








The International Journal of Business and Finance Research ¢ Volume 4 ¢« Number 2 ¢ 2010

HOUSEHOLD INVESTMENT ASSET VARIATION AND
WEALTH

Nathaniel J. Harness, Texas A&M University- Commerce
Michael M. Finke, Texas Tech University
Swarn Chatterjee, University of Georgia

ABSTRACT

Frequent shifting of household portfolio composition may erode wealth due to poor market timing and
transaction costs. If household preferences are stable, the optimal wealth maximizing strategy is
periodically rebalancing to maintain a relatively constant ratio of investment assets to wealth from year
to year. However, some households may fail to rebalance, or may change their preference for broad
asset classes because of inexperience or behavioral biases. This research tests the impact of variation in
the capital accumulation ratio (CAR), a commonly used ratio of investment assets to net worth, on
changes in wealth using quantile regression. Using quantile regression, we find that having a high
standard deviation of CAR results in the greatest losses among those with the lowest change in wealth
between 1994 and 2004.

JEL: D14; G11; H31
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INTRODUCTION
including reallocation, changes in perception, changing allocation objectives, meeting liquidity

needs, and realizing tax losses (Odean, 1999). Excessive portfolio trading, however, can have a
negative impact on portfolio performance (Barber & Odean, 1998; Malkiel, 1995; Odean, 1999).

Portfolio choice theory suggests that households vary portfolio allocation for a number of reasons

Poor market timing and inefficient portfolio composition have led to poor investment performance
among individual investors. Individuals tend to trade too much and maintain undiversified portfolios, and
there is evidence that individuals unsuccessfully attempt to follow investing trends (Bange, 2000; De
Bondt, 1993). Many investors appear to trade too frequently within investment accounts and are
overconfident in their abilities (Barber & Odean, 2002). On the aggregate, individual investors tend to
pour wealth into funds that are overvalued and pull wealth from funds that have recently underperformed,
leading to investment underperformance (Frazzini, 2006).

Optimal portfolio allocation among asset categories is determined by current financial wealth and
expectations regarding future returns and wage uncertainty (Bodie, Merton, and Samuelson, 1992).
While current wealth and expected wages vary little over time for most households, expected asset returns
may change rapidly if, for example, individual investors focus on recent returns resulting from noise
trading. According to Viceira (2001), the optimal portfolio allocation between broad asset categories
should not be highly sensitive to changes in life cycle stage and should remain relatively constant over the
lifetime of the individual. Many early academic models argue that the decision to retire along with other
exogenous variables are irrelevant to portfolio choice if opportunities to invest are level and one’s human
capital is portable (Merton, 1971; Samuelson, 1969). In other words, unless relative risk aversion is
significantly changing across time, a household will continually rebalance to the same proportion of
stocks and bonds independent of time horizon. Based on this premise one would then suggest a
household should have a constant amount invested in risky assets throughout the life cycle. Recent
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THE INFLUENCE OF MARKET CONDITIONS ON
POISON PUT USE IN CONVERTIBLE BONDS
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Karen Strandholm, University of Michigan — Dearborn

ABSTRACT

The objective of this study is to increase understanding of why poison put covenants are included in
convertible bond contracts. We compare characteristics of convertible bond issuers who used poison
puts with those who did not for the period from 1986 to 2002. We focus our analysis on two sub periods,
1988-1990 and 1991-1998, which were characterized by dramatically different financial market
conditions. Our results show that almost all convertible bond issuers used poison put covenants during
the late 1980s, a period of extremely high event risk. In contrast, poison put users differed from nonusers
during the sub period of 1991-1998, with users having lower operating profit margins and higher capital
expenditure ratios than nonusers. Given recent growing interest in bond covenants that address event
risk, the findings of this study provide useful insights to practitioners.
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INTRODUCTION

increasing events. Sometimes referred to as change of control provisions, they were used heavily

by both convertible and nonconvertible bond issuers in the late 1980s. There was a drastic decline
in the use of poison put covenants among nonconvertible bond issuers when the leveraged buyout boom
ended in 1989. However, convertible bond issuers continued to adopt this provision in their bond
offerings until the late 1990s.

Poison put covenants are designed to protect bondholders from wealth losses due to leverage-

Most empirical studies on poison put covenants focus on their use in nonconvertible bonds during the
period of 1986-1990. The work of Nanda and Yun (1996) is the first that examines poison put use in
convertible bonds. They examine stock price reaction to the announcement of convertible bond issuance
for poison put users and nonusers during the period of 1987-1992. They find that poison put users
experienced less negative price reactions than nonusers upon announcement of their convertible bond
offerings. Our work builds on Nanda and Yun (1996) by examining financial characteristics of firms that
issued convertible bonds with versus without poison put provisions over an extended sample period of
1986-2002.

