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Isthe" Leverage Effect" a L everage Effect?

Abstract

The "leverage effect” refers to the well-established relationship between stock returns and
both implied and realized volatility: volatility increases when the stock price falls. A
standard explanation ties the phenomenon to the effect a change in market valuation of a
firm's equity has on the degree of leverage in its capita structure, with an increase in
leverage producing an increase in stock volatility. We use both returns and directly
measured leverage to examine this hypothetical explanation for the "leverage effect” as it
applies to the individual stocks in the S& P100 (OEX) index, and to the index itself. We
find a strong "leverage effect” associated with falling stock prices, but also numerous
anomalies that call into question leverage changes as the explanation. These include the
facts that the effect is much weaker or nonexistent when positive stock returns reduce
leverage; it is too small with measured leverage for individual firms, but much too large
for OEX implied volatilities; the volatility change associated with a given change in
leverage seems to die out over afew months; and there is no apparent effect on volatility
when |leverage changes because of a change in outstanding debt or shares, only when
stock prices change. In short, our evidence suggests that the "leverage effect” isredly a
"down market effect” that may have little direct connection to firm leverage.



Introduction

The Black-Scholes option pricing formula, and many subsequent models assume the
volatility of the underlying asset is a constant parameter. But it has long been known that
returns volatilities for many assets, especially stocks, appear to vary over time. Among
many examples in the literature, Schwert[1989] gives an extensive analysis of the
variability of equity volatility over time and its relation to other economic variables;
Bollerdev, Chou and Kroner [1992] review the literature on using models of the ARCH
family to model time-varying volatilities for financial variables.

In addition to time-variation in the level of volatility, equities, in particular, aso exhibit
an asymmetry that depends on whether returns are negative or positive. Volatility seems
to rise when a stock's price drops, and fall when the stock goes up. An early reference to
this phenomenon is Black[1976], and it has been found repeatedly since then by authors
such as Christie[1982], Schwert[1989], Glosten, Jagannathan and Runkle [1992], Braun,
Nelson and Sunier [1995], and many others. Recent work by Bekaert and Wu [2000]
finds strong asymmetry in Japanese stock volatilities. The phenomenon shows up both in
the measured volatility of realized stock returns and also in implied volatilities from stock
options. Nelson [1991] introduces the EGARCH model in part in order to model the
asymmetric behavior of volatility within a GARCH-family framework.

The most common explanation for asymmetry ties the behavior of a stock's volatility to
the degree of leverage in the underlying firm's capital structure. In fact, in their original
article, Black and Scholes [1973] (BS) discussed the impact of leverage on stock price
behavior, and the argument was elaborated in articles by Merton[1974], Galai and
Masulis [1976] and Geske[1979], among others. The reasoning stems from Modigliani
and Miller's [1958] classic principle that the fundamental asset of a corporation is the
whole firm, while the securities the firm issues--stock, bonds, and so on--are just different
ways of splitting up the ownership of this asset. From that perspective, BS observed that
the volatility of a stock's return should come entirely from the fluctuations in the total
firm value. In afirm that has both equity and debt in its capital structure, the debtholders
claim on firm value is limited to the face value of the bonds, so (nearly) all variationsin
total firm value will be transmitted to the equity, except when the firm is close to
insolvency.

Suppose there is an increase in overal firm value. Since equity is less than total firm
value, the proportional return on the stock will exceed that of the whole firm. Therefore
the stock in a levered firm should be more volatile than the whole firm, with the
difference being a function of the relative amounts of debt and equity in the firm's capital
structure. The connection to leverage will also cause stock volétility to vary
systematically and asymmetrically with returns. When a negative stock return causes
equity vaue to go down while debt is fixed, firm leverage is raised, which increases
future equity volatility. The reverse effect should occur when stock returns are positive.
Empirical evidence supporting this theoretical argument was presented by Christie



[1982], who found a positive correlation between the degree of leverage on afirm's
balance sheet and the volatility of its stock.

With traded stock options, another measure of expected volatility is available. The
implied volatility (1V) derived from market option prices is commonly thought of as "the
market's" volatility forecast. If so, one may see directly what impact investors anticipate
that a given event will have on future stock volatility under Black-Scholes assumptions.
If stock volatility were actually expected to be a constant parameter unrelated to returns,
the IV should be equal for every option of a given maturity on the same underlying stock.
A plot of 1V versus strike price would be aflat line at the expected volatility.

IVsfor options on individua stocks and on stock indexes, however, tend to exhibit quite
adifferent pattern. Options for most underlying assets show a volatility "smile,” with
higher 1Vs for out of the money (OTM) and in the money (ITM) contracts than for
options that are just a the money (ATM). Equity I1Vstend to display a more
asymmetrical smile, often called a"skew" or "smirk." A volatility skew refersto a
monotonic decreasing pattern of 1V for higher strike prices.

Because of the "leverage effect,” the market price of an out of the money put option, for
example, will be higher than the Black-Scholes value for that option, so its IV will aso
be relatively high. If the stock does go down, toward the level at which the put will bein
the money, stock volatility will also increase, adding to the option value. Similarly, an up
move in the stock will decrease volatility, leaving option prices lower relative to at the
money options than the constant volatility BS model would predict.

Attributing an empirically observed skew pattern in IV for stock options to financial
leverage has become embedded in the conventional wisdom, to the point that it is not
uncommon to call any asymmetric response between asset returns and volatility a
"leverage effect,” even when the underlying is something like an exchange rate, for which
the concept of leverage can not apply. Obviousdly, a "leverage effect” in foreign currency
options can not really be due to leverage; there must be some other explanation for
asymmetric volatility behavior. But in the stock market, negative correlation between
returns and subsequent volatility is taken as empirical evidence that financial leverage
determines stock volatility in the way that the theoretical model predicts.

Y et, a skeptic may wonder how aware investors really are of the degree to which
fluctuations in firm leverage caused by day to day stock price movements ought, in
theory, to impact future volatility. For example, historical volatility estimates that are
widely disseminated and used in the market are computed just from past stock returns,
with no attempt to adjust for the impact those returns have on the capital structure of the
underlying firms. Even when a stochastic volatility GARCH-family model is adopted, the
"leverage" parameter is Ssmply treated as a coefficient to be estimated from the returns
data, not as a structural parameter that should be related to the firm's capital structure.

The question we will address in this paper is how much of the "leverage effect” in stock
returns and option implied volatilities can really be tied to leverage, and how much will



need to be explained by other causes. The next section presents a simple version of the
theory of the leverage effect and derives an empirically testable relationship. Section 3
describes the data. We focus on large stocks with active options trading: the stocks
contained in the Standard and Poors 100 stock index (OEX). We also examine the OEX
index itself and the options written on it, that are typicaly found to exhibit a stronger
leverage effect than do individual stocks (see, for example, Braun, Nelson and Sunier
[1995]).

Section 4 presents preliminary empirical evidence for the existence of an asymmetric
relationship between returns and volatility. With the most basic formulation, measured
volatilities and also implied volatilities exhibit a strong "leverage effect” relative to
returns both for the OEX index and for individua stocks. The size of the effect is
distinctly greater for the index than for single stocks. Thus the initia evidence is
consistent with the existence of a significant leverage effect in these stocks.

Y et, inconsistencies arise quickly as we delve deeper into the data. The logic of the
theoretical argument suggests that the size of the leverage effect should not depend on
whether the underlying stock return is positive or negative: a positive return should
decrease leverage and volatility by about the same amount as a negative return of the
same size increases it. But the results in Section 4 indicate a significant asymmetry in the
leverage effect, such that there is a strong impact on volatility when stock prices fall and
amuch weaker effect, or none a all, when they rise. Also, afirm'sleverageisa’level”
variable rather than a"change." This means that a stock price move that alters the
leverage of the underlying firm should produce a permanent shift in volatility. By
contrast, we find that volatility changes associated with stock returns appear to die out
quickly.

One problem with these tests of the "leverage effect” is that they are based on stock
returns, not on the actual leverage in the firm's capital structure. In Section 5, we use
data from the Compustat data base to relate the "leverage effect” to the actual changein
underlying firm leverage. Overall, the results indicate a significantly positive
relationship between changes in measured leverage and both realized and implied
volatility, as well as significant differences between leverage increases and leverage
decreases. However, the size of the effect of a change in measured leverage is too small.
The elasticity of stock volatility with respect to leverage should be about 1.0, but the
coefficient estimates indicate an elasticity that is less than half of that. Thereisless
evidence with measured leverage than with returns that the effect dies out over time.

Next, we consider whether leverage changes that result from issuance or retirement of
bonds or shares generate the same sized impact on the volatility of the stock, as do
leverage changes resulting from stock price movements. We find that a leverage change
arising from a change in the amount of debt in the firm's capital structure appears to have
little or no impact on stock volatility. Similarly, there is no evidence of a"leverage
effect” when an increase in leverage is caused by a change in the amount of stock
outstanding, as opposed to a price change. In most cases the regression coefficients have
the wrong sign, so if anything, there is areverse effect.



