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ABSTRACT

This paper studies the cross-sectional risk-return trade-off imythe stock market. A fundamental
principle in finance is the positive relation between sisksand expected return. However, recent
empirical evidence suggests the opposite. Using several intuitive risk measures, we show that the
negative risk-return relation is much more pronounced among firms in which investors face prior
losses, but the risk-return relation is positive\among firms in which investors face prior gains.
We consider a number of possible explanations:for this new empirical finding and conclude that

reference-dependent preference is the.amest promising explanation.

JEL classification: G12, G14

Keywords: Prospect theorypRisk-return trade-off, Risk, Uncertainty, Capital gains overhang

* We thank an_anonymous referee, Raj Aggarwal, Li An, Gordon Alexander, Turan Bali, Paul Gao,
Harrison Hong, DavidMcLean, Lin Peng, William Schwert (the editor), Concetta Sorropago, Baolian Wang,
Liyan Yang, and seminarparticipants at University of Minnesota, CUNY-Baruch, University of Wisconsin at
Madison, Georgetown/ University, Peking University, Nanjing University, Central University of Finance and
Economigs, PBC School of Finance at Tsinghua University, University of Alberta, 2014 Chicago Quantitative
Alliance Conference, 2014 FMA Annual Meeting, and 2014 Annual Meeting of the Academy of Behavioral
Finanee and Economics for helpful comments and discussion. We gratefully acknowledge financial support
from thé 2012 Q-Group Research Award.

* Qorresponding author at: University of Minnesota, Carlson School of Management, Department of
Finance, 321 19th Avenue South, Suite 3-122, Minneapolis, MN 55455, USA. Tel: +1 612 625 5498; fax: +1
612 626 1335.

E-mail addresses: — wangh@Qudel.edu (H. Wang), jinghua.yan@cubistsystematic.com (J. Yan),
jianfeng@umn.edu (J. Yu).



Download English Version:

https://daneshyari.com/en/article/5100553

Download Persian Version:

https://daneshyari.com/article/5100553

Daneshyari.com


https://daneshyari.com/en/article/5100553
https://daneshyari.com/article/5100553
https://daneshyari.com/

