CHAPTER 3

SAMPLE AND METHODOLOGY

This chapter is aimed to explain the sample and methodology employed in this study.
The main data in this study are stock return, interest rate, and inflation rate. The chapter also

presents the model and hypothesis to investi e link between stock return and interest rate as

well as the impact of growth optio /

3.1 Sample and Data

The sample co ndonesia, Malaysia, Philippines,

Singapore, Taiwan, and . Table 3.1 presents the sample

The table reports the num% count@ which are included in the study.
Country 2001 2002
Hong Kong : 41 ' 585 645
Indonesia 4] 199 218 183 201 200 233
Malaysia 536 630 ¢ 652 Lo 656 07670 682
R IGINIBUNNIING /e =
Singapor 9 48 ) 366
Taiwan 203 207 211 291 330 353
Thailand 340 310 312 300 300 307

All data used in this study are collected from DATASTREAM (stock returns and book-
to-market equity ratio) and CEIC (interest rate and inflation rate).

The interest rate variables used in this study are yield on government 10-year bonds.
However, there is no these data in Indonesia and Philippines so the lending rates are used as the

proxy for these two country.
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3.2 Methodology

1. Select the samples for each country by using these following criteria
® Having positive book value of equity
® Having stock price at least one year from July in year t to June in year t+1

2. Calculate fiscal year-end book-to-market equity ratio (BE/ME) of the sample at June

of each year and then sort the sample gtile on the basis of their BE/ME. At the end of

that period, we recalculate BE/i five portfolios. The first quintile (low
-.—‘ .

BE/ME) is named as the hi ortfolio wmtﬂe (high BE/ME) is named as

the low-growth portfolio.
3. Calculate the equally weighted m: eturn ch portfolio.

4. Estimate the follo

R, =a, +BR, (4 ) _ | o)

=i +[3R“L | ‘ X )
R;i=a;+B . (3)
R, =a; + b‘v s Siviz VL, A ‘-'? +8, )

Where Rj; = xfturn on the portfoho i at month t

ﬂﬂﬂ%ﬁ%ﬁ%i%ﬂ’]ﬂi

= nominal intergst rate change &month t
q waawﬁwwmma d
ATE = inflation rate change at month t

SMB; = return on size factor at month t
HML; = return on growth factor at month t

€. = error term

Lt

The principal variables in this study are Al,, Ar,, and AT, The equation (1) and (2) use
the market return as the control variable (Sweeney and Warga (1986)), while the equation (3) and

(4) use the three-factor model from Fama and French (1993) as the control variables.
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In addition, the interest rate changes in equation (1) — (4) are replaced with the last one-
month, two-month, and three-month interest rate changes to investigate the lagged effect of
interest rate movement on stock returns. Specifically, the interest rate change at month t is

replaced with the interest rate change at month t-1, t-2, and t-3 respectively.

3.3 Hypothesis

When the parameters @ ,//@nated these following hypotheses will

be tested by using F-test.

3.3.1 Returns on high- ! io.are p sitive elated with interest rate, while
returns on low-gro ré ative ated with interest rate.
rise, the increase in gro ecrease in value of assets in place.

While the low-growth portfi ajor part, when interest rate rise, the

H,:v;=0

Hy i, = 0 E
efthe coefficients of-hominal interest rate, real interest rate, and

i foﬁi?u gmmm AN
2 RAAGIR SRR e et

growth portfolios.
Because the effect of growth options changes equity duration, returns on high-growth
portfolio should have interest rate sensitivity different from those on low-growth portfolio.

This hypothesis can be presented as

Hy 17y = 74 H v, = ¥s: Hy :91.= Ysz0
and and

H v, # v H oy, # ¥s, H Y. # Yz
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3.3.3 Interest rate exposure of each country is different from each others
Because of the different environment in each country (i.e., debt to equity ratio, financial
market regulation, and etc.), the interest rate sensitivity of each country should differ from others.

The hypothesis can be presented as

®  Different in nominal interest rate

oF & ‘n country and the subscript i
\
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Where the supérscript |
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represents portfolio i (i
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