Section 6 then goes on to look more closely at the options market. For Vs, aleverage
effect should be the same size across al options with the same maturity. We find little
difference in the behavior of 1Vsfor calls versus puts, athough, surprisingly, calls on
individual stocks appear to exhibit a somewhat stronger effect than putsdo. Thereisaso
little difference between options with high and low strike prices. However, index options
show an extremely strong effect, but only in down markets. There is no significant
"leverage effect” in IVswhen stock returns are positive.

So, isthe "leverage effect” redlly aleverage effect? To anticipate our conclusionsin
Section 7, the results of our tests suggest that the answer is: Maybe alittle, but leverage is
far from a complete explanation for the volatility shifts associated with positive and
negative stock returns.

II. Volatility and Leverage

Consider afirm with equity and debt in its capital structure, under the smplifying
assumption that the debt is risk free, so that changes in firm value are entirely borne by
thestock.! Let V © E+ D, represent total firm value. E° N S denotes the total current
market value of the firm's N outstanding shares of stock with current market price S, and
D isthe value of the debt. Suppose there is a random change in overall firm value, DV.
As apercent of firm value, thisisDV / V.

All of the change in firm value will flow through to the stock, so DE = DV , producing a
percentage change in the stock price as follows:
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The percentage change in the stock price is equal to the percentage change in total equity
(given N fixed). This equals the percentage change in firm value times one plus the

debt / equity ratio. The more levered the firm is (high D/E), the more volatile the stock
will be relative to the total firm. That is expressed in equation (2).
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where s sis the volatility of the return on the stock, which equals the volatility of total
equity, sg; sv isthe volatility of the firm; and L © (1 + D/E) is the measure of leverage.

1 Thisassumption is reasonable for the large firms we will be examining below.



If sy is constant, then the stock volatility, ss, will rise when the stock price goes down
and fall when it goes up.? Hence, the empirically observed connection between stock
returns and volatility changes is understandable and consistent with the established
principles of modern finance. The "leverage effect” has become one of the stylized facts
that it is felt need to be incorporated into models of time-varying volatility.

From equation (2), we can obtain ge and 0p , the elasticities of stock volatility with

respect to changes in the values of firm equity and debt, respectively. For example,
ge=(dsvL/dE)” (E/svL), wherewe have substituted for se from eqg. (2). With a

constant number of shares, the elasticity of stock volatility with respect to the stock price
equals the elasticity of equity volatility with respect to total equity: gs=ge . We have,

D
D+E

(©) s = Qg =

D
D+E

4) dp =

Itiseasly seenthat - 1£ qg£ 0 and O£ qp £ 1.

We may also compute the elaticity of stock volatility with respect to achangein L.
Using (2), this gives

©) qL= o2 —= =1

Equation (5) provides atheoretical vaue for the size of the leverage effect in our
empirical tests presented below.

The above equations have been derived assuming firm volatility is constant. If this were
weakened to alow firm volatility to change when firm value changes--a "leverage effect”
at the firm level that is not due to its leverage--there will be second influence on equity
volatility that will ater its measured elasticity with respect to leverage changes.

Taking the total derivative in (2) gives

dsg = svj—\L/dV ¥ deS—VVdV

2 In practice, the relationship is expected to be somewhat more complicated. If the firm volatility is not
constant, there will be a secondary effect. One might anticipate that rising firm volatility would be
negatively correlated with movementsin firm value (e.g., an increase in volatility leadsto adrop in firm
value), making the impact on stock volatility greater.



We dso have
deV _du dE N R

The coefficient on the second term in the final expression is non-positive, so if adrop in
firm value is correlated with an increase in firm volatility (i.e., Isv/{V < 0), the measured
elagticity of the stock volatility with respect to leverage will be greater than 1.

The empirical tests presented below are set up as regressions of the following form.

(6) DInsg = c+aDInL + dummies

The coefficient a is the estimate for elasticity g.. By the above anaysis, a should be 1 if
the market fully incorporates the change in leverage into stock volatility and firm
volatility is constant. If firm volatility also increases when firm value falls, a should be
greater than 1. An a value less than 1 suggests that leverage changes are not fully
impounded in stock volatility. The dummy variables allow us to examine the relative
importance of leverage for different subsets of the data.

Here, we are treating the value of the firm's debt as being unaffected by changesin firm
vaue. Inother words, debt isrisklessin terms of default. 1f, on the other hand, we
allowed the value of debt to change in the same direction as firm value, it could
somewhat mitigate the impact of leverage on stock volatility. There are both theoretical
and practical reasons for this assumption. On theoretical grounds, while risky debt would
reduce the elasticity of volatility with respect to stock price movements, the magnitude of
the effect is a decreasing function of how far the firm is above the point of insolvency.
Our data sample consists of large and well-established firms, whose debt can be safely
treated as having very low risk of default. A practical reason not to try to take account of
equity price changes on debt valuesis that, asis customary for measuring debt / equity
ratios, inour analysis, we will be using the reported book value of firm debt from
Compustat as the measure for D.



I11. Data

We wish to examine stocks of major firms, for which we expect market pricing to be the
most efficient. To look at both realized returns volatility and implied volatility, we want
stocks that also have active trading in options. We have therefore selected for analysis
the stocks contained in the S& P 100 index as of December 1992. All stocks in the S& P
100 have options traded actively at the Chicago Board Options Exchange (CBOE).
Definitional problems with bond data for two firms reduces the total number to 98. The
sample firms are listed in the Appendix.

There are two different data samples. One spans the 20-year period 1977-1996 and is
used for tests that just involve realized volatility. The other covers the shorter period
1991- 1996, for which we have options data and can compute implied volatilities.
Although Compustat data for the book value of debt are only available quarterly, we
create monthly data series by assuming any changes in the book value of the debt over a
guarter are spread equally over the three months.

The raw data come from three sources;

Stock prices, the number of outstanding shares, dividends, monthly and daily stock

returns (without dividends), and the 3 month Treasury bill rate all come from the
Center for Study of Security Prices (CRSP) database, 1998 edition.

The face value of firm debt comes from the Compustat Quarterly Industrial File, 1997
Edition. We sum the values shown for short and long term debt.

Options price data, along with contemporaneous intraday prices for the underlying
stocks and the OEX index, is obtained from the Berkeley Option Database for years
1991 to 1995.

One firm (American International Group) is excluded completely from the sample
because the reported face value of short term debt in the Compustat database also
includes a portion of its long term debt, so that the total value of the debt can not be
reliably determined. Three other firms (Baker Hughes, Massmutual and Unisys) are not
present in the Berkeley options database, so they are eliminated from analysis with
implied volatility but leverage data is available for BHI and UIS, so they are included in
the historical volatility analysis. Individual observations may be excluded for avalid
firm when there are not enough data points to compute the historical volatilities or
implied volatilities from both puts and calls needed for that date.

The raw data are used to construct the data samples analyzed below, according to the
following procedures.

Historical (i.e., realized) volatility is computed by calendar month from the CRSP daily
returns series, as the square root of the sample variance of the daily returns without
dividends for that month. An observation is excluded if the stock has more than two



missing values in that month. Volatilities are annualized by multiplying the daily figure
by the square root of 252.

Leverage, L, is computed as 1 plus the face value of the debt for the quarter (long term +
short term) divided by the period ending market value of equity. Market value of equity is
the period ending closing price times the total shares outstanding. In the regression
specifications below, the log change in this directly measured leverage variable will be
denoted LEV.

Implied volatility is computed by averaging over five consecutive trading days. We
compute one IV from the first 5 days in a month and another from the last 5 days. We
will refer to these as | Vegt and | Vengt . FOr every stock, on each day we extract from the
Berkeley Options database the last trade prices at or before the 4 P.M. close of the stock
market for the three closest to the money calls and the three closest to the money puts that
mature in the next month, along with the matching contemporaneous stock price for each
option. In this way, we obtain Vs from options with a comparable degree of moneyness
each day as the stock price moves.

The sample and subsample I Vs are computed as averages of the 1Vs from the individual
call and put 1Vs for those options that are in the sample over the five-day period. For
example, the call 1V will be computed as the average of up to 15 individual option IVs,
depending on the availability of option prices. In cases where there were fewer than 3
good option quotes over 5 days due to missing data, the observation was dropped from
the sample.

Options traded at the Chicago Board Options Exchange (CBOE) have American exercise,
so implied volatility is computed for each option using the binomial model. Adjustment
for discrete dividend payout is done using a tree-building technique that allows a discrete
jump in the tree when the stock goes ex-dividend, but lets it recombine rather than
splintering in the next period. The procedure is based on building a recombining
binomial tree for the stock price minus the present value of the dividend, then adding
back the PV of the dividend to the nodes prior to ex-dividend date. It isexplainedin
more detail in Hull [1997], example 15.5. To reduce the impact of non-monotonic
convergence caused by discreteness in the binomial lattice, we price each option with a
60-step tree and also a 61-step tree and average the results.

The dividend input is the actual payout over the option's lifetime and the current 3-month
Treasury bill rate, converted to a continuously compounded rate is used as the riskless
interest rate.

