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ARSTRACT _

g eaf popry herve dtscavoad the med effect af facvvased size on risk Tevelv i
o secwwitivs, tere sill pemains ar remackall enpiriea’ poh e the Tiaece
Fiem e obective of Wnis prnps B 1o T s gick o leasd fana el e
e prorgfiadine risk of sl s, pigetlian sdp dnd Brge sine parifiios gver e
63 s DY Tiee resrelrr shione st O ek oF o pordioh o recfieces @8 5520 dmo‘rovey
s dhen odditioan fncrease i slze e o considerable facrease in ek T
s finctier mrevedl Hrat ol 1 poenfilin i i apiisen sisd panifolio in
Famiing naiém

; Eiwh Marmgement, Opipwm Pergiolie, Bl

LR
Bet ffwem yemrs the hanking asd the oversll financial systems of Nigerin have been underging
facllismed by deregulation, miovigions in informstlon techpobapy and the dibsgration o
1l mabsy The preEssuns af |:1,|||1|p|:'|||;.i-|:|r|. srising from these champes fomces banks o hoedd a well
diversified part fobie with the aim of reducing risk, Virtually, all the benks in Migerin finsmtial
e srmepy o 1k redogiion which limately invobees ogtfmum sclection of negafively
seouritien 4 form & risk hedped porfolio, However, in managing portbafios of banks. it Is idead
whoaild Be cpwiloies of ihe mber ol secutilied in theis plm‘tﬁ.ﬂin:. Thiz s why Franci {1085,
W povtinlio mansgers shoukd noc become oversealous and spoddd Thelr mesounces over D0 mary
M wm ooe fifeen diffcrent asses pre sefevmed B @ pordodlo, the madimum Bonefis e najg
cation meowl  be nitined.  Further spreading of 1he ponfolio’s asiets s comainly & supeafluous
son el @ much = possible. il should be avoided.  This, bn practice, porifollo manogement i
i smed @ mefucing risk by adpating ihe sumber of ussens Inoaopondedlo, In view of ihis, ear
:"' Hiding il by Evans and Archer (1963 reached their concliasion by simolming il relmionchip
etk mind the spnber of ocks, They fousd ou § bad the rskreduction eff=0r diminis h rapidly oz ihe
b o sl Ineesses and coneladsd thn 1the ecanomeic benefiss of ma naging a porfolio ure wirsdi
w s pertfolin conmdns 00100 N siecks. Ehsn ol Gruber { 197T7) invesigaled the relationship
rie el W nomibesr of giocks fther and provided s sonkvtical solution for the relsisonship
ghe mun, Elon arsl Greher's resubts revenl thai 3| percent ol a2 porifedig sandard devintion iz
s mumiber of securitien increstes from 1100 10, Adding 100 more sccurities eliminabes an
§ persess of stk devistion amd - increastog the mamber of seairiien (0 W climvinies anly 2n
2 pomonit el the stnndard desintion.  Efficlest diverdificstion of poetfolio manssemenl docs
:nlnur.‘: mom b namber of dilferenn ndostries o sccurnbes. A pofolio shat honses B (0
- oo el ol poducingg e sotdl Flsk oo e qual s svancimitic Thshe sohble e imsy stemats rsk &
rl-rrw-miu deersificd avom (GUH 983 bnan equil v, the sdy of Reilly {19851 compiomons
ol CIUP (1982 by stressing tha it ks pessible w0 derive most of the benelis ol diversiieation with o
by comainiimy of 10 10 ER-stacks, hence s hold an =fhcient postfictio does oot regeilee. 20 @ocks 1o be
W potticdio. The complimentary  studids of shese o authors imply that abeee s o level in which
s et B onitapped imbo Giquidite frep and ar shat Goved o becomes imrm-ﬂrnl: 513 H‘|E'H1|i,p|!JEH. o
i T, 6 current shedy ds g fresh sstempt so examing: (17 the gsignt o which paibmarka risk
i B redacod b ponfolss marsagemenil and 121 the rature of the relationship herwesn a pardndic’s risk
e ahes b smady o sericured inbg fonr senions voe 0| Tiserdnme reiiew |1 m.edm;i-ulng:. aptad 2lriia
coipaoen, o 1) svanby s o emypdricol resubss and & opnckusidn,

