Fig 1.2 Monthly CRSP Share Price 1925/12 to 1989/12
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Fig 1.5 Monthly CRSP Equity Returns 1926-1 to 1369/12
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Fig 2.8 Non- Parametric Density for Monthly CRSP Returns
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1.2 EMPIRICAL REGULARITIES OF ASSET RETURNS

Parametric specification of €, (8,) has many possibilities

= to have any guidance, study stylized facts first

(i) Thick tails

Asset returns are leptokurtic

(ii) Volatility Clustering

= look at any plot of financial time series, i.e. stocks,
exchange rate, etc.

French, Schwert and Stambaugh (1987) Volatility during 30’s
> Volatility during
60’s

Note :  Thick tails and volatility clustering are related



(iiij) Leverage effects

Black (1976)

Leverage effect = tendency for changes in stock prices to be
negatively correlated with changes in stock
volatility.

Firm with debt and equity becomes highly leveraged when value of
the firm falls.

(iv) Non-Trading Periods

Fama (1965), French and Roll (1986).
Information accumulates more slowly when markets are closed.

(v) Forecastable Events

Forecastable events of important info = high ex ante volatility.

Indiv. firm’s stock returns volatility around earnings
announcements.

Also fixed income and foreign exchange volatility increase during
periods of central bank trading.



Volatility at the open and close of market and middle of day.

(vi) Volatility and Serial Correlation

Strong inverse relation between volatility and serial correlation for
U.S. stock indices.

(vii) Co-movements in volatilities

Commonality in volatility.

= reason for factor ARCH

(viii) Macroeconomic Variables and Volatility

Surprisingly weak link between macroeconomic incertainty and

volatility.
Glosten, Jagannathan and Runkle (1993).

Strong positive relationship between stock return volatility and
interest rates.



ESTIMATION + ARG (1)
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