To understand the dating of the leverage and volatility change variables it is useful to
refer to Figure 1. Construction of the leverage variable uses the quarterly Compustat
database. Assume that the firm in question has a normal fiscal year and we are looking at
the quarter ending in June. Call June month t. The log change in leverage for that
observationissmply 1og Lyune - 109 Lmarch , 1.€,, LEV =log L - log L-3.
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To measure the change in volatility that might result from this quarterly change in
leverage, without overlapping the period during which leverage is changing, we compute
the difference between volatility in the first period after the end of the quarter and
volatility in the last period prior to the beginning of the quarter. We use a full month of
prices to compute historical volatility, so in this case, we subtract the log of measured
volatility for the month of March from that for July, i.e., log St+1 -10g St-3 .

Implied volatility is computed as an average over afive day period. The change in the log
of implied volatility for this case would be the log of 1V from the first five days of July
less that from the last five daysin March. Thisisindicated in Figure 1 by the
subintervals shown in gray.

For the regressions involving only stock returns and volatility changes with no measured
leverage variable, we are not restricted to quarterly observations. For the June
observations, we would relate the change in volatility from May to July to the return over
the month of June. For historical volatilities, thisinvolveslog st+1 - log st.1; for IVs itis

log IVBegt+1 - log IVendt-1.

Finally, since most of the variation in leverage is due to changes in the market price of
the stock, rather than issuance or retirement of firm securities, we also construct pseudo-
monthly leverage observations, using the market value of the stock for each month within
aquarter and the book value of the debt from Compustat. If the latter changes during the
guarter, the change is divided evenly across the three months in the quarter. The change
in implied volatility used for one of these monthly observations is computed from |Vpeg
1 and [VEndt.1.

Table 1 gives summary statistics for the variables for individual stocks and for the S& P
100 index that are used in the study. The longer sample covers 1977-1996, while the
shorter one spans 1991-95, the 5-year period for which we have detailed options data.

The 1977-96 period contains about 21,500 valid observations for individual stocks, with a
typica firm having about $8.9 billion of equity and $5.1 billion of debt. The leverage
measure is about 1.77, and historical volatility averaged .273. The Standard Deviation,
Min and Max columns show that there is considerable variation across firms. The
maximum val ues suggest the presence of several significant outliersin the data. We
experimented with trimming more extreme data points out of the sample, but found that it
does not have a very large influence on our results. One reason for thisis that the
regressions are all run in log form, making outliers less extreme.

With five years of monthly observations and 98 firms with valid data, the 1991-1995 data
sample contains potentially up to 5880 observations. For the variables covered in the
longer sample, we have about 5714 observations in this period. The number of
observations on implied volatility was somewhat smaller. As expected, the average firm
was larger in the later sample, with equity of $13.2 billion and debt of $8.8 billion.
Interestingly, the leverage and historical volatility values were virtualy identical for the
two periods. Implied volatilities from calls averaged 0.254, very close to average
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historical volatility of 0.260. Put IVs averaged about 4 percentage points higher than 1Vs
from calls. Both samples show a Max vaue of 4.219 for historical volatility. Thisis due
to an outlier, rather than indicating a very noisy variable; the 99th percentile for historical
volatility is 0.70.

The data for the OEX index are consistent with arising stock market over the years,
whose average return increased during the later period, at the same time average volatility
was falling from 0.136 to 0.101. Unlike options on individua stocks, implied volatilities
for index options averaged well above the level of realized volatility. Puts had dightly
higher mean IV than calls.

For some of our analysis, we look at both monthly and quarterly data. Leverage variables
are only available from Compustat quarterly, so we are somewhat more confident in the
accuracy of the data at that interval. It will be seen, however, that the results are quite
similar with quarterly and monthly data. The summary statistics for the quarterly interval
would be very similar to what is shown in Table 1, so we do not report them here.

V. The Leverage Effect with Returns

In this section, we will take afirst broad look at the "leverage effect,” asthetermis
normally used to describe the relationship between the return on an underlying asset and
its subsequent volatility. Volatility can mean the standard deviation of realized returns,
which we will call historical volatility, or it can mean implied volatility in option prices.
Leverage effects are commonly found in both.

We will examine the behavior of both historical volatility and IV. Historical volatility
can be analyzed over the 20-year period, while IV isonly available for the shorter 5-year
period. To facilitate comparisons, we also present results with historical volatility over
the 1991-95 period.

We run the following simple regression in logs:
(7 Ds = ag + 4R

where Ds is the change in the natural log of the volatility variable and R is the

logarithmic return on the underlying stock or index over the period (excluding
dividends).

It is important to get the timing right, so that the volatility change is measured from just
before the beginning of the period spanned by the return variable to the period
immediately following it, as described above. Historical volatilities are computed month
by month, so the Ieft hand variable is defined as (Insw1 - Insy; ) for i=1 (monthly) or
i=3 (quarterly), where s; is the realized volatility for month t. 1Vs are measured over 5-
day periods at the beginning and end of each month, so the change in implied volatility is
measured from the end of month t-i to the beginning of month t+1. R isthelog price

12



change on the underlying stock or index over the period, defined as (In S - In &), for i=1
or 3, where & is the price at the end of month t.

The coefficient & is the estimate of the elasticity of stock volatility with respect to the
value of equity, gsfrom equation (3). It should be negative and smaller than 1 in

absolute value, ranging from O for an all equity firm to -1.0 for an al debt firm.

In the theory sketched out above, afall in the market price for the stock should increase
its subsequent volatility, and a price rise of the same magnitude should reduce volatility
by a comparable amount. However, the existence of a"leverage effect” is most
commonly associated with falling, rather than rising, stock prices. This raises the
guestion of whether it may be an asymmetrical phenomenon more closely related to
negative returns than to leverage per se. To examine this possibility, we add a Down
market dummy variable specification to equation (7):

(8) Ds = ag + 3R + a, R” Down

where Down = 1 if Risnegative, and O otherwise. Now the "leverage effect” is
measured by & in an up market and a; + & in adown market. A significantly negative
valuefor & will indicate that the effect is stronger when prices are falling.

Table 2 presents results for the S& P 100 index and Table 3 shows the same regressions
on the individual stocksin the index. To facilitate comparisons with later results, and
also to check that our procedure for constructing monthly variables does not introduce
any major discrepancies, we run these regressions with both monthly and quarterly data.

Looking first at the estimates in Table 2 for the basic equation (7) regression with no
dummy, we see that the "leverage effect” coefficient a; for the OEX index over the long
sample period is estimated to be negative at both the monthly and quarterly interval, but
not statistically significant. An estimate of -0.452 for a; in the monthly data regression
means that if volatility starts at its sample average value of 0.136 (see Table 1) and the
OEX index drops by 10 percent over a month, volatility can be expected to increase by
about 4.52 percent, to 0.142. But the standard error on this coefficient is so large that the
impact is far from being statistically significant.

For the shorter sample, historical volatility shows a negative coefficient on a; only at the
quarterly interval, but neither estimate is close to being significant. The "leverage effect”
in implied volatilities is substantially larger, however, and highly significant at the
monthly interval. The same 10 percent drop in the OEX over a month should raise call
IV more than 17%, from its average level of 0.133 to 0.159.

Note that from equation (3), the elasticity of stock volatility with respect to a changein
the stock price should be - D / (D+E). Substituting from Table 1, we find that for the
average firm in our sample, thisis -0.365 and -0.399 for the longer and shorter period,
respectively. We have not tried to determine the actual leverage of the OEX index, but
we expect its theoretical elasticity to be close to these values.
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When regression equation (8) is run, adding the Down market dummy to the
specification, there is a striking change in the estimated "leverage effect.” The theoretical
relationship of volatility to financial leverage should be symmetrical to up and down
moves in the market, but that is clearly contradicted here. Allowing differing "leverage
effects’ for up and down markets over the longer sample period, historical volatility
exhibits a very strong effect when the market fals, but a reverse leverage effect when the
market rises. A 10 percent market drop corresponds to an increase of (0.1079 - 0.3123) =
20.44 percent in measured (log) volatility, which would trandate into a rise from the
mean volatility value of 0.136 to 0.167. On the other hand, a 10 percent market rise
would also increase volatility, by an estimated 10.79 percent, although thisis not
statistically significant at the 5 percent level. The t-statistic on & indicates a statistically
significant difference between the "leverage effect” on the OEX index in up and down
markets.

Historical volatility in the shorter 1991-95 sample shows a similar pattern of an
insignificant & coefficient and a large negative value for &, although neither is
significant. The asymmetry is greatest for implied volatilities. The "leverage effect” in
IVsis very strong, but only when the market falls. The monthly estimates show
essentially no effect of a 10 percent price rise, but a 10 percent fall would increase (log)
IV nearly 50 percent, corresponding to a rise from the 1991-5 mean volatility level of
0.101 to 0.165.

To summarize what we see in Table 2, there is evidence of a"leverage effect” in both
realized and implied volatilities for the OEX index and its options, but it is only
statistically significant for 1V at the monthly interval. However, the effect is strongly
asymmetrical, operating dependably only in down markets. Implied volatilities show an
extremely strong volatility response to falling stock prices, with an estimated elasticity of
more than 5. This contrasts sharply with the theoretical argument behind the leverage
effect, that suggests it should be symmetrical to up and down price changes.

