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ABSTRACT

Thisstudyaimstoexaminetheimpactofmacroeconomicfactorsonthestockreturnvolatilityalong
withthepricingofrisk,andasymmetryandleverageeffectonacomparativebasisfortheUSAand
UAEmarkets.Further,thesethreedimensionsarealsoinvestigatedwithregardtovariousfirm’s
features(suchasfirm’ssizeandage).Thedailydatafortheperiod4thJanuary2010to29thDecember
2017offirmstockreturnsfromtheNewYorkStockExchange(NYSE),theAbuDhabiSecurities
Exchange(ADSE),andtheDubaiFinancialMarket(DFM)isconsideredandthreetime-seriesmodels
wereapplied.TheresultsfromGARCH(1.1)indicatedthatalltheeconomicfactorshavesignificant
impactonthestockreturnvolatilityinboththemarkets.Similarly,thestudyalsofoundevidenceof
asymmetry&leverageeffectusingEGARCHintheNYSE(forallfirms)andtheUAE(partially).
Finally,foramajorityof thefirms,apositiverisk-returnrelationshipisfoundintheUAEanda
negativerisk-returnrelationshipisfoundintheNYSEusingGARCH-inthemean.Interestingly,these
resultsincontextofbothmarketsweredifferentwithrespecttovariousfirmfeaturessuchasfirm
sizeandage.Inlightoftheseresults,itisconcludedthatboththemarketshavedifferentdynamics
withregardtoallthreedimensions.Hence,theinvestorshaveaclearopportunitytodiversifytheir
riskandinvestmentsacrossdevelopedandemergingmarkets.

KEywORDS
Leverage Effect, Macroeconomic Variables, NYSE, Risk-Return Trade-Off, UAE Stock Markets

1. INTRODUCTION

Duringthepastfewyears,aconsiderablefocusofresearchershasbeenobservedontherelationship
between macroeconomic factors and stock market development (Moore & Wang, 2014). This
relationshiphasbeenexaminedtheoreticallyandempirically;however,themaindrivingforcesbehind
thisrelationshipisstillunexplored.Researchersareunanimouslyagreedupontheimportanceofstock
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marketsandtheirroleinaparticulareconomy(whetherdevelopedoremerging).Morespecifically,
efficientmarketsreflectahealthyandstrongeconomy.However,theuncertaintyinthestockmarkets
intheformofreturnsvolatilitytoinvestorscanforcethelocalandforeigninvestorstowithdraw
theirfundsfromthesemarkets.Inthelastcoupleofdecadesasalsoobservedbytheresearchers,
thereishighcorrelationisfoundinthedevelopmentofstockmarketsandthecountry’seconomic
factors(Khanetal.,2016).Furthermore,investorsareinterestedtodiversifytheirinvestmentsinthe
uncorrelatedmarketsoftheworld.Moreprecisely,investorsareseekingtheinvestmentopportunities
inbothdevelopedandemergingmarkets(Janetal.,2018).

Thecurrentstudyconsiders thestockmarketsofUS(developed)andUAE(emerging).The
historyofstockmarketsinUAEisnotverylongandmostofthemareestablishedonlyafewyears
ago.Particularly,theAbuDhabiSecuritiesExchange(ADX)(formerlyknownasAbuDhabiSecurities
Market(ADSM))andtheDubaiFinancialMarkets(DFM)arethemostrecentandimportantmarkets
ofMiddleEastasawhole(Obeidat,2009).1TheAbuDhabiSecuritiesExchangewascreatedon
15thNovember2001andDubaiFinancialMarketstartedfunctionson26thMarch2000.Thesewere
createdunderthesupervisionofEmiratesSecuritiesandCommissionAuthorityandalsothemembers
of“FederationofEuro-AsianStockExchanges”.ThenumberoflistedfirmsatADXisgreaterthan
DFMbutthetradingvolumeishigheratDFMthanADX.Therearefourmainsectorsi.e.Banking,
Insurance,Service,andIndustryandHotelslistedonAbuDhabiSecuritiesExchange.Inshortboth
oftheseemergingstockmarketsareplayingamajorroleinthefinancialdevelopmentofUAE.

TheUnitedStatesstockmarketsontheotherhandareconsideredasthelargestmarketsofthe
world.ThemajorstockexchangesofUSincludeNYSE,AMEX,andNASDAQ.TheNYSE(also
knownas“theBigBoard”)wasestablishedonMay17,17922.TheNYSEisconsideredoneofthe
oldestandlargeststockexchangesbymarketcapitalizationofitslistedfirmsatUS$21.35trillion
asofJune2017.Similarly,theaveragedailytradingworthestimatedasonDecember2013equals
toUS$170billion.

Theremainingof thepaper isdividedintofourothersections.Thesectiontwopresents the
existingliteratureontheresearchedarea.Insectionthreetheempiricalmodels,analyticalprocedure,
data,andmethodologyisdiscussed.Sectionfourdiscussestheempiricalresults.Thefinalsection
willconcludethepaper.

2. REVIEw OF LITERATURE

Theexistingempiricalworkonmeasuringandforecastingthestockreturnvolatilityisquiteextensive.
Thereisanongoingdebateinfinancialliteraturethatbothindevelopedandemergingmarketsthe
stockpricesareverysensitivetothemacroeconomicfundamentals(Kumari&Mahakud,2015).
AccordingtoSchwert(1989),ifthemacroeconomicfactorscanpredicttheexpectedfuturecashflows
anddiscounts,thenthesecanalsopredictthestockmarketvolatility.Theoretically,dividenddiscount
model(DDM)andarbitragepricingtheory(APT)providealinkbetweenmacroeconomicfactorsand
stockreturnvolatility(Chenetal.,1986).Thesemodelsclaimthatanyexpectedorunexpectedvariation
ininterestrates,exchangerates,inflation,GDP,ormoneysupplycanalsobringchangeinthestock
returnvolatilityviaexpectedfuturecashflowanddividends(Fahetal.,2011).Theunderstanding
regardingtheroleofmacroeconomicfactorsindeterminingthestockreturnvolatilityisofgreat
importancetoinvestors(inmaximizinginvestmentsandhedgingstrategies)aswellaspolicymakers(to
ensuremacroeconomicstability).Someearlierworkincontextofstockreturnvolatilityshowvarying
results.Black(1976)andthenChristie(1982)indicatedalinkofstockreturnvolatilitywithfinancial
leverageandinterestrates.Similarly,Schwert(1989)highlightedtheroleofmacroeconomicvariables
indeterminingstockreturnvolatilityandadditionallyadmittedthatthisrelationshipisstrongerduring
recessions.Mostoftheinitialworkincontextofstockreturnvolatilityhasbeendoneincontextof
developedmarkets.Forinstance,theimpactofmacroeconomicvariablesontheCanadianstockmarket
volatilitywasconductedbyKoutoulasandKryzanowski(1996).Theirmacroeconomicdeterminants
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