Recent empirical work documents major differences in financial market condition for the 1980s and the
1990s. Holmstrom and Kaplan (2001) show that leveraged buyout activities increased sharply in the
1980s, peaked in 1988 and “virtually disappeared in the 1990s.” They also note that although merger
activities increased steadily through the 1990s, the mergers did not share the common features of high
leverage and hostility that characterized mergers in the 1980s. For instance, they find that management
contested 20%-40% of tender offers in the 1980s versus 15% in the first half of the 1990s. In addition,
there was a drastic increase in bondholder concern about wealth losses due to claim dilution in the late
1980s. Kaplan and Stein (1993) report that one third of the leveraged buyouts (LBOs) occurring in the
second half of the 1980s experienced financial distress. This high failure rate, along with the collapse of
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DID FINANCIAL PERFORMANCE OF EUROPEAN
FIRMS IMPROVE AND CONVERGE AFTER
INTRODUCTION OF THE EURQO?

Sergiy Rakhmayil, Ryerson University
ABSTRACT

This paper examines the effect of the Euro on financial performance of companies in the European
countries. The main objective is to study the impact of the financial liberalization on firm performance in
individual countries, and on cross-country convergence of firms in different aspects of financial
performance, including profitability, investment, leverage, and firm valuation. This research finds
evidence of improvements in financial performance for European companies after the introduction of the
Euro. Furthermore, evidence points at significant convergence in financial performance for countries
that implemented the common currency. Overall, financial liberalization had a positive effect on firm
performance in Europe.

JEL: F36, G15
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INTRODUCTION

companies. | study the changes in profitability, capital investment, leverage, dividend policies, and

market valuation of European firms around the introduction of the common currency, and perform
cross-country convergence analysis of these performance measures. Theory suggests that the common
currency should reduce transaction costs and lead to improvements in firm performance and to business
cycle convergence. The paper uses financial statements data from the Datastream between 1980 and 2006
and analyzes median performance measures using quantile regression analysis. Existence of additional
evidence of improvements in financial performance is discovered, as well as evidence of convergence in
performance for European countries.

The purpose of this paper is to examine the effect of the Euro on financial performance of European

I conduct a study of changes in company financial performance related to introduction of the Euro.
Present analysis investigates financial liberalization in the European countries and its effect on the
company performance around the introduction of the Euro in 1999, and on convergence in performance in
the European countries. To the best of my knowledge, this research is the first comprehensive study of
convergence in firm financial performance related to the introduction of the common currency in Europe.

The paper is organized as follows. The next section outlines relevant literature, the following section
describes the data, hypotheses and methodology. Section four presents the results and is followed by the
conclusion.

LITERATURE REVIEW

The introduction of the common currency in Europe in 1999 presents researchers with a chance to study
the influence of financial liberalization on companies in different countries. Current literature suggests
that deregulation should increase firm performance. For example, Errunza and Senbet (1981) offer theory
that links international corporate diversification to imperfections in the financial markets resulting from
international barriers to capital flows; they find evidence that links excess market value and degree of
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PREDICTING FUTURE EARNINGS GROWTH: A TEST
OF THE DIVIDEND PAYOUT RATIO IN THE
AUSTRALIAN MARKET
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ABSTRACT

This paper examines the use of the payout ratio as a predictor of a firm’s future earnings growth. Recent
evidence rejects the hypothesis that firm which retain a large portion of their earnings have strong future
earnings growth. Higher dividend payout ratios instead correspond to higher future earnings growth.
Examining both listed and delisted firms on the Australian stock exchange over the period 1989 to 2008,
we provide further evidence that the dividend payout ratio is positively linked to future earnings growth.
The results hold over both one, three and five year periods. Furthermore, our results rejected claims that
such a relationship was caused by simple mean reversion in earnings. We find no evidence to support the
cash flow signaling and free cash flow hypotheses as an explanation for this relationship.