Turning to the results for individual stocks shown in Table 3, we see a similar pattern to
what was found for index options. The overall "leverage effect” is present, with all &
coefficient estimates negative and highly significant in the equation (7) specification.
However the magnitude of the effect is much smaller with the individual stocks than with
theindex. For example, with monthly data the a; estimate is-1.758 for the OEX index
but only -0.241 for the stocks that are in the index.

Like the OEX results, the "leverage effect” for individual stocks is asymmetric between
up and down markets. In al cases, the equation (8) regression shows a highly significant
negative value for a, indicating a substantially larger effect when the return is negative.
The & coefficient varies considerably, depending on the time period and the differencing
interval. It rangesfrom -0.130 to 0.292, both estimates statistically significant, exhibiting
both significant and insignificant values in between. Four of the six point estimates are
positive. Overall, these results seem fairly consistent with the existence of a"leverage
effect” that is actually a"down market" effect. But, as we saw for a in the smpler
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specification, the point coefficient estimates for a in the equation (8) regression are much
smaller for individual stocks than for the index.

Another property of atrue leverage effect is that because a firm's financial leverageisa
"level" variable, a permanent change in leverage should produce a permanent change in
stock volatility. It should be the amount of leverage in the firm's financia structure that
determines volatility, not the change in leverage. Firm leverage as of a given date will be
the cumulative sum of the changes that have occurred prior to that date, and the volatility
of the stock price should be the cumulative sum of the volatility changes induced by
those changes in leverage. Since each month's leverage change has equal weight in the
cumulative sum, the effect of aleverage change in a specific month (or of a price change
that affects leverage) should be permanent; it should not die out over time. By contrast, a
volatility spike resulting from a non-permanent factor, such as a burst of "irrational
exuberance" in the market, may be expected to die out once the market calms down

again.

We can examine whether the "leverage effect” related to price changes on the underlying
stock is permanent or dies out over time by running the following regression.

9) Ds = ap + gy Ry + apRi.1+ a3 Ry

where Ds is the change in the volatility over 3 months and R;, R;-1, and R are the returns
in the last month, middle month and first month of the period, respectively. If the
"leverage effect” is entirely due to the actual change in firm leverage associated with a
change in the stock price, the estimates for ay, &, and az should be of about equal size.
But if the "leverage effect” dies out over time, these coefficients should get smaller and
less statistically significant for returns that are further back in time.

Since we found significant asymmetry in the "leverage effect” between up and down
markets, we aso fit a version of equation (9) with three Down market dummies:

10) Ds = ag *+ ayRy + aRiq + &Ry
+ a4R{ " Down; + aR;.;"  Down ; + agR;.o Down;.»,

Table 4 shows the results for the OEX index and for the individual OEX stocks in Pandl
A and Panel B, respectively.

All three Panel A regressions without the Down dummies exhibit a negative a;
coefficient on the OEX return in the most recent month, although it is significant at the
5% level only for implied volatility. The estimates for the ag coefficient on the third lag,
areinsignificant, and positive in two cases. These results suggest that the "leverage
effect” related to returns does tend to die out over time.

Once the three Down market variables are added, the patterns become more complex.
Nearly all estimates of &, as and & are negative and large, consistent with alarge, but
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one-sided "leverage effect.” The results are not monotonic, although it does seem that the
coefficients become less negative and less significant as the returns age. Moreover, note
that the full impact of a given negative return is given by the sum of two coefficients.

For example, the effect of a negative 10% OEX return is estimated to be an increase in
implied volatility of -.10" (-0.440 + -4.661) = 51.01 percent in the next month, but the
longer term effect is only 43.59 percent and 11.52 percent 2 and 3 months | ater,
respectively. All of the other equation (10) regressions show the same result, that the full
impact of a negative OEX return dies out over time.

Turning to the individual stock resultsin Pandl B, we find asimilar overall pattern to that
for the OEX index. Without dummies, the coefficients on returns are consistently
negative and they become smaller for older observations. In contrast to Panel A, each of
the individual coefficientsis highly significant. They also tend to be substantially
smaller. The coefficients on the down market returns are a'so smaller than for the OEX,
mostly statistically significant, and show a leverage effect that diminishes over time. As
with Panel A, adding coefficients to obtain the full effect of a given negative return
reveals a monotonic decrease over time for al three regressions involving the dummies.

To summarize what we have seen in this section, both the S& P 100 stock index and the
individual stocks in the index were found to exhibit a strong "leverage effect" connecting
stock price changes in the market to subsequent changes in price volatility. However,
severa of our results are inconsistent with a"leverage effect” that is entirely due to
changes in the actual financial leverage of the underlying firms. First, while the theory
predicts aleverage effect that is symmetrical for increases and decreases in leverage, we
find it to be highly asymmetrical, to the point that the "leverage effect” in most cases
appears to be only operative in down markets, when leverage increases. Second, thereis
no obvious reason why the effect should be quantitatively different for a stock index than
for the individual stocks that compose the index, yet our results show a distinctly larger
"leverage effect” for the OEX index. Also, since a change in leverage should affect the
volatility of the underlying stock itself, the size of the effect should be the same for
implied volatilities as for realized volatilities, but our results show a much larger
"leverage effect” in IVs. Finaly, aleverage effect that really stems from a change in the
underlying firm's effective capital structure should be permanent. But the resultsin Table
4 indicate that volatility changes from the "leverage effect” for both the OEX index and
the individual stocks tends to die out quickly over time.

V. TheLeverage Effect with Measured L everage

The "leverage effect” is normally invoked to explain the effect of market returns on
subsequent volatility, and much of the research on the subject makes no attempt to look at
the actual financial leverage in the capital structures of the underlying firms. Section IV
presented evidence relating volatility changes to returns. In this section we will examine
the "leverage effect” using measures of actual firm leverage constructed from Compustat
data on firm debt and equity for our sample of OEX stocks.
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Quarterly data on outstanding debt and equity for 98 of the firmsin the S& P 100 index as
of December 1992 were obtained from Compustat, as described above. They are used to
compute values of the leverage measure L, where L; = (1 + Di/E;) = (1 + the firm
debt/equity ratio for date t). One problem with this specification, shared with previous
articles on this subject, is that leverage should be measured using market values for firm
securities, but only the book value of debt is available from Compustat. We can easily
compute the market value of equity using CRSP data, but no easy solution exists for debt.
We have constructed a monthly series for L by assigning changes in outstanding bonds to
the final month of the quarter in which they occur. Although this solution is not entirely
satisfactory, there is no perfect way to do this without introducing errors, given the data
we have. We therefore report results both with the constructed monthly data and also
with quarterly data for which the allocation problem does not arise.

The first exercise isto look again at the basic "leverage effect” using directly measured
leverage changes in place of price changes in regression equations (7) and (8). The
specifications become

(11) Ds = ag t+ & LEV ,
(12) Ds = ag + ayLEV + a, LEV’  LevUp,
where
Ds  =(Insw1 - Insyi) fori=1 (monthly) or i=3 (quarterly), and s isthe

indicated historical or implied volatility variable;
LEV =(InL -InL), fori=lor3;
LevUp = dummy variable, equal to 1 if LEV is positive (leverage increases), 0
otherwise.

The coefficient & is the estimate for g, the elasticity of equity volatility with respect to a
change in leverage. We saw above that q. should be equal to 1 if all changesin firm
value are transmitted to the equity and firm volatility is constant. If, instead, overall firm
volatility rises when firm value fals, asis quite plausible, the elasticity will be greater
than 1. On the other hand, when afirm is close to insolvency, a portion of the
fluctuations in firm value will be borne by the debt and the elasticity of equity volatility
will be reduced. However, since we are working with only very large and financially
sound firms, we do not expect this offsetting effect to play arolein our analysis. If the
"leverage effect” for these firmsis really the result of changes in the degree of leverage in
their capital structure, we expect g, to be 1 or higher. Notice that the expected signs for
the coefficients in these regressions should be opposite to those in the earlier regressions
with returns. A negative return produces a positive change in leverage.

Table 5 presents the results from regression equations (11) and (12). Notice that we only
examine individual firm volatilities here. We make no attempt to calculate a value for the
actual financial leverage of the S& P 100 index. Overall, the results are quite similar to
those in Table 3. Thisisto be expected, because most of the variation in L comes from
changes in the market value of firm equity as the stock price fluctuates. Only the
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relatively infrequent issuance or retirement of bonds and new shares (not resulting from
stocks splits) will alter the leverage measure other than because of market stock price
changes.

Without dummies, the a; coefficients at both the monthly and quarterly intervals are all
estimated to be positive, and all but oneis highly significant. They are aso highly
significantly less than 1, however, well below the theoretical value. The equation (12)
regressions alowing increasing and decreasing leverage to have different effects produce
positive and mostly highly significant estimates for . Asin Table 3, the "leverage
effect” is very asymmetrical, to the point that it is not statistically significant for falling
leverage in 4 of the 6 regressions. Adding the two coefficients to get the full effect of an
increase in leverage, the asymmetry appears to be larger than in Table 3.