o

LITERAT L HE REVEEW

har digarszion g fur centres on 2 ficient ponfolio of bow effiien portfatiocan be somired by olfasting he
smamber of  securities i o ponivlio und selecing perfaoly nopatiel carrelated securitics. These o
pvesiema! laos o (Tnance Aemivre which were ninlnied by (M=rhowity 1B, Makowite in Ric
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celeiwid papes tfled “porfolio selection™ held il siew that T securities nensms sne ol correlned, e riak
of & portlolio cannm be eliniinated theough diversitleation, B will be fike Tippiog a coin ke e caw
predict Wl confidence the putcanie of a single Mip. hot i 8 oreal many coins are fipped we con be s irzatle
ree that head will spjpesr sppropriate cne hadf of therm: Since camcelling ot chances ewerns peoyides -'|$|'||||I1

b et dfishirsement of banking companies, correlation gmehg securitiel reburna Bowever prevars similar
markes problems, He concludes that if comelation smong seourity rensmd were perfect. That is, mose up and
down in perfect union, manasement of porifolio which sssemially imvohves adiusrlag the mimilser of Sk m

poriinhio can do nonhing 10 eliminats risks, In essence bolfore fiek van be reduosd of complarety elimirabed;

secueity relums st have & perteeily negative correlation costficient 11 Olowe (1994} goes tunber b

explain the effecy of correlation coeftickent on a well manssed ponfofio by sressing  that an invesior con

reduee wlnive rsk, i he or she selects seourivies whiase revarns are megalivel aseociated with one moiber in
such an ppiima] mammer, Crtimaliiy in this consesr-demands shar the comrelation creficient sbould be -1 o7
clase 1 -1, The lower the correlation co=ficiens of secuiities @ & pombadic, e more sffective ihe portialice
i managed i reducing ihe ponifoli overall risk, Therelore, o good porfolio is not simply. & collectiom of
e but rather how the investmens in the pomictio (1 logober Based an their cormelalam coeitheieny
(faffrwy 20030 Funhermorne 8 s#1 of notable researchers hiod eipphiically or critically |ecked ol whay
happens b porobio risk a5 randomly seecked stocks wre combanad oo form equatly fietghsemed poriolbin,
Ihis i documentad in the various studlies foom Eamn (19763, Slarkorw b 195201950 Sharpe (198 1. Even
and Neher {1968, Jonne (1989, Haim ardl Mavshall 198400 Ehoury | | 9835 Miermen ¢ 1980, Federics and
Albeno (20025 ELOCAL 1998), ?-]J'::rg aind Hml:& {195k because their findings show that 2 the number of
ozscis in @ portiiolio incresses, the risk that the indinvidial xssets comributes t the portfolio raduves 1o be
extlmsvely the covariance risk. Their illustratioes are given s falbows: Fama [ F976) lastraed the et
vhich misk coald be rediced by varving the size of a portfolin. He randamby selected 3 Mewwark sock