JEL: G17; G35
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INTRODUCTION

numerous authors after Arnott and Asness (2003) revealed the unexpected result that higher

dividend payout ratios at the market level correspond to higher future earnings growth in the
United States. Their paper was in response to several studies, notably Ibbotson and Penn (2003), which
found cause for optimism about long-run equity returns in the US market after the sharp decline in stock
prices in the year 2000, in the historic low dividend payout ratios of US companies. Applying an
intertemporal extension of the Miller and Modigliani (1961) dividend irrelevance theorem, a lower
dividend payout ratio was assumed to be associated with higher future growth and thus higher future
equity returns. This was because as a firm pays out a lower proportion of its retained earnings as
dividends, the firm has greater funds with which to undertake future profitable investment opportunities,
resulting in a higher growth rate of earnings. Incorporating 130 years of data and numerous robustness
tests, the study by Arnott and Asness (2003), which examined the relationship between the payout ratio
and future earnings growth on the S&P 500 Index, came to the opposite conclusion. Numerous
subsequent authors have supported this result, with significant implications for equity valuation.

The role of the dividend payout ratio in asset pricing has been given increased attention by

The surprising results by these authors gave rise to several potential explanations. The first and simplest
explanation is that as dividends are more stable over time, the positive relationship is driven by mean
reversion in earnings. Alternatively, it is suggested that managers may use the payment of an increased
dividend to signal their private information about the firm’s future cash flows, or dividends may be used
to help mitigate the principal agent conflicts arising when firms experience large free cash flows and/or
poor investment opportunities. The last two hypotheses fall under information-based models of dividends,
which imply that dividend policy is a useful predictor beyond information contained in other variables.

Given the importance of the payout ratio’s role in asset pricing and future equity returns, it is of little
surprise that this relationship was also tested for in Australia. Parker (2005) the only study to have
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MACROECONOMIC ACTIVITY AND THE
MALAYSIAN STOCK MARKET: EMPIRICAL
EVIDENCE OF DYNAMIC RELATIONS

R. Ratneswary V. Rasiah, The Univ. of the West of England Programme, Taylor’s University College
ABSTRACT

This study uses time-series analysis to investigate the long-run relationships and short-run dynamic
interactions between the stock market and various macroeconomic variables in Malaysia over the period
1980:01 to 2006:12. The study applies the multivariate cointegration methodology to establish the
possible causal relations between these variables. The cointegration test and the vector error correction
model demonstrates the evidence of positive long-run relationships between real stock returns and
measures of aggregate economic activity including industrial production, consumer price index, money
supply and real exchange rate. The long-term elasticity coefficients of the macroeconomic variables on
stock returns display relationships that are theoretically grounded. Further analysis using variance
decompositions lends evidence of the dominant influence of certain macroeconomic variables namely;
consumer price index, money supply and real exchange rate in forecasting stock price variance.

JEL: G14

KEYWORDS: Cointegration, VECM, Stock Market, Macroeconomic Variables, Variance
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INTRODUCTION

macroeconomic fluctuations, that is, to determine whether the stock market returns can be

explained by the current economic activities in Malaysia. The Malaysian stock market is known as
Bursa Malaysia. “It is one of the largest bourses in Asia with just under 1,000 listed companies offering a
wide range of investment choices to the world. Companies are either listed on Bursa Malaysia Securities
Berhad Main Board for larger capitalized companies, the Second Board for medium sized companies or
the MESDAQ Market for high growth and technology companies” (Bursa Malaysia, 2009).

The purpose of the study is to investigate the response of the Malaysian equity market to

This study analyzes the interactions between the stock returns and four main macroeconomic variables,
namely industrial production, money supply, price levels and real exchange rates. There has been
extensive literature written on this area, which is of interest and concern to many, both for theoretical and
empirical reasons. The study of the lead-lag relationship between stock returns and the various
macroeconomic variables has two important implications. Firstly, all these variables play an essential
role in influencing a country’s economic development and their relationship is commonly employed to
forecast future trends by fundamental investors. Secondly, if the stock returns are affected by the lagged
effects of macroeconomic variables, informational inefficiency of the stock market exist. Potential
investors can therefore exploit past macroeconomic information to earn abnormal profits. On the other
hand, if stock returns affect macroeconomic variables, then policymakers can study the stock market
movements to pre-empt any policy changes and therefore, will be better equipped to formulate future
macroeconomic policies.

