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tors focused on the immediate past when forecastjig share retums Any unusually good or bad

recent performance. therefore tended to be givenundue emphasis raiherthan fecognising that the

performance tends to reven towards the nean Using monthlv retum data tbt NYSE comnron

stocks over the period 1926 |o 1982, their resulls showed that the loser'portfolios of35 stocks

outperformed the market by an avetage of 19 6 per cent jn the 36 monihs af!e' the porttolio for

nralion date. The 'winner' poftfolios. on the other hand. underpedomed the mafket by more than

5.0 per cent. so the difference in cunulative average residual retums between lhe two extreme

ponfolios equaled 24.6 per cen!. The systematic p ce reversal patte.ns in the share rctums ol

wnrning and losing firns which are documented by DeBondt and Thaier are inconsistent with an

efficieni nffkei since the investor can outperform the market using past share pnce infomaiion'

DeBondt and Thaler (1987) hypothesised that tbe reason lbr the oveneaclion was ihe tuilure ot

investors to react "correclly to new infofmation jD the fashion prescd bed bv Baves'Rule' whict

is the principle fo. the revision of opinion on the basis of fresh irfolrnation in rational choice

rheory. Investors based their estimate of the value of a share on receni extremelv good or bad

performance unaware of the phenomira of "rev€rion to the mean" where exlreme pertbrmance

tendi to be fbllowed by less exrrcne performance.

ID the UK. Power. Lonie and Lonie (1991) found that a contrJJian sl.ategv based on invesiing in

the shares of prcviously identified non excellent companies and sellhg the shares ofPreviouslv

catcgorised excellent companies could edn abnormal returns. even allowing fbr changes in risk

Moreover these excess rcturns showed no sign of disappearing fbr at least 5 vears after the date

when the fil.ms were identified. Thus. the overreaction effect appeared to exist for UK companies

as wellas for their US counterpats.

The above srudies look at the overreaction effect over time intervals of more lhan one vear' There

arc other empirical studies which test fof shorl-run oveneaclion. For exanple Zarowin (1990)

lbund thai lvinners'and losers' that were identified on the basis of the previous nonths retuns

experienced a reversal offortuneI winners'underperformed md 'losers'outperformed the mar

ke! in the period after the nonlh in which lhey were selecied: a strategv ofbuving a podfolio 01

'loser' shares and selling a potfblio of 'winner' shares therefore eamed an abnornral return of 7 5

per cent. Howe (1986), Lehnan (1990) and MacDonald rnd Power (1992) examined weeklv daid

while Brown, Harlow and Tinic (1988). Atkins and Dvl (1990) and Bairaklis (1994) focuied on

daily dara. Some of these studies lound evidence ofpositive persistence wher€ 'winner'shares

continoe lo perfom well while 'loser'shares continoe to perfonn badlv Other studies sugges!

that a mean reversion pattem belter describes the data A summary of some of the maj or empirica !

studies associated with the sho|t run oveneaction effect is shown in Table 1

1--
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Table::
In conclusion, this overreaction effect has been extensively tested using deveioped'market da!r'

This shrdy seeks toexiendthis work with Malaysian data by using weekly share price information

over a recent period. In paiicular. itinvestigates whether Malaysian irve(ors appearto overeact

in the short run such that weekly share relurns exhibit a mean-reverting pattern.

DATA AND METHODOLOGY

In this study, weekly share pnce data were oblained ftom Dalastream for 47 individ al shffes

regjstered on the Kuala Lumpur Stock Exchange over the period January 19901o December 199'l

The companies in the sample are selected according lo their narket valuation as at May 30, 1995

This selection is undetElen to provide a sample ofaclively traded shares ofcompanies listed on

the KLSE. The names of the companies. rogether with other descriptive infomatioD are included

in Table 2. The adual lests are not performed on the weekly prices themselves bu! on the first
I

differences of their natural logadthns ; weekly retums are calculated according to the following

Rr= logcP, logePfl

="['") fll

where P/ the price of the share a! the end of week t, Pr-l is the price of the share at the end of we€k

t-1. and Rr is the weekly retum.Weekly p.ice information olr the KLSE market index was aiso

obtained over lhe same period and used to proxy fof the narketpollfblio.