We can also use directly measured leverage to test whether the leverage effect is
persistent or dies out over time. Equations (13) and (14) are the equivalent regressions to
(9) and (10) with LEV instead of returns.

(13) Ds = ao + al LE\/t + a2 LE\/t_1+ a3 LE\/t_ 2

(14) Ds = ag + alLEVt + azLEVt_l + a3LEVt_ 2
+a,LEV:” LevUp; +a5LEV;.  LevUpi.q +agLEVi.,  LevUp;.»o

Table 6 shows the results. The ay, &, and as coefficients in the equation (13) regression
are uniformly positive and significant. The effect on historical volatility does appear to
die out over time, but the IV results do not confirm that. Once the dummies are added,
the patterns become quite mixed. There are negative coefficient estimates in some cases,
statistically insignificant estimates and non-monotonic differences across the lags. It is
difficult to draw firm conclusions from these results as to whether the leverage effect
with measured leverage persists or dies out over time.

If the "leverage effect” isjust due to changing leverage, it should not matter what the
cause of the leverage changeis. In particular, achangein afirm's capital structure as a
result of issuing new bonds or new shares (or retiring outstanding securities) should have
the same impact on volatility as a leverage change from arise or fal in the market price
of the stock. The next table looks at that issue.

We first decompose the LEV variable into the portions due to changes in outstanding
debt, outstanding shares (not resulting from a stock split), and stock price.

Let D = face value of debt; N = number of shares outstanding; S = share price in the
market. We have
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Simplifying the first term, this becomes

(15) din(L) = -——[dInD dinN - dinS]

which leads to the following regression specification in terms of discrete log differences:
(16) Ds = ag + a¢KDD + a,KDN+ azKR

7 Ds = ag + ayKDD + a, KDN+ azKR
+ a4 KDownDD + ag K DownDN+ ag K DownR

where Ds = log(stock j volatility in month t+1) — log(stock j volatility in month t-3);
K=(1 - 1/L)isamultiplicative constant; DD is the quarterly change in the log of book
value of firm debt; DN is the change in the log of the number of shares outstanding; R is
the change in log stock price per share; and Down is a dummy variable, equal to 1 if
stock return is negative over the quarter, O otherwise. From (15), we see that the
coefficients on the three sources of leverage changes should be equal in magnitude, and
positive for increases in debt, negative for increases in equity from either new share
issuance or positive stock returns in the market.

Table 7 shows the estimated coefficients for equations (16) and (17). One clear result is
that leverage changes resulting from issuance or retirement of debt appear to have no
significant impact on volatility, whether realized or implied. The a; coefficient estimates
in every equation are very small and statistically insignificant. There is also amajor
difference between an equity-related leverage change that comes from a change in
outstanding shares versus one that comes from a price change in the stock market. Both
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& and & should be negative--an increase in firm equity will reduce leverage and
volatility--and they should be of equal size. Here, & is negative and highly significant in
the specification without the Down dummy, while & is positive and insignificant. Again,
the "leverage effect” really looks like a down market effect. Thisis supported by the
results when terms incorporating the Down market dummy are added to the equation.
Debt changes do not have any significant effect on volatility either in up or down markets
and neither do changes in shares outstanding. Changes in stock prices in the market seem
to account for the entire "leverage” effect, with combined influence (az + as) being over
1.0in all three regressions. For implied volatilities, the "leverage effect” is clearly
associated with negative stock returns only: the coefficient as is significantly positive,
meaning that volatility also rises in up markets, a reverse leverage effect.

VI. A Closer Look at the Leverage Effect in Implied Volatilities

Volatility is a property of the underlying stock. A change in volatility, therefore, should
be reflected equally in the prices of al options written on that stock. However, it iswell
known that option implied volatilities differ systematically across strike prices, with low
strike options (out of the money puts and in the money calls) having higher 1Vs than high
strike options. Thisis the volatility skew pattern. It isaso common for puts to have
different 1Vs (generally higher) than calls, as we see in the summary statistics shown in
Table 1. In this section we will examine how the "leverage effect” is manifested in
implied volatilities of different options, according to moneyness and whether they are
calsor puts.

The data samples are al drawn from the shorter 1991-1995 time period. Again, for
individual stocks we report results from both monthly and quarterly data because of our
greater confidence in the measured leverage LEV variable that is constructed from the
guarterly Compustat capital structure data. Option Vs are divided into two subsamples
by moneyness. On each date, we try to draw three calls and three puts from the options
database, with strikes centered on the current stock price. Those with the two lower
strikes are placed in the Low Strike subsample and those with the high strike go into the
High Strike subsample. Somewhat surprisingly, we do not find large differences between
the samplesin average IV. For example, the mean IV for low strike (out of the money)
puts was 0.294, while it was 0.289 for high strike puts. Call Vs averaged 0.259 and
0.255, respectively, for low strike (in the money) and high strike options. This suggests a
smile pattern that is quite mild for individual stock options. However, since we are
averaging I'Vs across options on 98 different stocks, we must be cautious about drawing
general conclusions from these overall mean results.

We wish to be able to compare results across several dimensions: calls versus puts, up
markets versus down markets, high strikes versus low strikes, leverage measured directly
versus leverage proxied by returns, and monthly versus quarterly differencing intervals.

The first two dimensions are incorporated in the regression specification, as follows.
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(18) Ds =ag+ajlev” Cdl +ajlev” Put
(19) Ds =ag+aylev” Cdl +aslev” Put +aglev” Cdl ~ Down +ay4lev” Put” Down

where

Ds : log(implied volatility month t+1) — log(stock j volatility of t-i), for i=1
(monthly) or i=3 (quarterly);

lev : log price change (Panels A and B) or change of LEV (Panels C and D),
respectively;

Call : dummy variable, equal to 1 for calls, O otherwise;

Put : dummy variable, equal to 1 for puts, O otherwise;

Down: dummy variable, equal to 1 if stock return is negative over the period, O

otherwise.

The other dimensions are reflected in the different regressions and panelsin Table 8.
Each panel shows estimation results for regression equations (18) and (19) for al options
together and the high and low strike samples. Panels A and B examine the "leverage
effect” with returns, and C and D use the directly measured leverage variable LEV.
Panels A and C use monthly data, while B and D use quarterly.

Overal, without distinguishing between up and down markets, both calls and puts show a
significant "leverage effect” of about the same size, with returns and with measured
leverage at the monthly, but not the quarterly, interval. There is some evidence that the
effect isalittle larger for calls than for puts. When a Down market dummy is added to
the specification (equation (19)), the asymmetry seen earlier appears again. In nearly
every case, a down market (or increase in LEV) produces a significant increase in 1V for
both calls and puts. For up markets, however, the results are more ambiguous. At the
monthly interval, both with returns and with directly measured leverage, call and put IVs
exhibit a significant "leverage effect.” But these results are reversed at the quarterly
interval, where they both exhibit areverse leverage effect in rising markets (estimates for
a; and & that are positive in Panel B and negative in Panel D). These anomalous results
may be partly related to the effect dying out over time, so that a leverage change in the
most recent month has a bigger and more consistent immediate effect than does a change
over the last three months. Comparing results for high strike versus low strike options,
we find only minor differences that do not appear to obey any systematic pattern.

Table 9 looks at the same regressions with OEX options. In this case, without measured
leverage data for the index, we only report results using return as a proxy for the leverage
change. The contrast with Table 8 is striking. Without distinguishing between up and
down markets, all but one of the monthly coefficients shows alarge and significant
"leverage effect” for both calls and puts. Coefficients are a little larger for calls than for
puts. Note that these elasticities are not only large, they are too large. As we argued
above, the elasticity of stock volatility with respect to stock returns should be negative
and well under 1.0 in absolute value.
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When the Down dummy is added to the specification, the estimated "leverage effect"”
becomes much larger till, with atotal effect (adding & +ag for calls and a+a4 for puts) in
the range of -3 to -5. By contrast, the elasticity when returns are positive is negative, but
much smaller (less than 1/10th the elasticity in a down market in several cases) and
statistically insignificant. Once again, the "leverage effect" looks more like a "down
market effect.” Calls and puts behave very similarly, except that the effect appears to be
stronger for Low strike calls than puts.

VII. Conclusion

The "leverage effect” refers to the well-established relationship between stock returns and
volatility: volatility increases when the stock prices fal. Thisis directly observable in the
implied volatilities embedded in market option prices and it has been found empirically
in realized stock volatilities. A standard explanation for the phenomenon ties it to the
effect that a change in market valuation of afirm's equity has on the degree of leverage in
its capital structure. A fall in the market value of equity makes the firm more levered, so
that with constant volatility for the overall firm, the volatility of the levered equity will
increase. Our objective in this paper has been to examine this hypothetical explanation
for the "leverage effect” criticaly.