This study extends the previous literature concerning the cointegration of macroeconomic variables and
stock returns by studying a longer period of macroeconomic data (monthly data for 27 years) in an
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TRADING STRATEGIES BASED ON DIVIDEND YIELD:
EVIDENCE FROM THE TAIWAN STOCK MARKET

Ai-Chi Hsu, National Yunlin University of Science and Technology
Szu-Hsien Lin, National Chung Cheng University & Transworld Institute of Technology

ABSTRACT

This study examines whether ““a high dividend yield is equivalent to a high return”. For constructing a
proposed portfolio, we use the panel data of listed companies’ dividends in six consecutive quarters, and
other financial data to estimate expected current yields, which more conform to firms’ profit prospective
than the traditional current dividend yield. The results show that in 2003 Q1 to 2008 Q2, the performance
differences between the portfolio and the benchmark portfolio are significantly positive statistically.
Furthermore, the use of Sharpe ratios and Treynor indices to re-measure the performances does not
change the results. In addition, when we extend our prediction period, the effectiveness of the portfolio
persists for at least a quarter.

JEL: G11
KEYWORDS: Dividend, dividend yield, trading strategies

INTRODUCTION

ithin the overall field of financial management, the adoption of trading strategies based upon
dividend yields has continued to raised issues of interest and importance for a considerable

time. One of the most controversial of these issues relates to whether dividend yields are
equivalent to high rates of return. In an earlier study analyzing the trading strategies of the Top-10
dividend yield rankings on the Dow-30 index, McQueen, Sheilds and Thorley (1997) provided
confirmation that the performance of high-dividend yield portfolios was indeed statistically better than
that of the market benchmark. Furthermore, in some of the later studies, including examinations of the
markets of Canada (Visscher and Filbeck, 2003) and Poland (Brzeszczynski and Gajdka, 2007), it was
found that after appropriate adjustment for risk, a dividend yield portfolio was once again capable of
beating the benchmark.

In contrast, however, other studies, including Filbeck and Visscher (1997) and Ap Gwilym, Seaton and
Thomas (2005), both of which focused on the UK market, found that while there was some evidence of
the existence of advantages in dividend vyield portfolios, such advantages tended to disappear after
appropriate risk adjustment. Thus, it is clear that the literature on the performance of dividend yield
portfolios has produced diverse results.

There has, nevertheless, been a tendency for researchers to construct portfolios which are generally based
upon the rankings of current dividend yields. The rationale behind this approach is that researchers are
essentially acknowledging the fundamental proposition of the dividend signaling hypothesis; that is, that
managers may tend to increase their dividends, thereby raising their dividend yields, in order to convey a
message of potential future profits. In particular, the dividends of those firms situated at the very top of
the dividend yield rankings are generally regarded as having greater information content than those
situated further down the rankings.

However, investors are likely to face a number of problems if they choose to construct their portfolios
based solely upon the use of current dividend yield rankings. For example, the managers of firms with
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FINANCIAL MARKET REACTIONS TO EARNINGS
ANNOUNCEMENTS AND EARNINGS FORECAST
REVISIONS: EVIDENCE FROM THE U.S. AND CHINA

Michael J. Gift, University of Macau
Paul Gift, Pepperdine University
YeQing Yang, University of Macau

ABSTRACT

This paper examines the impact of earnings announcements and earnings forecast revisions on stock
returns across markets with different levels of maturity. In each market, the objects of interest are the
effects of backward-looking earnings announcement information and forward-looking earnings forecast
information on the price of equity shares. We analyze financial markets in both the U.S. and China in
order to see how the level of market maturity and differences in information availability and actual or
perceived reliability affect this relationship. We find that forward-looking analyst forecast information
plays a significantly larger role in the security pricing process in the more mature U.S. financial market.
In the less mature Chinese financial market, we find the opposite relationship as backward-looking
earnings announcement information plays a larger role.

JEL: D84, G14, G15, 057

KEYWORDS: earnings forecast revisions, earnings announcements, unexpected earnings, security
returns, forward-looking, backward-looking, relevance, reliability, market maturity

INTRODUCTION

pricing mechanisms. Fama (1970) started a way of thinking that has guided the field of finance for

almost 40 years. He hypothesizes that markets can be efficient at the weak form level, the semi-
strong form level, or the strong form level. At each level, the theory posits that there is an information set
to which the markets adjusts quickly and in an unbiased manner. The information set in weak form
efficiency is historical stock price patterns. In semi-strong form efficiency, security prices reflect all
publicly available information. Finally, with strong form efficiency the relevant information set is all
information: historical, contemporary, public, and private.

