January-February 2007
Econometrics of Financial Markets
Home assignment 2
due by February 12, 6pm (hand in and send via e-mail)
Choose a sample period spanning from 4 to 6 years of most recent data for the Russian stock you used in the previous assignment (RUC). The weekly stock prices of Russian companies as well as macro variables can be downloaded from the website of the course (EFM05HA1data.xls) or 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 stock returns for dividends. Use RTS or S&P-RUX as market index and GKO 1-year rate as risk-free rate. 

Do not forget to discuss the economic meaning and intuition behind the results!

1. Test CAPM using a time-series approach: 

Ri,t - RF,t = αi,t + βi,t (RM,t - RF,t) + εi,t 




(1)

a. (25 points) Unconditional test for RUC: assume that alpha and beta are constant (i) over the whole sample period, (ii) each year, (iii) in the bullish and bearish markets (defined as periods when the market return exceeds or is below the risk-free rate, respectively). How strong is time variation in the mispricing (i.e., alpha) and risks (i.e., beta)?

b. (25 points) Conditional test for RUC: assume that alpha and beta are linear functions of the lagged local and global instruments (see, e.g., Ferson and Harvey, 1998). Compare the degree of predictability of alpha and beta and discuss the most important instruments. 

c. (Bonus 10 points) Joint test of CAPM, using models from (a) and (b), for 5-10 most liquid Russian common stocks.

2. Test CAPM using a cross-sectional approach. 

Ri,t = γ0 + γ1
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ˆ

i + γ2Xi + εi,t




(2)

a. (10 points) Take a sample of Russian stocks traded during the whole sample period (you can take a different period from the one specified before, but spanning at least 3 years). Measure betas and average returns during this period. Plot returns against betas and analyze graphically how well the security market line fits the data. 

b. (40 points) Formulate and test the null hypothesis implied by the CAPM using Fama-MacBeth approach. The simplest way is to divide the sample period into several non-overlapping (e.g., 6-month) subperiods and run cross-sectional regressions for each week within a given subperiod using market betas measured over the previous subperiod. Alternatively, one can measure beta from the rolling regressions using fixed horizon of most recent historical returns. Report average coefficients along with the corresponding s.e. and t-stats for the constant term, beta, and additional variable(s) X
 for the whole sample period and each subperiod.
� The additional variables may include size (measured as market equity capitalization), momentum (past return over 1 to 12 month horizon), liquidity (e.g., trading volume within the last month), exchange rates, oil price, local and global interest rates, etc.
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