January-February 2007
Econometrics of Financial Markets
Home assignment 1
due by February 5, 6pm (hand in and send via e-mail)
Choose a large liquid common stock of Russian company (RUC) and a large liquid common stock of US company (USC). (Make sure that your choices do not coincide with any other group.) The sample period must include at least 4 years of weekly data for RUC (including the available data for 2006 and not earlier than January 1999) and at least 20 years of monthly data for USC (not earlier than January 1980), such that the number of non-traded periods be below 5%. Use weekly data for RUC and monthly data for USS for (a) and (b); use daily or intra-day data for (c).
The weekly stock prices of Russian companies as well as macro variables can be downloaded from the website of the course (EFM05HA1data.xls) or a number of data providers (e.g., RBC http://export.rbc.ru/exportfree.shtml and FINAM http://www.finam.ru/analysis/export/default.asp). You can choose not to adjust the returns of Russian stocks for dividends. The stock prices of US companies can be downloaded e.g. from http://finance.yahoo.com/, where you can go first to the company’s Symbol Lookup, then go to Historical Prices , and finally Download To Spreadsheet (at the bottom of the page). Use the dividend-adjusted close prices in the last column.
a. (10 points) Check the quality of the data by comparing means and higher moments with the normal distribution and your prior knowledge (this aspect of empirical research is often neglected!). Analyze outliers and try to relate them to company-specific events or market-wide movements.
b. (60 points) Analyze the predictability of RUC and USC returns (testing RW3 hypothesis) using autocorrelation coefficients, variance ratios, and time series regressions
 (first using only price history, then using other publicly available relevant variables
). Compare the results based on the three types of tests for WFE. Discuss the main predictors and economic significance of the return predictability in your regression model. (Bonus 30 points) Construct the trading strategy based on the predictability of your stock returns (e.g., filter rule). Analyze the performance of your strategy, accounting for transaction costs and market risk.
c. (30 points) Choose an important event, which occurred with the company (choose either RUC, or USC) during the sample period (e.g., the announcement of large dividends, earnings or M&A). Compute abnormal returns and cumulative abnormal returns for days [-2, 5] around the event date (t=0) and test whether the event had a significant impact on the value of the firm. Use at least two different models for normal returns. Discuss economic intuition behind the findings. (Bonus 20 points) Construct a sample of several events of one type, which regularly occurred with the company during the sample period. Compute average ARs and CARs across the events along with the corresponding test statistics. Discuss economic intuition.
� As a part of the regression analysis, plot the forecast returns together with 95% confidence intervals against the actual returns. 


� The list of predictors for Russia may include the oil price, exchange rate, GKO rate, interbank credit rate, EMBI+ yield spread of Russian Eurobonds to US Treasury bonds, inflation, GDP growth, domestic and foreign stock index returns (or their adjustments, such as first differences or moving average, if necessary). In case of US, one may add dividend yield, January dummy, term spread, and default spread.
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