The concept of market efficiency has long been a cornerstone in the understanding of security

Over the past 40 years, semi-strong form market efficiency has been of the greatest interest to financial
market scholars for two primary reasons. First, it is intuitively appealing relative to its alternatives.
Weak form market efficiency ignores potentially relevant, publicly available non-price information while
strong form market efficiency is an “extreme model” that is unlikely to be an exact description of the
world (Fama, 1970). Second, for purposes of study, publicly available information is readily accessible to
the research community.

Earnings information has been a popular “public information” item used in empirical studies that
appealed to semi-strong form market efficiency as the basis of hypothesis development (early examples
are Ball & Brown, 1968; Beaver, 1968; Beaver, Clarke & Wright, 1979). However, the focus of most of
these studies has been reported earnings (backward looking) rather than forecasted earnings (forward-
looking). In this paper, we will investigate the market price response to both backward-looking and
forward-looking accounting information. In addition, we examine this relationship in both mature and
less mature markets.
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INTRA-INDUSTRY EFFECTS OF TAKEOVERS: A
STUDY OF THE OPERATING PERFORMANCE OF
RIVAL FIRMS

Rupendra Paliwal, Sacred Heart University
ABSTRACT

This paper investigates whether the managers of industry rivals act to mitigate their agency exposure and
improve operating performance when one of the firms in the industry is subject to a takeover attempt.
The results indicate that rival firms in general decrease free cash flows, improve operating performance,
reduce capital expenditures and increase leverage in response to a control threat within the industry. In
particular, rival firms with potentially higher agency costs i.e. fewer investment opportunities and high
cash or high free cash flows exhibit a higher reduction in cash levels and free cash flows subsequent to a
control threat in their industry. These results are consistent with the inefficient management hypothesis,
which suggests poorly performing firms are more likely to be the target of a takeover attempt and the
acquisition probability hypothesis proposed by Song and Walkling (2000), which states that rivals of
initial targets earn abnormal returns because of an increased probability that they themselves will be
targets. These results lend support to the argument that takeovers act as an effective external control
mechanism for managers and that they have industry wide effects.

JEL: G34
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INTRODUCTION

announcement period abnormal returns. The traditional explanation for these positive abnormal

returns has focused on changes in the level of competition within the industry. However, more
recently Song and Walkling (SW) (2000) propose and find support for the acquisition probability
hypothesis, which states that the rivals of initial targets earn announcement period abnormal returns
because of increased probability that they themselves will be targets. The focus of their investigation is
on the market performance of rivals. Existing literature suggests that the removal of inefficient
management to improve operating performance is one of the key underlying motives for takeovers
commonly referred to as the inefficient management hypothesis. Thus, the acquisition probability
hypothesis and inefficient management hypothesis together suggest that poorly performing firms are more
likely to be the target of a takeover attempt following an initial takeover announcement in their industry.

Current research documents that industry rivals of takeover targets earn significant positive

This paper investigates, when a firm is subject to a takeover attempt; whether the managers of industry
rivals act to mitigate their agency exposure and improve operating performance to reduce probability of
being themselves subject to a takeover attempt. Specifically, this research investigates whether rivals
with high levels of cash and free cash flows coupled with a low Tobin’s g (few investment opportunities),
low (or high) managerial ownership, low institutional holdings, lower external monitoring by debt holders
and poor operating performance (1) reduce excess funds; (2) reduce capital expenditures; (3) lower their
operating expense and (4) increase their leverage.

The results indicate that rival firms in general decrease cash levels and free cash flows, reduce capital

expenditures, reduce operating expenses and increase leverage in response to a control threat in the
industry. In support of agency arguments, results indicate that rival firms with few investment
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EVALUATING ALTERNATIVE WEIGHTING SCHEMES
FOR STOCKS IN A “BEST IDEAS” PORTFOLIO

Lynda S. Livingston, University of Puget Sound
ABSTRACT

As institutional investors have become more aggressive in deploying their capital, fund managers have
become more creative with their product offerings. In this paper, we consider a new institutional fund of
mutual funds, a portfolio that combines the *““best-idea” stocks from two underlying primary funds. The
sponsor of this portfolio has chosen to weight all of the stocks equally, even those chosen by both of the
underlying funds’ managers. However, stocks chosen by both managers may be more likely to
outperform. We propose an alternative weighting scheme, where these “confirmed”” stocks are weighted
more heavily. We show that this overweighting strategy leads to a higher expected portfolio return than
does the equally weighted scheme used by the sponsor.

JEL: G11, G23
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INTRODUCTION
become more sophisticated, institutional portfolio managers have become increasingly aggressive
in their search for superior returns. Many have turned to funds of funds (FOFs), since these

embody the conventional institutional wisdom that active risk should be diversified to improve portfolio
performance.

