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Abstract

There are at least three stylized facts in the financial markets: (i) the market prices in upturn adjust to its market value more quickly than the price in downturn, which is called “asymmetric price adjustment”, (ii) the market price sometime instantaneously approach to its market value, which is called “market efficiency”, (iii) the market value of stock is still evaluated over its fundamental value, which is called “over-evaluation”. The understanding of the investor behaviors related to three stylized facts can lead to the better interpretation for them. However, previous papers for the market price formation are silent about the market processes that might deliver the hypothesis on investor behavior. 

There are, so far, few hypotheses on the investor behaviors. The first idea was formalized by Grossman and Stiglitz (1980). In their theoretical model, the market price does not fully incorporate all knowable information because informed investors make returns by exploiting deviations of prices from security values. Second, without explicitly characterizing investor behaviors, Busse and Green (2002) empirically find that news reports about individual stocks on the financial television network CNBC are incorporated into market prices within few minutes. They shed light on the degree of efficiency and conclude that the market is efficient enough that a trader cannot generate profits based on widely disseminated news unless he acts almost immediately. Third, Amihud and Mendelson (1987) proposed a partial adjustment price model for investor behavior. The market price is adjusted to ‘market values’ (they use ‘intrinsic value’ for it) by portfolio mangers. Koutmos (1998, 1999) expanded their model to an ‘asymmetric’ partial adjustment price model, where the adjustment speed is different depending on whether the market price is over or under the market value. 


The purpose of this paper is twofold. First, we provide the investor behaviors with three stylized facts by using Koutmos model and propose an empirical framework by linking his model to the EGARCH in order to test the stylized facts. Second, we show an operational example of our model, by examining whether the Tokyo Stock Market is efficient, the market price adjusts asymmetrically to the market value of stock, and the market value is over (under)-evaluated against the fundamental value. 

Where is our paper located, compared with the previous papers? First, the definition of market efficiency by Fama (1976) is based on informational concept. It is characterized as one in which security prices fully reflect all available information. In the framework of empirical researches, it is defined that the expectation of the returns conditional on the previous information is constant, i.e.
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 constant, which is a so-called weak-form of the market efficiency. Different from our framework, the concept of Fama’s market efficiency was silent and slippery, however, about the market processes that might deliver the hypothesis on investor behavior. Then, the concept of the market efficiency should tell about the investor behavior to lead well-understanding. 

Second, Koutmos (1998, 1999) offered an empirical new finding that the adjustment speed is faster when the market price is over the market value, mentioning only about the investor’s asymmetric behaviors. Motivated by his new finding of the asymmetric stock price adjustment, several papers including Pagan and Soydemir (2001), Bang and Shin (2003), and Nam et al. (2003, 2005) have applied Koutmos model and got the same finding as his. He also derived the ARCH-type empirical framework from his model, which derivation is based on strong approximation. However, Koutmos’s empirical framework as ARCH-type model is derived from his model based on strong approximation more than our framework and then should be developed to confirm the empirical findings. 


Third, the market value (the market price) of stock is over (under)-valued against its fundamental value. The fundamental value is determined by the fundamental factors underlying the asset. A number of empirical papers including Campbell and Shiller(1987), Cheung and Lee (1998), Lee (1998) and Black,Fraser and Groenewold (2003) has estimated the fundamental value by deploying the Dividend Discount Model and compared it with the market price. The concept of over-evaluation is generally used to evaluate the investor’s speculative behaviors or intentions. However, the market price includes the noise such an adjustment delay to the market value reflecting investor’s intentions. Then, this concept should use the market value.

The organization of the paper is as follows. Section 2 provides the investor behavior with three stylized facts by using Koutmos model and links the model to an EGARCH. Section 3 provides the estimation results of the Tokyo Stock Market during 1980-2005 as an operational example to test three stylized facts. Section 4 gives concluding remarks. Appendix gives a proposition.
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