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GORBACHEY BETAS: THE RUSSIAN -COUP AND THE MARKET BLUES

Abstract

Extensive work hos been done on tresponse of stock
markets to a varietv of events, such as announcement of
a fTirm's financial tesults, changes in a firm’'s
accounting policies and changes in  the macro-economic
variables. However, little work has been done on
response of stock markets to political events. These
events, characterized by their suddennesss, are often
toc short lived fto leave an impression on the real
economy. Yet, their occurrence results in significant
fluctuations in  prices of securities. One such event
which =hook the world was the abortive coup in the
Soviet Union in August 19921. In this paper we have
analyzed the responses of stock markets in 24 countries
to the coup, and found differences in the adiustment
processes. We also analyvzed the impact of fluctuations
in exchange tates, and inferred that changes 1in
exchange rates, generallyv ignored by studies on market
efficiency, could be an impotrtant factor in explaining
the price movements. The large fluctuations in prices
due to political events could partially explain the
excessive volatility, not Justified by economic
reasoning, typically observed in stock markets.




GORBACHEY BETAS: THE RUSSIAN COUF AND THE MARKET BLUES

Introduction

It woulg be fruism to state that oolrtical events
sionificantly influence stock prices. Theze evenis. characterised
by their suddennesa. are often too short lived fto be of relevance
tn real economv. One such event which shoolk the marksts all over
the world was the August 18 coup i the Soviet Union. As the news
of overthrow of Gorbachev and takeover of control by hardline
communists spread, the markets plunced i1in a dav of chaotic
trading on August 19. The marikets rebounded to oricinal levels.
after the &6C hours coup was crushed on August 21, 1991. The event
is of considerable interest from the point of view of market
efficiency. How efficiently did the martets i1ncorporate the
impact of the upheaval in ESoviet Union and ite auick resclution™

Marktet efficiency 1is one of the fundamental principles in
finence theorv. In an efficient market. prices fully reflect cli
available information. Traditionally., market efficiency has been
classified intoc three forms: wealk. semi—stronag and s=trong (for &
cogent axposition sce Fama (1985, 1970.197&63).  We shall be
interested in the semi-strong and the strong form of market
efficiency as we are dealing with tresponse to specific events.
The semi-strono form of efficiency postulates thet orices adjiust
correctly and guickly to receipt of information. so that no one
can earn abnarmal returns by tradinog on  the basis of the
information received. The strong form of efficiency postulates
that a market is omniscient, and therefore all future information
iz anticipated by it and incorporated in the prices.

Thiz paper reports findings based on investigation of
responses of 24 stock markets to the coup in the Soviet Union. We
also examined the impact of fluctuations in the exchanoe rates on
the behaviour of stock markets.

The Methodology

Cince the semi-strang form of market efficiencv is concerned
with the behaviour of returns after an event has occurred, e
should be able fto clearly demarcate the time of occurre.._.. of
events. In the conte:t under discussion, there are two events:
the coup and the crushing of the coup. The coup took place in the
night of Auoust 18-19 and the official news that it wes crushed
cama through announcement on Radio Moscow at 21 hre. local time
on Auoust 21. The dates and the times are important because our
focus 1z on markets spread across the world, which are open at
different times. Since the second event closely followed the
fir=zt, and therese was continuous flow of information about the
abortive coup, we shall study fthe process of adiustment in the
market indices during the period covering the +two events
together. The response of the martets hasz been analvzed usinog the



standard methodology of studyving the pehaviowuer o  abnorasl
returns (frrst used kv Fama. Fisher, Jenssn anc Roll (156%r0. The
ol lowing relorn oenerating procress has been wessd for comoutine
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where. RHit 1€ the return in market 1 1in petripzs
b
u 1z the eupected return 1n he market 1
4
I is the error term
‘.

The data uzed are the trading dav returns computed for the
24 markets, using the closing values of indices, as rreported in
Financial Dailies for +the entire month of RAugust 19921, The
expected retuern and the variability of return in each market have
been estimated wusing the observed returns from Auocust 1| to 18. We
have deliberatelv chosen a2 smaell sample to estimate the mean and
the standard deviation to ensure that the responcses to the coup
are Judged against immediatelv ptreceding benaviour of the
markets. The abnormal returns from August 19 onwards have been
computed as the difference between the observed return and the
estimated mean return. The statistical significance of the
observed abnormal returns in each matket has beern i1nferred using
the respective values of estimated =standard deviation. The
inferences about the efficiency of markets are drawn based on the
chserved pattern of abnormal returns.

The increasing integration of financial merkets in the world
has resulted in gquick cross border movement of funds globallvy,
This is particularly true for highly developed economies. As a
result of this, the.stock markets, especially i1n the developed
countries, are increasinaly susceptible to internstional flow of
fundse resulting from fluctuations in the exchange rates.
Therefore, we investigeted the impact of fluctuations in  the
exchange tates on the behaviour of the markets. bv computing
returns in terms of doilars.

The Behaviour of Markets

The return for each tradino dayv from Auaust 1?9 to 28, and
the mean and the standard deviation estimated using the returns
from August 1 to 18, are presented in Table 1. The averags
returns  indicate that while the major markets i1in Eurcoe were
experiencing a rise in values, prior to the coupn. the markets in
the U.E.A. and most of the markets in the Asiea—-Facific region
were experiencing a decline. The values of standard deviations
indicate thet the markets in sia—-Facific region were far more
volatile as compared to the West=+n markets.