We first analyzed the theoretical relationship between equity volatility and equity returns
in alevered firm. Holding other things constant in a firm with just equity and default free
debt in its capital structure, the elasticity of stock volatility with respect to share priceisa
function of firm leverage and is given by -D/(D+E). This number, which must lie
between 0.0 and -1.0, averaged about -0.4 in our sample of firms. We also showed that
the elasticity of equity volatility with respect to firm leverage, measured as (1 + D/E),
should be-1.0. When we regressed volatility changes on equity returns for 98 of the
firms included in the Standard and Poor's 100 index (OEX) and for the index itself, we
obtained statistically significant negative elasticities that were about the right order of
magnitude for individua stocks, but much too large for the OEX, especially with implied
volatilities.

If the "leverage effect” isreally just the result of changing financial leverage, several
other conditions should hold. In particular, the effect should be the same for implied
volatilities as for historical or realized volatilities; it should aso be the same size whether
the market goes up or down; and a permanent change in leverage should produce a
permanent change in volatility. But in the empirical investigation, nearly all of these
properties seem to be violated for both individua stocks and the OEX index. Only the
results for individual stocks showed a "leverage effect” of about the same size for
realized as for implied volatilities. By contrast, for the OEX index using monthly data,
the "leverage effect” with 1Vs was 3 to 4 times larger than with realized volatilities.

By far the strongest and most regular discrepancy we uncovered is the striking

asymmetry of the "leverage effect” between up and down markets. In genera, the key
coefficients turned out to be insignificant and often of the "wrong" sign when returns
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were positive, while negative returns systematically produced a strong and highly
significant increase in volatility (often too strong, in fact). We also found some evidence
that the effect is not permanent, but tends to die out over a few months.

The "leverage effect” typically refers to the connection between stock returns and
volatility changes. One of our contributions in this paper is to examine whether directly
measured changes in leverage, computed from data on the actual amounts of outstanding
debt and equity, are also associated with a"leverage effect” for our sample of firms. What
we found was that there is a "leverage effect,” but that it tends to show some of the same
anomalies as were seen with returns. It is not the right magnitude--less than half of the
theoretical elagticity of -1.0--and it is highly asymmetrical between up and down markets.
In one of the more telling regressions, we separated the sources of leverage changes into
those due to changes in outstanding debt, changes in outstanding shares, and changes in
the market valuation of existing shares. A true leverage effect should not depend on the
cause of the change in leverage, but we found that neither changes in outstanding bonds
nor stock produced a significant change in volatility. Only changes the stock's market
price did, and then, only when the market fell.

Finally, we looked more closely at the behavior of implied volatilities from options on
individual stocks and on the OEX index. We were somewhat surprised to find little
difference between calls and puts or between options with high and low strikes. The
overall results, however, were consistent with our earlier results. The "leverage effect”
appears to be much more related to falling stock prices than to leverage per se, and it is
much too strong for index option implied volatilities.

In the end, is the "leverage effect” aleverage effect? Our results suggest that it mostly is
not. The evidence is much stronger that the "leverage effect” should more properly be
termed a "down market effect.” The true explanation for the phenomenon is yet to be
determined.
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APPENDIX

Table Al: Stocksin the S& P 100 Index as of December 31, 1992
(Shaded firms have been excluded from the sample.)

Aluminum Company America
American Electric Power Inc
American General Corp
American International Group
Ameritech Corp

Allegheny Teledyne Inc
AMPInc

Amoco Corp

Atlantic Richfield Co

Avon Products Inc

American Express Co

Boeing Co

Bankamerica Corp

Baxter International Inc
Brunswick Corp

Boise Cascade Corp

Black & Decker Corp

Bell Atlantic Corp

Baker Hughes Inc

Bristol Myers Squibb Co
Burlington Northern Santa Fe
Bethlehem Steel Corp

Capital CitiesAbc Inc
Citicorp

Ceridian Corp

Coastal Corp

Champion International Corp
CIGNA Corp

Colgate Pamolive Co
Computer Sciences Corp
Unicom Corp Holding Co
Delta Air LinesInc

Du Pont E | De Nemours & Co

Digital Equipment Corp
Disney Walt Co

Dow Chemical Co
Eastman Kodak Co
Entergy Corp New

Ford Motor Co Del
Federa Express Corp
Fluor Corp

First Chicago Corp
General Dynamics Corp
General Electric Co
General Motors Corp
Great Western Financial Corp
Halliburton Company
Homestake Mining Co
HeinzH JCo
Honeywdll Inc

Harris Corp

Humana Inc

Hewlett Packard Co
First Interstate Bancorp
IBM

Int'l Flavors & Frag Inc
Mallinckrodt Inc New
International Paper Co
ITT

Johnson & Johnson

K Mart Corp
CocaColaCo

Litton Industries Inc
Limited Inc

Mcdonalds Corp

Massmutua Corporate Invsinc

Merrill Lynch & Co Inc
Minnesota Mining & Mfg Co
Mobil Corp

Merck & Colnc

Monsanto Company

Norfolk Southern Corp
National Semiconductor Corp
Northern Telecom Ltd
Occidental Petroleum Corp

26

Paramount Communications
Pepsico Inc

Polaroid Corp

Harrahs Entertainment Inc
Ralston Purina Group
Rockwell International Corp
Raytheon Co

Sears Roebuck & Co
Skyline Corp
Schlumberger Ltd
Southern Co

AT&T Corp

Tandy Corp

Tektronix Inc

ToysR UsInc

Texas Instruments Inc
UA L Corp

Unisys Corp

Upjohn Co

United Technologies Corp
Williams Cos

Wal Mart Stores Inc
Weyerhaeuser Co

Exxon Corp

Xerox Corp
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Table 1. Summary Statistics for the Data Sample

Pand A: Sample of S&P 100 Firms, 1977-1996

MEAN STD MIN MAX NOBS
Market Vdue of Equity (million $) 8935.93 14068.39  103.769 171731 21502
Face Vdue of Debt (million $) 514721 14567.54 0 180645 21502
Leverage 1.767 1534 1.000 22.952 21502
Historical Volatility 0.273 0.130 0.044 4.219 21497

Panel B: Sample of S&P 100 Firms, 1991-1995

MEAN STD MIN MAX NOBS
Market Vaue of Equity (million$)  13211.69 17100.15 161.24 120259 5714
Face Vaue of Debt (million $) 8767.84 21504.33 0 180645 5714
Leverage 1.809 1575 1.000 19.837 5714
Historical Volatility 0.260 0.131 0.067 4.219 5711
Implied Volatility of Calls 0.254 0.086 0.000 0.972 5170
Implied Volatility of Puts 0.292 0.081 0.797 0911 4949

Panel C: S&P 100 Index, 1977-1996

MEAN STD MIN MAX NOBS
Historical Volatility 0.136 0.072 0.052 0.967 240
Return on OEX 0.008 0.042 -0.238 0.130 239
OEX Leve 197909 112.766 69450 541.720 240

Panel D: S& P 100 Index, 1991-1995

MEAN STD MIN MAX NOBS
Historical Volatility 0.101 0.033 0.052 0.206 60
Return on OEX 0.011 0.029 -0.050 0.091 60
OEX Leve 311.803 44162  237.790  431.520 60
Implied Volatility of Cdls 0.133 0.020 0.090 0.182 60
Implied Volatility of Puts 0.140 0.026 0.088 0.219 60
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Table 2. The "Leverage Effect" with OEX returns.

The regression is

(8) Ds = a + ayR + a, R Down,
where
Ds = (NS - Insy; ) for i=1 (monthly) or i=3 (quarterly), and s is the indicated
historical or implied volatility variable;
R =(nS-InS,), fori=1or 3, where S isthe price a the end of month t.

Down = dummy variable, equd to 1 if R <0, O otherwise.

(t-statistics in parentheses)

Constant OEX return | Down return | R?
PANEL A: Monthly data % a % NOBS
0.006 -0.452 _ 0.003
Historical volatility, 1977-96 (0.263) (-0.710) 238
-0.043 1.079 -3.123 0.019
(-1.382) (1.297) (-1.978) 238
-0.190 0.598 _ 0.003
Historical volatility, 1991-95 (-0.476) (0.377) 60
-0.037 1.212 -1.621 0.004
(-0.468) (0.367) (-0.284) 60
-0.003 1758 B 0.105
Call and put IV, 1991-95 (-0.151) (-2.185) 58
-0.060 0.213 -5.119 0.175
1716 (0.172) (-1.993) 58
Constant OEX return | Down return R?
PANEL B: Quarterly data a a 2% NOBS
-0.044 -0.644 _ 0.023
Historical volatility, 1977-96 (-1.177) (-1.206) 79
-0.160 1.300 -3.779 0.118
(-3.245) (1512) (-3.323) 79
. - -0.098 -0.982 0.019
Historical volatility, 1991-95 (-1.562) (:0.613) 0
-0.150 -0.174 -3.608 0.033
(-1.329) (-0.070) (-0.708) 20
0.011 -1.212 0.119
Call and put 1V, 1991-95 (0.274) (-1.094) - 19
-0.106 0.903 -7.945 0.428
(-2.056) (0.684) (-3.000) 19
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Table 3. The"Leverage Effect” with Individual Stock Returns.

The regression is

(8) Ds = a + ayR + a, R Down,

where

Ds = (NS - Insy; ) for i=1 (monthly) or i=3 (quarterly) and s is the indicated
historical or implied volatility variable;

R =(nS-InS,), fori=1or 3, where S isthe price a the end of month t.