For each week beginning in January 1990. excess relums rre calculated for each of the tbrty seven

companies'sbares in the sample according to the equation :

l2l

where ERn is the excess retum on share i for week t. Rit is the actual week t retum for share i, 8nd

Rr, is the .etum on the KLSE Conposite Index for week I

t According to Fand (1965) a change in Iag price is the yietd. ||ith continuous conpounditlgfrcn
h.iding the sectdr, for that dat-, \|hile Strary ( 1992) suggests thdt these Log returns are nore
n.)tmallj distibute.l an.lthercturc satish the statisticdl Issunatio s alseveral analyical tech
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The weekly excess retums are then ranted lrom high to 1ow to fonn two ponfolios The top ten

securities in this ranking had their shares grouped into a 'winner' portfolio, while the bottom len

securities are combined to form a 'loser' poltfolio. The respective perfornance of the 'winner'

and 'loser' poitfolios are then tracked over the next ten we€ks. This process is repeated two hun

dred and fifty two tinres for every portfolio formation period.

The cumulative excess returns for these 'winnel and loser'portfolios are then calcuiated for

each of the ten weeks (CER- and CER,.

Table 3: Pon

.^r*"*
\tininum

Siandffa D.

cnno= fi f nn

Tabt€.1: Pon

Using the CER'S from the ten week periods. average CER'S are estimated for both pordblios

(ACRw andACR,.

The overreaction hypotbesis then predicts that the average cumulative excess retums from pur-

chasing the '1oser' ponfolio shares and selling the shares i! the 'winner' portfolio willbepositive

ACRI -ACRr >O

RESULTS

Table 3 provides summary statistics for the average 'winner'and 'loser'ponfolios in the event

week. As one would expect the 'loser'portfolio performed badly reponing an average excess

return of -0.5i63 per cent. while ihe 'winner' portfoiio perforned very weli eaming a positive

average excess retum of 0.0634 per cent in the week that the ponfolios were formed The evidence

fron the minimum (MIN) and naximum (MAX) values supports this statement The 'loser' port-

folio rypically had a iower MIN and MAX excess return than its 'winner' counterpart; lbr exam

ple the maximum excess retum for the 'winner'potfolio throughout the 263 week period was

0.3321 per cen! while the similar figure for the 'loser' portfolio was 88 86 percent less at 0.0370.

On average, the siandard deviation for the 'winner' portfolio is twice that of the 'loser' portfolio

indicating that the 'winner' poffolio may hare been riskier than the 'loser' portfolio. The p

values indicate that the average excess retums in the week that the portfolios were fomed was

significantly different liom zero.
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Table 5: Averase Cumulative Excess Returns For 'Winner'and 'Loser' Portfolios

'Loser'

ACERI+l -0.0067 0.0077 0.0144

ACER,+2 -0.0069 0.0086 0.0155

ACERT+3 -0.0017 0.0017 0.0094

A.CERT+4 0.0000 0.0094 0.0094

ACER!+5 0.0008 0.0119 0.0111

ACER16 0.002'7 0.0123 0.0096

ACER[+7 0.0048 0.0161 0.0114

ACERT+g 0.0091 0.0164 0.0073

ACERr+e 0.0119 0.0167 0.0048

ACERsal6 0.0078 0.0134 0-0056

Not?: The table shows ihe average cumulative excess retums (ACER) fof 'winner'and 'loser'

portfolios in the ten week period after the ponfolio fomation date.

The perfornance of the 'winner'and 'loser' portfolios after the podfolio formation dale is shown

in Table 4. The resulls for lhe firc! two weeks following their categorisation seems to contradicl

the EMH. The winner' portfolio typically eamed a negative average excess retums for the lwo

weeks fbllowing its categorisation, while the 'loser' portfolio typically achieved a posilive aver_

age excess returns over the same lwo-week period. This is consistent with tbe prediciions ofthe

oveneaction hypothesis suggesting that the strategy ofbuying the 'loser'ponfotio and selling th€

'winner' portfolio, significantly outperformed the marketi the average excess relums on week t+l

was0.0i44 with a t-statistic of 3.64 which is greater than the critical value a! the 5 percent level

For five of ihe renaining nine weeks in the portfolio test period, the oveneaction strategy eams a
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profits in the short-run. Howevet they coniict with the findings of MacDonald and Power ( 1992)

who found no evidence of short-run overreaction for their UK data.

CONCLUSION

There is some evidence of short-run overreaction in the share prices of companies rraded on the

Kuala Lumpur Stock Exchange. In particular, in the first two weeks after the portfo,io formation

date. the trading strategy of buying a potfolio of underperforming shares and seling a ponfolio oI

overperforming shares earns a significant profit. The excess retums associated with this strategy

of buying the 'loser' pordolio and selling the 'winner' podolio are statistically significant for the

first two weeks after their pordolio formadon date. AJter dlat date, the profitability of this st ategy

began to disappear suggesting that the 'winner' portfolio stans to recover its profits whereas the

'loser'ponfolio declined in value. This is consistent with the prediction of shon-run oveneaction

hypothesis but inconsistent with the weat form of the EMH. However. the level of transaction

costs associated with implementing this strategy might wipe out any gains which mighi be achieved.
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