As the interest rate environment has become more challenging and investment products have

In this paper, we consider a new fund-of-funds product that combines stocks from two underlying mutual
funds: an active fundamental fund (itself composed of several large-cap portfolios) and a quantitative
fund (a large-cap enhanced index fund, again composed of several underlying portfolios). The new
product is a “best ideas” portfolio, created using the twenty-five most overweighted and widely held
stocks from each of the component funds. The idea is to skim the cream from each fund, combining the
results to diversify active risk. The resulting portfolio is expected to generate a superior risk-return
profile.

In this paper, we evaluate the proposed weighting scheme for this new fund-of-funds. As proposed, the
institutional investor is free to choose the relative weighting for each of the underlying funds (e.g.,
50%/50%; 60%/40%). However, the stocks in the funds will not be double-counted: any stock occurring
in both the fundamental fund and the quantitative fund will be counted only once. Thus, if one stock is
held in common, there will be only 49 different stocks, each of which (in the 50%/50% case, on which we
will focus, and which is highlighted by the sponsor) will be weighted at 1/49" of the portfolio.

Such a weighting scheme discounts the extra vote of confidence that a shared stock receives. If our
underlying funds’ managers are truly skilled, is it not more likely that a stock is “good” if they both
choose it? Would we not be better of by weighting such “confirmed” stocks more heavily than those that
received only one vote?

In this paper, we consider such an alternative “confirmation” weighting system, and compare it to the
proposed equally weighted scheme. We find that, given simple assumptions, the proposed portfolio is
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HOW DOES NATIONAL FOREIGN TRADE REACT TO
THE EUROPEAN CENTRAL BANK’S POLICY?

Giovanni Tria, Dipartimento CEIS, Universita di Roma Tor Vergata
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ABSTRACT

This paper examines how external foreign trade reacts to the European Central Bank’s (ECB) Official
Discount Rate, considering exports to the US and Japan in EU27 and in four European countries.
Although many previous studies have measured the cointegration and causality among exchange rate,
exports, and imports, to date, no research has considered these relationships while introducing monetary
variables into the analysis. The objective of this article is to fill this gap in the literature. We use the
bounds testing approach to cointegration and error-correction modelling to test relations between
monetary policy, exports, and terms of trade, making the distinction between short and long-run effects
possible. Our datasets include quarterly data on exports, imports, income, relative price, and the official
ECB discount rate. The quarterly data starts from the first quarter of 1999 and ends in the last quarter of
2008. The results show that a long-run relationship exists between real exports, real foreign income, real
bilateral cross rates and interest rates for a large part of these countries. Also long run parameter
estimates are consistent with economic theory in most of the cases. More importantly the statistically
significant error-correction term corroborates the results of the long-run parameter.

KEYWORDS: Cointegration Analysis, Export, Central Bank Policy
JEL: G11

INTRODUCTION

Konya, L. (2006), among others, this article examines the existence of short and long-run dynamic

association between interest rate and trade performance in some European countries. In this study
we evaluate the short-run impacts of interest rates on exports by estimating long-run function demand and
error-correction (EC) models. Along with the interest rate, GDP of the importing country and real
bilateral exchange rates are also employed as explanatory variables of real export volumes.

Taking a prompt from the work of Aristotelous (2002), Arize et al. (2000), and Singh, J.P. and

Cointegration methods are able to show whether there is a long-run relationship among the relevant
variables, as well as to estimate their short-run dynamics. Cointegration is especially useful because many
times series are non stationary, or “integrated,” so they need differencing for standard regression
procedures to be valid. A set of integrated time series can be “cointegrated” if there is a stationary
relationship among them. In other words the variables might move together in the long run, never
deviating far from each other, even if they are all continually increasing.

More emerging countries are fixing their currencies to a strong currency (either dollar or euro) to revamp
their economies as export platforms. Recently crises in large parts of the world, primarily the emerging
markets, which are dangerously dependent on exports, and their economies based on this export model,
are crash landing. The collapse of emerging markets could have consequences far beyond their borders
particularly if it involves a major European bank crash as a result of massive defaults on Europe's trillions
of dollars of emerging-market trade financing.
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COST OF CARRY ON STEROIDS: APPLICATION TO
OIL FUTURES PRICING

Eric Girard, Siena College
Trevor Reid, Evergreen Investments

ABSTRACT

This paper develops an empirical cost of carry model with exogenously conditioned convenience yield.
The approach is implemented using monthly prices of all futures contracts traded at the New York
Mercantile Exchange between 1985 and 2006. Tests indicate that the model fits the data extremely well,
much better than the unconditional model. Though the paper concentrates on oil, the approach can be
used for any other commodity with well-developed futures markets.

