted after the entire job is
done.

®  Sort out your thoughts; manufacture one key point with every section. If you make the four points listed above, you will need a
least of four paragraphs.
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®  Present surroundings information only as desirable in order hold up a situation. The reviewer does not desire to read the
whole thing you know about a topic.

e  Shape the theory/purpose specifically - do not take a broad view.

®  Asalways, give awareness to spelling, simplicity and correctness of sentences and phrases.

Procedures (Methods and Materials):

This part is supposed to be the easiest to carve if you have good skills. A sound written Procedures segment allows a capable scientist to
replacement your results. Present precise information about your supplies. The suppliers and clarity of reagents can be helpful bits of
information. Present methods in sequential order but linked methodologies can be grouped as a segment. Be concise when relating the
protocols. Attempt for the least amount of information that would permit another capable scientist to spare your outcome but be
cautious that vital information is integrated. The use of subheadings is suggested and ought to be synchronized with the results section.
When a technique is used that has been well described in another object, mention the specific item describing a way but draw the basic
principle while stating the situation. The purpose is to text all particular resources and broad procedures, so that another person may
use some or all of the methods in one more study or referee the scientific value of your work. It is not to be a step by step report of the
whole thing you did, nor is a methods section a set of orders.

Materials:

®  Explain materials individually only if the study is so complex that it saves liberty this way.
e  Embrace particular materials, and any tools or provisions that are not frequently found in laboratories.
® Do not take in frequently found.

e If use of a definite type of tools.

e  Materials may be reported in a part section or else they may be recognized along with your measures.
Methods:

e  Report the method (not particulars of each process that engaged the same methodology)

®  Describe the method entirely
To be succinct, present methods under headings dedicated to specific dealings or groups of measures
¢ Simplify - details how procedures were completed not how they were exclusively performed on a particular day.

If well known procedures were used, account the procedure by name, possibly with reference, and that's all.

Approach:

® |t is embarrassed or not possible to use vigorous voice when documenting methods with no using first person, which would
focus the reviewer's interest on the researcher rather than the job. As a result when script up the methods most authors use
third person passive voice.

®  Use standard style in this and in every other part of the paper - avoid familiar lists, and use full sentences.

What to keep away from

®  Resources and methods are not a set of information.
®  Skip all descriptive information and surroundings - save it for the argument.
®  |leave out information that is immaterial to a third party.

Results:

The principle of a results segment is to present and demonstrate your conclusion. Create this part a entirely objective details of the
outcome, and save all understanding for the discussion.

The page length of this segment is set by the sum and types of data to be reported. Carry on to be to the point, by means of statistics and
tables, if suitable, to present consequences most efficiently.You must obviously differentiate material that would usually be incorporated

in a study editorial from any unprocessed data or additional appendix matter that would not be available. In fact, such matter should not
be submitted at all except requested by the instructor.
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Content

Sum up your conclusion in text and demonstrate them, if suitable, with figures and tables.
In manuscript, explain each of your consequences, point the reader to remarks that are most appropriate.
Present a background, such as by describing the question that was addressed by creation an exacting study.
Explain results of control experiments and comprise remarks that are not accessible in a prescribed figure or table, if
appropriate.

e  Examine your data, then prepare the analyzed (transformed) data in the form of a figure (graph), table, or in manuscript form.
What to stay away from

® Do not discuss or infer your outcome, report surroundings information, or try to explain anything.
L] Not at all, take in raw data or intermediate calculations in a research manuscript.

® Do not present the similar data more than once.
®  Manuscript should complement any figures or tables, not duplicate the identical information.

®  Never confuse figures with tables - there is a difference.
Approach

e Asforever, use past tense when you submit to your results, and put the whole thing in a reasonable order.
e  Put figures and tables, appropriately numbered, in order at the end of the report

e |f you desire, you may place your figures and tables properly within the text of your results part.
Figures and tables

e |f you put figures and tables at the end of the details, make certain that they are visibly distinguished from any attach appendix
materials, such as raw facts

®  Despite of position, each figure must be numbered one after the other and complete with subtitle
®  |n spite of position, each table must be titled, numbered one after the other and complete with heading

e Allfigure and table must be adequately complete that it could situate on its own, divide from text
Discussion:

The Discussion is expected the trickiest segment to write and describe. A lot of papers submitted for journal are discarded based on
problems with the Discussion. There is no head of state for how long a argument should be. Position your understanding of the outcome
visibly to lead the reviewer through your conclusions, and then finish the paper with a summing up of the implication of the study. The
purpose here is to offer an understanding of your results and hold up for all of your conclusions, using facts from your research and
generally  accepted information, if  suitable.  The implication of  result  should be  visibly  described.
Infer your data in the conversation in suitable depth. This means that when you clarify an observable fact you must explain mechanisms
that may account for the observation. If your results vary from your prospect, make clear why that may have happened. If your results
agree, then explain the theory that the proof supported. It is never suitable to just state that the data approved with prospect, and let it
drop at that.