Exchange (MYSE) monthly Ested sscurities apd caloulated their standard devistion using monthly dasn from
Jubs (19635 18 fune { 19GE)L Them & single security wias sefeted ramdomiy, (i srand o devialan was areand
I'F%. e found o that wisen il security was combieed with seoifer, alse /i smily selected 1o fonm o
edually wieizhied porifolio of two scurities. the standard desiation fell 1o07.2%, Sikg by siep more seodrities
were: (] pmlly ssdded to thse portislio undil a2l 50 secusiries were incleded, A1 & paist e standard deyiation
quickly approachied: a limd teal s soughily coual 10 ke average covarfance af all securities. Miller md
Scholes { 1972), huwing worked on a different body of dmn irdicated fhat by granbing uncurilss Hilg o
ponfol, the unsysiematic sk are being sliminsted aflowing a clear view of the relationship berween
refems mnd systemaic risk. Myer aod Bresiey (1996) compare the standard deviathon i comimon siocks
beiweem Coca Cobs and Compay. Their resalis show that the individosl uund:l'lll_'.' el the seeiipity | 21.0%:
for Coca Cola and 43.5% for Compag respectively. The results show that the staerdssd deviniion of &
partinlio with Faif vestments in cach was 26.5% which i relatively small compare o lvvesting n cither of
the securities. Thus thesr fimdings are reploations of Mackaw Hz's wiews, which supporied the commion
practise of portfals manspemn e and showed exactly how an invesion could reduce 1he standard deviation af
a porifodia by choosing stocks thal do oot ipove exacily rogesher. This s in the wndem woith the hypothesis
thal. increasing the mumber of stocks in o portfolio reduces variability, ELCA (1998) Board of persions
indicares thin the smisdbnl devisibon 15 5 aaistical method showing the vanisbil iy of securities in a ponfoiio.
For insence, bevaen 1972 and 1954, [ong term iessun bonds returned an average of BA%% with a sandard
deviaran of | 1L0% (meamiremg (e ihe Botds ansuil relams over 23 years varied as much 29 °71.9% pomg
from 1he avernge) Doy the same period, o porifolio consistsieg of rao-thind {273} large capitalizasion
stowks and eog-thind {1/5) Teessury bill had the same standard deviation = the bond only. Howeer, the
average investment relum was 2% poind higher e 1006%. T, b partfolk tha included typicadly riskicr
investiments was scumlly egually risky diz fo ibe diversificarion lfece, This board comcleded il the
divemsification effect which is deeply rooted on efficicnt of a ponfoli provides the opporunity’ for Jrigh
retuns with much kess risk i yoo0 allocsle youor accowdl ameap different fypes of imestmente. The i
because different lypes of mvessments temd o behave differsth n varfous coonomic nnd market dicelons,
The possible cfoct of an efficiently managed ponfolbo iz alse seen in ibe works of Faderico ef ol 20020 In
explaining the model of portfolio diversilication of an elecioral imvesiment, te model  conoeivis pablic
epending, a5 an investment with variable risk aceruing to specific policy instruments.  FThey boeied fom
the standard capitalization -assed pricing model and ‘mesn varmnce anafysks o finance to specily the
comparsive siatistic of mm optismal parlobic chosee amang wariaws types of poblic expenditure. Adaping 1he
chassic menn varinnee relaionstiby from the work of Markowlz (1952, ey (1752), Sherpe {1564)
Litnen 13651 they concluded thal edrlier models assume that incumbent politichans wre fik averse actoss
whi seak ihe best availabile mix oF projecss 10 maxinise vore shares and reduce risk, Politicians would prefer

i1




b hivest restuances i poods and pervices dhat provide de hghew pomibile elecioral yiekl with the bowes