Down =dummy variable, equal to 1 if R <0, O otherwise.

(t-statistics in parentheses)

Constant | Stock return | Down return R?

PANEL A: Monthly data % a % NOBS
0.002 -0.340 _ 0.010

Historical volatility, 1977-96 (0.612) (-14.218) 21195
-0.021 0.117 -0.663 0.013

(-5.972) (2.178) (-9.509) 21195

-0.003 -0.349 _ 0.008

Historical volatility, 1991-95 (-0.645) (-7.748) 5649
-0.023 0.082 -0.631 0.011

(-3.662) (0.801) (-4.736) 5649

-0.001 -0.241 B 0.009

Cal and put 1V, 1991-95 (-0.676) (-13.202) 5224
-0.006 -0.130 -0.157 0.010

(-2.488) (-3.137) (-2.488) 5224

Constant | Stock return | Down return R?

PANEL B: Quarterly data a a 2% NOBS
0.090 -0.254 _ 0.014

Historical volatility, 1977-96 (16.156) (-8.409) 5563
0.047 0.219 -0.691 0.025

(6.052) (3.162) (-7.568) 5563

DL - 0.080 -0.221 0.010
Historicd volatility, 1991-95 (9.171) (-4.214) 1579
0.058 -0.035 -0.391 0.011

(4.711) (0.323) (-2.603) 1579

0.035 -0.119 0.004

Call and put 1V, 1991-95 (7.440) (-4.341) - 1413
-0.000 0.292 -0.601 0.024

(-0.056) (4.832) (-7.475) 1413
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Theregression is

(10) Ds =agy +a;R; +a,R; +azR;., +a,R;” Down,; + agR.;” Down, ; + agR;.,” Down,_,

where

Ds
Re.i

Table 4. Dying Out of the "Leverage Effect" over Time Using Returns

=(Insu1-Inst3), and s isthe indicated historical or implied volatility variable;
=(InS. - InS.1), for i=0, 1, 2, where S isthe price at the end of month t.
Down..j = dummy variable, equal to 1 if R..; <0, 0 otherwise; i=0, 1, 2.

(t-statistics in parentheses)

_ Constant Return(t) | Return(t-1) | Return(t-2) | Neg R(t) | NegR(t-2) | NegR(t-2) R’
PANEL A: OEX Index a a 2 a 2 a a NOBS
Historical volatility 0.017 -1.213 -1.234 0.537 _ _ _ 0.035
1977-96 (0.602) (-1511) (-1.934) (0.589) 236
-0.158 1133 0.641 2.254 -4.800 -2.956 -3.199 0.084
(-2.900) (1.176) (0.550) (1.781) (-2.863) (-1.865) (-1362) | 236
Historical volatility -0.045 -1.026 -0.052 1.009 ~ ~ B 0010
1991-95 (-0.754) (-0.507) (-0.027) (-0.425) 60
-0.165 1.986 2.256 -0.194 -8.442 -5.499 3.253 0.070
(-1.296) (0.776) (0.849) (-0.044) (-1.434) (-0.919) 0428 | 60
Implied volatility 0.000 -2.249 1272 -0.294 ~ ~ ~ 0.118
1991-95 (-0.014) (-2.212) (-1.206) (-0.317) 56
-0.133 -0.440 1.081 0.500 -4.661 -5.440 -1.652 0.227
(-2.463) (-0.310) (0.824) (0.362) (-1.639) (-1.881) (-0663) |56
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Table 4, continued

PANEL B: Constant Return(t) | Return(t-1) | Return(t-2) Neg R(t) Neg R(t-2) | Neg R(t-2) R?

Individual stocks A & & A A a5 3 NOBS
Historical volatility 0.002 -0.412 -0.310 -0.183 _ _ _ 0.020
1977-96 (0.855) (-15.748) (-11.858) (-7.014) 21003
-0.032 -0.005 -0.005 -0.122 -0.589 -0.425 1.325 0.025

(-7.055) (-0.079) (-0.085) (-4.367) (-7.732) (-5.576) (5.158) 21003

Historical volatility -0.013 -0.383 -0.232 -0.189 _ _ _ 0.015
1991-95 (-2.606) (-7.807) (-4.754) (-3.881) 5647
-0.034 -0.085 -0.045 -0.181 -0.440 -0.271 0.292 0.017

(-4.474) (-0.787) (-0.422) (-3.268) (-3.132) (-1.935) (0.310) 5647

Implied volatility -0.013 -0.279 -0.173 -0.188 _ _ _ 0.034
1991-95 (-6.623) (-13.246) (-8.206) (-8.938) 4827
-0.029 -.129 0.030 -0.185 -0.222 -0.290 -0.073 0.038

-8.692 (-2.735) (0.642) (-7.656) (-3.594) (-4.659) (-0.183) 4827




Table 5. The"Leverage Effect” for Individual Stocks

Using Measured Leverage
The regression is
(12) Ds = ag + ayLEV + a, LEV’ LevUp,
where
Ds =(Insw1 - Insy; ) for i=1 (monthly) or i=3 (quarterly), and s is the indicated

historical or implied volatility variable;
LEV =(nL;-InL),fori=1lor 3,and L, = (1 + D/E) = 1 + the firm debt/equity

ratio for month t.

LevUp = dummy variable, equa to 1 if LEV is positive (leverage increases), 0

otherwise.

(t-statistics in parentheses)

_ Constant LEV LEV up R?

PANEL A: Monthly data iy Y . NOBS
0.001 0.383 ~ 0.003

Historical volatility, 1977-96 (0.498) (7.367) 21176
-0.007 -0.036 0.699 0.005

(-2.201) (-0.399) 5.800 21176

-0.004 0.363 _ 0.002

Historical volatility, 1991-95 (-0.809) (3.403) 5649
0015 -0.058 0.989 0.004

(-2.705) (-0.385) (3.992) 5649

-0.001 0.382 ~ 0.003

Call and put 1V, 1991-95 (-0.712) (8.773) 5224
-0.005 0.213 0.354 0.004

(-2.374) (3.185) (3.453) 5224

2

PANEL B: Quarterly data Co'j,:a“t LaElV LEZZ up Nng
0.089 0472 _ 0.008

Historical volatility, 1977-96 (16.032) (6.296) 5561
0.085 0.346 0223 0.008

(12.969) 2.732) (1.247) 5561

Historical volatility, 1991-95 (S:SI% (g_';‘gé) - 2900
0.070 0.190 0.498 0.007

(6.530) (0.882) (1.366) 1579

0.034 0.038 0.000

Call and put 1V, 1991-95 (711) ©510) a3
0.019 -0.381 0.942 0.008

(3.266) (-3.287) (4.891) 1413
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Table 6: Dying Out of the"Leverage Effect" over Time Using Measured Leverage

Theregression is

(14) Ds =ag +aLEV; +asLEV,. 1 +azLEV. , +a4LEV; LevUp; +a5LEV ;" LevUp;.; +agLEV;. > LevUp;.,

where

Ds =(Insw1-Inst3), and s istheindicated historical or implied volatility variable;
LEV =(nLy - InLy4),fori=0, 1, 2, and Ly = (1 + D.i/E;) = 1 + the firm debt/equity ratio for month t-i.
LevUp =dummy variable, equa to 1if LEV is positive (leverage increases), 0 otherwise.

(t-statistics in parentheses)

. Constant LEV, LEV.1 LEV:.» LevUp LevUp.1 LevUp.. R?
Individual stocks a a 2% 2% a a 2 NOBS
Historical volatility 0.002 0.605 0.392 0.163 _ _ _ 0.008

1977-96 (0.552) (10.664) (6.903) (2.866) 20984
-0.003 0.076 0.621 0.119 0.862 -0.435 2.455 0.010

(-1.018) (0.765) (6.286) (1.996) (6.384) (-3.216) (2.465) 20984

Historical volatility -0.014 0.484 0.348 0.272 _ _ _ 0.005
1991-95 (-2.769) (4.263) (3132 (2.470) 5647
-0.027 -0.234 0.532 0.230 1.623 -0.413 0.231 0.010

(-4.347) (-1.432) (3.366) (2.527) (5.937) (-1.535) (0.953) 5647

Implied volatility -0.014 0.364 0.235 0.326 _ _ _ 0.013
1991-95 (-6.685) (6.914) (4.624) (6.418) 4827
-0.020 0.130 0.185 0.303 0.535 0.134 2.943 0.014

(-7.869) (1.630) (2.345) (5.514) (4.229) (1.102) (1.584) 4827




Table 7. Decomposing the Leverage Effect from Changes due to Book Vaues versus Stock Returns