JEL: F3; G1; N2
Keywords: Multifactor Models; Futures Pricing; Cost of Carry

INTRODUCTION

of the simple CAPM (see Jagannathan and Wang, 1996; or Lettau and Ludvigson, 2001). Our paper

applies the well-established process of “conditioning” in asset pricing theory to the cost of carry
model to provide a novel approach to price commodity futures. Rather than implying endogenous pricing
drift parameters from historical spot and futures price series, we condition the time-varying convenience
yield with oil exporters and importers macro political, financial and economic factors. We test this
stochastic convenience yield approach on the pricing of light crude oil futures. Our findings suggest that
“conditioned spot prices” account for most futures price change behaviors not explained for under the
unconditional cost of carry model. Further analysis of the residuals suggests that oil price behaviors might
at times deviate from fundamentals.

I nfluential empirical results on CAPM find that conditioning dramatically improves the performance

The paper is organized as follows. Section 2 reviews the literatures on futures pricing. Section 3 contrasts
the unconditional and our proposed conditional cost of carry model. Section 4 provides descriptive
statistics on the data used in this study. Section 5 describes our testing of the conditional cost of carry
model approach and discusses the implication of the residuals characteristics of the conditional model.
Section 6 summarizes and concludes our paper.

LITERATURE REVIEW

Given the strategic and economic significance of oil pricing in financial markets, the finance literature is
replete with studies involving oil. Several studies have provided the empirical evidence on the cost of
carry model in various futures markets: Frenkel and Levich (1977) and Branson (1979) find no
opportunities for arbitrage in currency futures markets after controlling for transactions costs while
similar results are found by Rendleman and Carabini (1979) in the Treasury Bill futures market and
Cornell (1985) in the SP500 futures market. On the other hand, Klemkosfy and Lasser (1985) fail to find
support for the cost of carry model in the Treasury Bond futures market; Elton, Gruber and Rentzler
(1985) reject the model for the Treasury Bill futures market — after controlling for transactions costs, they
find the existence of abnormally high profit potentials in the interest rate futures market, suggesting the
non-constancy of the carry costs. French (1983) compares forwards and futures prices in silver and
copper commodity futures markets and finds a hedging premium. His results imply that futures prices are

153



The International Journal of Business and Finance Research ¢ Volume 4 « Number 2 ¢ 2010

THE IMPACT OF DEREGULATION ON STOCK
MARKET EFFICIENCY

Yen-Hsien Lee, Chung Yuan Christian University

This study discusses the gradual shift of the Taiwanese government toward deregulation. Using the
traditional variance ratio, nonparametric-based variance ratio tests and a rolling variance ratio test, this
study examines the impact of liberalization on market efficiency in Taiwan. The results of the variance
ratio test show that the deregulation of the activities of QFlIs is good for Taiwanese market efficiency
during the first and third deregulations for foreign investors. Using a fixed-sized rolling window, this
study shows that the policy of liberalization helps improve market efficiency, and disproves the weak form
of the efficient markets hypothesis. The results of this study have practical implications for regulators
wishing to attract international capital into their market in order to help improve market efficiency in
emerging markets.

JEL: C14, G14, G18

KEY WORDS: variance ratio tests, rolling variance ratio test, foreign deregulation

INTRODUCTION

investors, institutional investors, and government regulators. Harvey (1995) found that the equity

returns of emerging markets are highly predictable, and therefore less efficient than those of
developed markets. Lima and Tabak (2004) also showed that market liquidity and capitalization may
affect market efficiency, since regulators anticipate providing efficient markets to traders in order to
attract international capital into markets and encourage economic growth. Kawakastsu and Morey (1999)
found that financial market liberalization improves efficiency. Based on the above, governments have
implemented a policy of liberalization to attract foreign capital, regardless of whether the liberalized
policy facilitates market efficiency.