®  Make a decision if each premise is supported, discarded, or if you cannot make a conclusion with assurance. Do not just dismiss
a study or part of a study as "uncertain."

®  Research papers are not acknowledged if the work is imperfect. Draw what conclusions you can based upon the results that
you have, and take care of the study as a finished work

®  You may propose future guidelines, such as how the experiment might be personalized to accomplish a new idea.

®  Give details all of your remarks as much as possible, focus on mechanisms.

®  Make a decision if the tentative design sufficiently addressed the theory, and whether or not it was correctly restricted.
®  Tryto present substitute explanations if sensible alternatives be present.

®  One research will not counter an overall question, so maintain the large picture in mind, where do you go next? The best
studies unlock new avenues of study. What questions remain?

e  Recommendations for detailed papers will offer supplementary suggestions.
Approach:

®  When you refer to information, differentiate data generated by your own studies from available information
®  Submit to work done by specific persons (including you) in past tense.
= Submit to generally acknowledged facts and main beliefs in present tense.
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ADMINISTRATION RULES LISTED BEFORE
SUBMITTING YOUR RESEARCH PAPER TO GLOBAL JOURNALS INC. (US)

Please carefully note down following rules and regulation before submitting your Research Paper to Global Journals Inc. (US):

Segment Draft and Final Research Paper: You have to strictly follow the template of research paper. If it is not done your paper may get

rejected.

. The major constraint is that you must independently make all content, tables, graphs, and facts that are offered in the paper.
You must write each part of the paper wholly on your own. The Peer-reviewers need to identify your own perceptive of the
concepts in your own terms. NEVER extract straight from any foundation, and never rephrase someone else's analysis.

e Do not give permission to anyone else to "PROOFREAD" your manuscript.

®  Methods to avoid Plagiarism is applied by us on every paper, if found guilty, you will be blacklisted by all of our collaborated
research groups, your institution will be informed for this and strict legal actions will be taken immediately.)

®  To guard yourself and others from possible illegal use please do not permit anyone right to use to your paper and files.

. © Copyright by Global Journals Inc.(US)| Guidelines Handbook

XVII



Please note that following table is only a Grading of "Paper Compilation" and not on "Performed/Stated Research" whose grading
solely depends on Individual Assigned Peer Reviewer and Editorial Board Member. These can be available only on request and after

CRITERION FOR GRADING A RESEARCH PAPER (COMPILATION)
BY GLOBAL JOURNALS INC. (US)

decision of Paper. This report will be the property of Global Journals Inc. (US).

Abstract

Introduction

Methods
Procedures

Discussion

References

XIX

Grades

Clear and concise with
appropriate content, Correct

format. 200 words or below

Containing all background
details with clear goal and
appropriate  details, flow
specification, no grammar
and spelling mistake, well
organized sentence and

paragraph, reference cited

Clear and to the point with
well arranged paragraph,
precision and accuracy of
facts and figures, well

organized subheads

Well organized, Clear and
specific, Correct units with
precision, correct data, well
structuring of paragraph, no
grammar and spelling
mistake

Well organized, meaningful
specification, sound
conclusion, logical and
concise explanation, highly

structured paragraph
reference cited
Complete and correct

format, well organized

Unclear summary and no
specific data, Incorrect form

Above 200 words

Unclear and confusing data,
appropriate format, grammar
and spelling errors with
unorganized matter

Difficult to comprehend with
embarrassed text, too much
explanation but completed

Complete and embarrassed
text, difficult to comprehend

Wordy, unclear conclusion,
spurious

Beside the point, Incomplete

E-F

No specific data with ambiguous
information

Above 250 words

Out of place depth and content,
hazy format

Incorrect  and unorganized

structure with hazy meaning

Irregular format with wrong facts
and figures

Conclusion is not  cited,
unorganized, difficult to

comprehend

Wrong format and structuring
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