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Abstract 

This paper examines the relationship between volatility and the probability of occurrence of 

expected extreme returns in the Canadian market. Four measures of volatility are examined: 

implied volatility from firm option prices, conditional volatility calculated using an EGARCH 

model, idiosyncratic, and expected shortfall. A significantly positive relationship is observed 

between a firm’s idiosyncratic volatility and the probability of occurrence of an extreme return in 

the subsequent month for firms. A 10% increase in idiosyncratic volatility in a given month is 

associated with the probability of an extreme shock in the subsequent month (top or bottom 1.5% 

of the returns distribution) of 26.4%. Other firm characteristics, including firm age, price, 

volume and book-to-market ratio, are also shown to be significantly related to subsequent firm 

extreme returns. The effects of conditional and implied volatility are mixed. The E-GARCH and 

expected shortfall measures of conditional volatility are consistent with mean reversion: high 

short term realizations of conditional volatility foreshadow a lower probability of extreme 

returns. 

Keywords: Extreme returns; Implied volatility; Conditional volatility; Idiosyncratic volatility; 

Expected shortfall.  

JEL Codes: G10, G11, G14, G17 

* Finance Department, Concordia University. Financial support from the SSHRC to Switzer is 

gratefully acknowledged. We would like to thank the Editor, Gerald Whitney, an anonymous 

referee, and seminar participants at the 2016 IRMC conference for their valuable comments and 

suggestions. Please address all correspondence to Lorne N. Switzer, Van Berkom Endowed 

Chair of Small-Cap Equities, John Molson School of Business, Concordia University, 1455 De 

Maisonneuve Blvd. W., Montreal, Quebec, CANADA H3G 1M8; tel.: 514-848-2424,x2960 (o); 

514-481-4561 (home and FAX); E-mail: lorne.switzer@concordia.ca. 

  

ACCEPTED MANUSCRIPT



Download English Version:

https://daneshyari.com/en/article/7388499

Download Persian Version:

https://daneshyari.com/article/7388499

Daneshyari.com

https://daneshyari.com/en/article/7388499
https://daneshyari.com/article/7388499
https://daneshyari.com