.:. postibie varsnce in expocied ourcame. Therefona, form these varlous analyses, thers b an ingilicstion e
. s the nimber of rendomly selecied wocks held in o portfollo b icreased, ihe intal risk of the porifulio i
2 redisced undll 1t becomen fhe systemic dsk. This will however, be subject 1o the magnitudo of cormelatan
;I- canfMicte (), for o low vakie of r provides s Fimes el of an efficiently managed penfillo
"3 METHODOLOGY
:-. Tt ierchel mclipied I this sty b8 deeply maoted bn the herose work of Madow e (1952). Harry larkowiia
4 I'ﬂill'l.l.“ﬂ'lrﬂr phowed thinr the varanee of o portfolio of N ssseis s glvan by
s Sl =G I WBEN. T WM st n
'::: Where! £, in the porifols varance
# &M thse vnrlance of seiriy
I'I'I" f %, s the mandard deviaton of secarlty (1
X &, i il ol d deviation of seaicdiy ()
. " I, In e oorelnelon beqwoen asanin | and |
I""": F 15 i niimbier of st
2 Let's misueme o speciol case whens 5§ eguals the avenige dlindsn) devistion <81 and Ri| equals the sverge |
Hg coirelatlon coelficiem =v for wll L ilvwen oguminn shovr becomes s
-“‘;ﬂ' Sp= LN=1W2-8"2¢TN_I=(EN_j=1 whare }# |
: iz in moted thad the peim 0 the welghts of the iwo iecurhiles equals one Le. Wi+ W) =, terclom, for -4
’: et it (1 — "W). Subaglniie thka Enio e las) demm ol b 2 hin
'“'; S = 0+ TN TR WEh o misimns ()
k Espuntiins { V) g b slenpl MNad fumler, iF vwe assume egqual wetighting, oequation (43 as Tolless:
r’:" e g e e ) T T )
il i 140 shovws & e il Fisk (varlaneel of 8 porfolio can be broken dewn (o s componei
i firws commponest w, sewented by S°-3r whows be pouiilon of he wotal Fek that can bo #llminsiod by
oo g W et ol Boou ki in @ panfolin, This compenenl 18 commin © &l lnvwsion on e markee anid
it ot i iystoende o non-divierslfabde risk sod Elion snd Gruber (197T), In Sharpa conirmsi, e saooid
it p: epreseniand by 5 |11 /N ean be efTecelvely reduced or ity ebiminnied e dncramiing ibhe
P e ol wocks i a portfols This pan of tial rhi s called unsystemis o diversiflible tik and fis
‘I"mﬂ ory el b meludeid Tupldiy, vinoe &8 N ingrdakes, [N approaches gem very quickly, The lavel of
Moo e e bir achloved in & porlolia s lmised or bounded by the sywemic risk, T, the
o of sk withim i partfolio of Lngremsing slee pan only be achbeved by 1 elimination of the
ke e il o sealdhl varkancn |wherin i dhe Imvaitmenl. Tao baste technbguem Bive hoen adviidad |n
i Wberatars b mocssaire il impact of vine on poavfokio rlik. (hewe are graphical approach and siatilicl
el rophiosl spprosch nistaechirs unmlly simulate porfolie of Ivcressing sl (typloally aguab weighi,
e B oo il adnl dema. and ealcisliie the level of sk {sandanl devistion of variance ol rerma) for onch
i o The individual partfalla flsks are ten aversged and ploned ageins ponfalia slee, Thie reulang
i ¥ i s ﬁ.l-n'_ w indiksl pipld degling in average portfollo rlsk which then appors swey mowards
o Lawed”, The stutistivnl spproadh Follivws much he same procedure with & large numbse of
i ol ngresning Aloe sbulaigd (e nilivElual d@@e i wliich some medaures ol rsks e
isspos e sk pornfilin and ihe nésiltant valugs for wach porifoli size avenged, The rescarchars ms
i ay e veudn graphidally sndfor more ussslly employ regresslon muthodisleggy' w0 darive the
g sy Do The avemniang of 1ok ond the portfofeo e see Barber (1991 ) and Callen (1991 ),
M " regersabin appeanch sdopied bn the Hoeraburs s supgpested by Bwim o Archer (&) | 11H)
b e erhamn B pLandaed diy Imiion (il sk ol @ pertfalio o the omber of invesimenis leid ming
UL T T N — P EER AT i
:..m.: permsivr 1001t regrossion of wial sk o sandanl desiation on [ sbows the inpecs of
i, In i i wmy wianle plsk within (e povifolio bevase any (8l in e vidie of the stunclasd

b & commequeiice of the reluciion of the unsysiemit rak withln the partfolio. L&A iour
A englminad FH.6%% 0l the s ariability of the mean standard din (azion for LS ssook madkel, 1hair

b @t the reduction iy sandand devipnon win substantial up ne poriislo of eighe o sen
-';i-r ity spwailinl dees (ntbie of P poifallo Bedaime miympioie o the markes slsb o iy Meric
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Ihit sexinid regivsbon approdach b suggesed by Wapoee and Law (Wl 19700 This spproadd i i
praportion of marker tisk in s ponfolio o indicie e seduction in ik schicved by icresing portfolio sive
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