Special Issue on Asset Price Dynamics
and Risk Management

Yin-Wong Cheung
University of California, U.SA.

When invited to prepare the special issue, | recommended to
consider abroad range of topics and settled on * Asset Price Dynamics
and Risk Management.” The response to the call for papers for the
special issue was very encouraging. Submissions were received from
Asia, Australia, Europe and the U.S. In the end, we have included six
high quality manuscriptsinthe special issue. All accepted manuscripts
went through the double-blinded review process. The rest of the
introduction contains a summary of each manuscript.

The accepted manuscripts cover a wide range of topics. In
Exchange Rate Returns Standardized by Realized Volatility Are
(Nearly) Gaussian, Andersen, Bollerslev, Diebold, and Labysexamine
the distributional properties of the U.S. dollar exchange rates against
Deutschemark and Japaneseyen. Itiswell known that high-frequency
asset returns (including those standardized by GARCH variance
estimates) arenon-normal. Theauthorsdemonstratethat exchangerate
returns standardized by therealized volatility measure, whichinvolves
thesum of intraday high-frequency returns, arevery nearly normal. The
construction of nearly normal asset return data has significant
implications for both academics and practitioners since normality isa
crucia assumptioninmodelling highfrequency volatility, out-of-sample
forecast analysis, asset pricing, and risk management.

Corporationsdomiciled outsidetheU.S. can havetheir sharestraded
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intheU.S. market as American Depository Receipts (ADRs). Hertzel,
Lowengrub, and Melvin, in Information, Announcement, and Listing
Effects of ADR Programs and German-U.S. Stock Market
Integration, examinethe effects of listingasan ADR. Intradaily stock
pricesof individual German firmsthat aretraded as ADRs are used to
study thefiling, announcement, listing, and volume effects. Thefiling
effect isfound to be alwaysassociated with apositive abnormal return.
However, both positive and negative abnormal returnsareidentified with
theannouncement and listing effects. Further, thetradingvolumeinthe
home market can increase or decrease as aresult of ADR listing. The
results suggest that the effects of trading asan ADR arefirm-specific.

Yang, in An Integrated Risk Management Method: VaR
Approach, proposesaprocedureto calculatethevalueat risk (VaR) of
a portfolio that is affected by market risk, credit rating change, and
default risk. Someresultsin actuarial science are used to construct the
integrated risk management framework. The ruin theory provides a
maj or building block of theanalysis. Under the stated assumptions, Y ang
derives analytical solution to the VaR problem and uses numerical
examplestoillustrate the method. Asit stands, the procedureis based
on somesimplifying assumptionsand isquitedemanding on computing
resources. The exercise, however, offers a good starting point for
investigating the practical problem of integrated risk management.

For academia, amarket crash can be an exceptional opportunity to
investigate certain finance issues. In the first paper (Investor
Recognition of Bankruptcy Costs: Evidence from the 1987 Stock
Market Crash), Eun and Jang exploit the information from the 1987
market crash to assess the significance of bankruptcy costs. It is
perceived that the probability of bankruptcy increasesduringthecrisis
period. If bankruptcy costsare significant, then their effects should be
magnified and reflected in stock prices during the crash period.
Controllingfor sizeandindustry effects, Eunand Jang find that i ndividual
firms bond ratingsand their post-crash cumul ativeabnormal returnsare
negatively related. Asthepotential bankruptcy costisreflectedinbond
ratings, theresults suggest that investorsrecognize the bankruptcy cost
and the cost is significant.

In High Frequency Deutsche Mark-U.S Dollar Returns:
FIGARCH Representation and Non-Linearities, Baillie, Cecen, and
Han study the long memory property of the dollar-mark exchangerate
volatility. Specifically, thefractiondly integrated GARCH modd isfitted
tobothintradaily and daily data. Thelong memory parametersestimated
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from different data frequencies are quite similar and, thus, are
suggestive of thereturnvolatility isgenerated by aself-similar process.
The diagnostic test results indicate that the fractionally integrated
GARCH model providesan adequate description of thedatadynamics.
In sum, the empirical evidence is supportive of the view that long
memory volatility isanintrinsic property of the dollar-mark exchange
rate series.

The notion of greater China has attracted considerable attention
since Chinabeganitseconomicreformintheearly 1980s. Lo and Chan,
in Diagnosing Shocks in Sock Market Returns of Greater China,
examine the behavior of daily returns on the four Greater China stock
markets - Hong Kong, Shanghai, Shenzhen, and Taiwan. Using ajoint
estimation procedure, Chan and Loidentify theoccurrencesof outliers
(large shocks) and find that large shocks are quite common in these
stock market return series. The outlier patterns are different acrossthe
market. For theHong Kong market, theoutlierscluster around the 1997
financial crisisperiod andthegovernment invention conductedin 1998.
For the other markets, the outliers are usually related to local events.
The difference in return patterns provides some hints for portfolio
diversification.
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