7) Ds = ag + 3KDD + aKDN+ agKR + a KDownDD + agK DownDN+ agK DownR
where Ds = log(stock j volatility in month t+1) — log(stock j volatility in month t-3);
K =(1 - 1/L)isamultiplicative constant;
DD isthe quarterly change in the log of book value of firm debt;
DN is the change in the log of the number of shares outstanding;
R is the change in log stock price per share;
Down is adummy variable, equal to 1 if stock return is negative over the quarter, O otherwise.
(t-statistics in parentheses)
Regression Constant Changein | Changein Stock Down Market R
a Book Vdue | Outstanding Return Debt chg | Shareschg Stock NOBS
of Debt & Sharesa, & a 3 return ag
Hist vol, 1977-96 0.089 0.038 0.101 -0.968 _ _ _ 0.020
no dummies (15.628) (0.421) (0.481) (-9.257) 5460
Hist vol, 1977-96 0.071 0.057 0.100 -0.180 -0.061 -0.367 -1.277 0.024
with dummies (10.316) (0.455) (0.207) (-0.912) (-0.314) (-0.676) (-4.803) 5460
Hist vol, 1991-95 0.079 0.096 0.055 -0.811 B B B 0.015
no dummies (8.753) (0.445) (0.155) (-4.203) 1555
Hist vol, 1991-95 0.071 -0.082 0.981 -0.509 0.511 -1.207 -0.630 0.017
with dummies (6.587) (-0.323) (0.738) (-1.710) (1.077) (-0.865) (-1.331) 1555
IV, 1991-95 0.033 0.033 0.270 -0.234 _ _ _ 1396
no dummies (6.846) (0.270) 1673 (-2.293) 0.007
IV, 1991-95 0.010 -0.006 -0.082 0.747 0.002 0.054 -1.807 139%
with dummies (1.686) (0.042) (-0.123) (4.544) (0.010) (0.078) (-7.354) 0.028
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Table 8: The"Leverage Effect” in Implied Volatility for Calls versus Puts on Individual Stocks
Theregressions are

(199 Ds=a,+alev” Cdl +a,lev” Put +aglev” Cal ~
where

Down +a,lev " Put = Down

Ds : log(implied volatility month t+1) — log(stock j volatility of t-i), for i=1 (monthly) or 3 (quarterly);
lev : log price change (Panels A and B) or change of LEV (Panels C and D), respectively;

Cal : dummy variable, equal to 1 for cals, O otherwise;

Put : dummy variable, equal to 1 for puts, O otherwise;

Down: dummy variable, equal to 1 if stock return is negative over the period, O otherwise.

High strike options (out of the money calls and in the money puts) are those with the highest of the 3 strikes on agiven day. Low
strike options have the lowest and middle strikes.
(t-statistics in parentheses)

Panel A: lev = Returns, Constant Call leverage Put leverage Down Market R
monthly data & a & Cdl lev, a Put lev, a4 NOBS
1V, 1991-95 -0.004 -0.289 -0.241 _ _ 0.021
All options (-2.353) (-12.518) (-10.442) 9182

-0.008 -0.186 -0.173 -0.156 -0.101 0.021

(-3.573) (-4.098) (-3.819) (-2.653) (-1.719) 9182

1V, 1991-95 -0.001 -0.315 -0.243 _ _ 0.019
High strike options (-0.626) (-11.085) (-8.544) 7468
-0.003 -0.196 -0.281 -0.188 0.062 0.020

(-1.210) (-3.634) (-5.198) (-2.627) (0.870) 7468

IV, 1991-95 -0.004 -0.264 -0.267 _ _ 0.002
Low dtrike options (-2.074) (-8.761) (-8.867) 8080
-0.009 -0.187 -0.142 -0.116 -0.193 0.002

(-3.245) (-3.260) (-2.465) (-1.532) (-2.548) 8080
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Table 8, continued

Panel B: lev = Returns, Constant Call leverage Put leverage Down Market R
quarterly data a a & Cdl lev, a Put lev, a4 NOBS
1V, 1991-95 0.037 -0.148 -0.085 _ _ 0.001
All options (8.546) (-4.407) (2.545) 2554
0.001 0.221 0.381 -0.523 -0.676 0.023
(0.197) (3.324) (5.730) (-6.148) (-7.948) 2554
1V, 1991-95 0.016 -0.197 -0.118 _ _ 0.010
High strike options (4.311) (-6.188) (-3.686) 2128
-0.003 0.008 0.155 -0.290 -0.392 0.030
(-0.524) (0.130) (2.480) (-3.575) (-4.841) 2128
1V, 1991-95 0.007 -0.105 -0.122 _ _ 0.001
Low strike options (1.661) (-3.239) (-3.791) 2278
-0.038 0.378 0.438 -0.699 -0.807 0.014
(-3.221) (2.924) (3.368) (-4.191) (-4.835) 2278

Panel C: lev=LEV, Constant Call leverage Put leverage Down Market R
monthly data a & & Call lev, & Put lev, ay NOBS
1V, 1991-95 -0.004 0.502 0.361 _ _ 0.010
(-2.419) (9.278) (6.590) 9182
-0.005 0.351 0.356 0.310 0.014 0.011
(-2.981) (4.396) (4.452) (2.685) (0.119) 9182
1V, 1991-95 -0.001 0.525 0.392 _ _ 0.011
High strike options (-0.651) (8.074) (6.034) 7468
-0.002 0.315 0.494 0.479 -0.214 0.013
(-1.101) (3.467) (5.426) (3.445) (-1.537) 7468
1V, 1991-95 -0.005 0.398 0.376 _ _ 0.001
Low strike options (-2.450) (5.710) (5.396) 8080
-0.007 0.249 0.350 0.308 0.060 0.001
(-2.925) (2.481) (3.489) (2.102) (0.406) 8080
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Table 8, continued

Panel D: lev =LEV, Constant Cdl leverage Put leverage Down Market R?
quarterly data & a & Cal lev, & Put lev, ay NOBS
IV, 1991-95 0.035 0.066 -0.014 _ _ 0.000
All options (8.154) (0.761) (-0.156) 2554
0.029 -0.165 -0.376 0.548 0.727 0.007
(6.205) (-1.194) (-2.724) (2.621) (3.480) 2554
IV, 1991-95 0.015 0.246 0.114 _ _ 0.004
High strike options (3.955) (2.827) (1.312) 2128
0.011 0.059 -0.151 0.387 0.527 0.011
(2.593) (0.448) (-1.143) (2.038) (2.777) 2128
1V, 1991-95 0.005 -0.062 0.102 _ _ 0.000
Low strike options (1.309) (-0.771) (1.261) 2278
0.002 -0.180 -0.016 0.271 0.258 0.001
(0.521) (-1.356) (-0.214) (1.471) (1.399) 2278
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Table9: The"Leverage Effect”" in Implied Volatility for OEX Calls versus Puts
Theregressions are

(199 Ds=a,+alev” Cdl +a,lev Put +aglev " Cdl ~
where

Down +a,lev " Put = Down

Ds : log(implied volatility month t+1) — log(stock j volatility of t-i), for i=1 (monthly) or 3 (quarterly);
lev : logpricechange (InS - InS.), for i=1 or 3, where & is the price at the end of month t;

Call : dummy variable, equal to 1 for cals, O otherwise;

Put : dummy variable, equal to 1 for puts, O otherwise;

Down: dummy variable, equal to 1 if stock return is negative over the period, O otherwise.

High strike options (out of the money calls and in the money puts) are those with the highest of the 3 strikes on agiven day. Low

strike options have the lowest and middle strikes.

Panel A: monthly data Constant Cdl leverage Put leverage Down Market R
23] & & Cdl lev, & Put lev, a4 NOBS
1V, 1991-95 0.0219 -2.079 -1.884 _ _ 0.184
All options (1.812) (-3.792) (-3.848) 116
-0.019 -0.586 -0.542 -3.972 -3.394 0.197
(-1.187) (-0.850) (-0.875) (-3.080) (-2.473) 116
1V, 1991-95 0.021 -2.001 -1.748 _ _ 0.155
High strike options (1.712) (-3.715) (-3.461) 116
-0.017 -0.683 -0.386 -3.395 -3.566 0.189
(-0.984) (-0.969) (-0.597) (-2.609) (2.372) 166
1V, 1991-95 0.022 -2.126 -2.009 _ _ 0.189
Low dtrike options (1.7412) (-3.639) (-4.001) 116
-0.022 -0.426 -0.657 -4.629 -3.295 0.248
(-1.370) (-0.586) (-1.027) (-3.292) (-2.503) 116
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Table 9, continued

Panel B: quarterly data Constant Call leverage Put leverage Down Market R
& & & Cdl lev, & Put lev, au NOBS
1V, 1991-95 0.012 -1.596 -1.326 _ _ 0.181
All options (0.377) (-1.568) (-1.635) 38
-0.068 -0.131 0.087 -5.631 -5.175 0.330
(-1.739) (-0.112) (0.088) (-2.000) (-2.767) 38
1V, 1991-95 0.007 -1.448 -1.064 _ _ 0.128
High strike options (0.206) (-1.337) (-1.259) 38
-0.074 0.037 0.417 -5.587 -5.553 0.276
(-1.779) (0.030) (0.406) (-1.920) (-2.955) 38
IV, 1991-95 0.015 -1.749 -1.570 _ _ 0.229
Low strike options (0.530) (-1.810) (1.970) 38
-0.061 -0.320 -0.232 -5.590 -4.802 0.367
(-1.587) (-0.289) (-0.237) (-2.000) (-2.433) 38
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