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Measurement of Risk

Quantification of risk is known as measurement
of risk.

Two approaches are followed in measurement
of risk:

* (i) Mean-variance approach, and
* (ii) Correlation or regression approach.
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CORRELATION OR REGRESSION

METHOD

* Correlation or regression method is

used to measure the systematic risk.
Systematic risk is expressed by P
and is calculated by the following
formula:‘3 _ Jin%iOm
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Where, r,, = Correlation coefficient between the
returns of stock i and the return of the market
index,

o, = Standard deviation of returns of the market
index, and

o, = Standard deviation of returns of stock i.
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REGRESSION METHOD

e Using regression method we may measure

the systematic risk. The form of the
recreccinn onniatinn ic ~n £all—...o.
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*  Where, n = Number of items,
Y = Mean value of the company’s return,
X = Mean value of return of the market index,

* o = Estimated return of the security when the market is
stationary, and

B =Change in the return of the individual security in
response to unit change in the return of the market index.
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Concept of Return

 Return can be defined as the actual income
from a project as well as appreciation in the
value of capital. Thus there are two
components in return—the basic component
or the periodic cash flows from the
investment, either in the form of interest or
dividends; and the change in the price of the
asset, commonly called as the capital gain or
loss.