The weak-form efficient markets hypothesis (EMH) has been an important issue for individual

The Taiwanese government has in the past implemented a sequence of policies to allow qualified foreign
institutional investors (QFlIs) to directly invest in its markets. The gradual deregulation of such foreign
investment can be divided into three major periods. First, the government began a securities market
internationalization program on December 28, 1980. Second, the gradual deregulation of the activities of
foreign investors and overseas Chinese investors in 1996 further enhanced the globalization of the
Taiwanese stock market. Finally, the government fully removed the limits on QFlls in October 2003. Mun
and Kee (1994), Chang and Ting (2000) and Hoque, Kim and Pyun (2007), however, have shown that
market efficiency has been rejected in Taiwan. Since we are interested in considering whether the
resulting increase in foreign investor activity has led to the increased efficiency of the Taiwanese stock
market, this study investigates the impact of the three deregulations in relation to foreign investment on
the efficiency of the Taiwanese stock market.

In the past, large numbers of studies applied much more sophisticated techniques to examine market
efficiency (see Lo and MacKinlay, 1988, 1989; Liu and He, 1991; Scheinkman and LeBaron, 1989; Hsieh,
1991; Willey, 1992; Poon and Taylor, 1992; Mun and Kee, 1994; Huang, 1995; Alam, Hasan, and
Kadapakkam, 1999; Kawakastsu and Morey, 1999; Opong et al., 1999; Wright, 2000; Ryoo and Smith,
2002; Belaire-Franch and Opong, 2005a, 2005b; Al-Khazali, Ding and Pyun, 2007; Hoque, Kim and Pyun,
2007; Lock, 2007; Hung, Lee and Pai, 2009). Lo and MacKinlay (1988, 1989) used various methods
based on the variance ratio test to examine the EMH. It should be noted, however, that Chow and
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POSITIVE TRADING EFFECTS AND HERDING
BEHAVIOR IN ASIAN MARKETS: EVIDENCE FROM
MUTUAL FUNDS

Meng-Fen Hsieh, National Taichung Institute of Technology
Tzu-Yi Yang, Hwa Hsia Institute of Technology
Yu-Tai Yang, Chung Yuan Christian University

ABSTRACT

Many studies on mutual funds have demonstrated the existence of herding behavior and positive feedback
trading. However, most research has not examined the characteristics of herding behavior, but simply
attempted to determine if herding behavior exists. These studies fail to probe into the actual causes
behind herding behavior. The current study fills this gap in the literature. The study is based on the
herding definition of Bikhchndani and Sarma (2001) and examines Asian country mutual funds with a
six-year sample period. We examine if there are “Buy high, sell low”, “Buy previous winners, sell

previous losers”, “positive feedback trading,” and ““herding behavior” in global mutual funds. We also
explore the possible factors behind these phenomena.

JEL: C30; GO1 ; G15

KEY WORDS: Mutual fund, positive feedback effect, herding, financial crisis, behavioral finance

INTRODUCTION

mutual fund behavior has a significant impact on a country’s economy. On the positive side,

mutual funds have the potential to spur a country to better economic growth and capital

acquisition. They can helping the country boost financial liberalization and globalization.
However, the liquid and fast-moving nature of mutual funds can also cause financial problems if herding
effects exist. For example, the 1994’s Mexican financial crisis and 1997 Asian financial crisis were
directly or indirectly linked to the behavioral patterns of mutual funds. Therefore, study of the liquidity
and fund movement of mutual funds should be paramount in financial research.

| l nder the backdrop of freer international financial markets and more liquid global cash flows,

Some scholars argue there is a difference between positive feedback trading and herding behavior. For
example, Bikhchndani and Sarma (2001), and Kim and Wei (2002), both define the momentum effect as a
combination of positive feedback trading and negative feedback trading. Positive feedback trading refers
to “Buy high, sell low” trading strategies that emphasize buying previous winners and selling previous
losers. Negative feedback trading refer to the “Buy low, sell high” investment strategy that focuses on
buying previous losers and selling previous winners. Kim and Wei (2002) provided an explanation of
herding behavior similar to that given by Bikhchndani and Sarma (2001). As there is information
asymmetry in the market, different investing entities are impacted differently by mutual fund herding
behavior. Most scholars who have studied mutual funds separate the momentum effect from herding
behavior when investigating mutual-fund behaviors.

Most previous empirical analyses on herding behavior focuses on the rate of returns from stock markets
and foreign exchange markets when explaining mutual fund herding behavior. For example, Kuo and Chi
(2000) collected data on the 30 Taiwan companies with the most institutional holdings and examined
them in pre-crisis, crisis, and post-crisis periods. Froot, O’Connell and Seasholes (2001) divided mutual
funds into five geographical areas: developing countries, Latin America, East Asia, Europe, and other
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