The typical pattern af returns, as can be observed fr:ox
Table 1 and Table 2, was a sicnificant drop in valuss on August

19, followed by contir_ ous recoverv., that continued t1l1l Quaust
? & A -

~
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2. The fall in wvaluss war led by maros
recion as  thev werse the first to open for

coup. and the recovery becan in the Lo&, 5o =
itzeli, a2s the naws that thoe coud had besn crushed waese receilved.
The racovery  spread Yo other markets when  thev opened far

0
Fesinesz the nexlt dav.

As mentioned eatrlisr, & proper comparison must account for
the differences 1n  the trend observed in the markets, orior tc
the event. The t-valuez of abnormal returns from Auoust 19  to
August 28, were therefore computed. These are presented in Table
I, A vompariseon of valuez 3n Tables £ and % reveals that thouoh
the declines on August 19, in percentage terms in the European
and the Asia-Facific markets were comparable, statisticailwv, the
European marketz experienced a far more significant decrease in
values. sing A s=ignificance level of S% (t—value of
approximately 1.782), the number of significant price movements,
with "+" indicating a rise and "-" indicating a fall in values,
are summarilised below:

Region No. of Avg. 19 Aug. 20 Aug. 21 AUt . 22 | Aug,. 23

markets + — + - + - + - + -

sia- 12 o B8 4 4 2 O Q (W) O Oy
Facific

Europe 11 Q it e ol 11 o S O % 1

u.S.A. 1 O 1 O C 1 G O Q 1 o

Total 24 C 20| 12 4| 14 ol 14 O 1 1

The number of significant price chanaees in the four davs
from August 19 to 22 are 20, 16, i4 and 14 (out of 24). Since
each significant change has a chance of occurrence of only 0.05,
the chance of observing such large number of significant changes
in one day, is verv low. Thus, it is clear that markets behaved
abnormally on all the four days. The fall in values. as a result
of the coup was immediate. while the recovery in values was
egually spread over the next three davs. Given this overall
pattern of returnz in the markets, let us examine the behaviour
of each market separately.

i



The Western Markets

The U.S. market {fell significantly on August 19, on receiot
of information about the coup. and recovered =zignificentlyv on
Avaust 21, when it became known that the coup had been crushed.
The adjustment in velues was switt. the decline as weil as the
recovery being completed in just one day.

All the European markets (including the British market!)
showed almost identical pattern of price movements. Thev fell as
expected on August 1%, but started recovering the very next day.
well before it became clear that the coup had failed. There could
be two possible explanations for this behaviow. The markets
perhape over—reacted on the first day, and corrected themselves
partiallv in the next two davs, with a final recoverv on August
22, after fthe "good" newsz was received. The other possibility is
that, after discounting for the worst, as the news kept filtering
out about the resistance +to the coup, the marketsz correctly
anticipated the final outcome., well before the cccurrence of the
event itself. Further investigation of which of the two
explanations appears plausible has been cartried out later.

The Asia—-Pacific Markets

The Asid-Facific markets presented a varied and therefore
more interesting picture. Four of the twelve markets, those in
Manila, Seoul, New Zealand and Bombay did not drop significantly
on August 19, despite the sharp decline in prices in all other
markets. The markets in Manila and New Zealand did not decline on
August 19, but fell an  August 2G. The main reason for
statistically insignificant drop in Seoul is the high volatility
of returns the market experienced in the first half of August.
The Indian market (Bombay), astonishingly, went up on August 19.
It did not deviate from its normal behaviour, though it did show
a positive return on August 22 also.

The behaviour aof the Japanese market was identical to that
of the U.S5. market; it fell precipitously on August 19 and
recovered on Auaust 2Z2. The markets in Hong Kong, Sydney,
Singapore, #uala Lumpur and Jakarta behaved the way the European
markets behaved. The significant fall in values on the first dav
was followed by significant recovery sptead over the next three
davs. The markets in Bangkok and Taipei dropped significantly on
August 19 as well as August 20, the fall in values being spread
over two days. In  fact, the Thai government issued a public
statement to the effect that the Thai economy would not be
affected in & major way because of the coup. to stem the wave aof
seliing in Thailand. While Taicei recovered on August 22, Bangkok

—

showed significant tecovery spread over August 21 and 242,



Impact of Exchange Rates

While +the exchange rates of currencies (vig—a—-vis the
dollar? of fAsia-Facific countries did not show any signirticant
chanoes during the three davs of turbulence, the European
currencies fell sharply against the dellar on the first day after
the coup. This is because the euchanos rate setting 1n most Azia-
FPacific countries is either the fixed o~ managed float system. 4
compatison of returns in local correncies and in terms of dollars
in the Euwropean markets, presented in Table 4, conveys the
striking impact on dellar returns, because of strengthening of
dollar. The reduction in values (in terms of dollars) in most
European matkets was a double digit figure, with Germany showing
the highest decrease of about 16”4 in just one dav. Biven these
precipitous declines, it is hardly surprising that the markets
recovered the next dayv, as international funds would have startved
buving into European markets, exchanging dollar for Europsan
currencies. There is thus evidence of an over-reaction in the
European markets (in terms: - of dollar returns). This may have
tresulted in the buying witnessed in the markets from the very
next day after the decline.

Conclusions

The 24 stock markets studied presented a rich collaae of
tresponses. The observed adjiustment process has implications for
three aspects: i) assessment of market efficiency using the
standard approach based on pattern of abnormal returns, 1i)
international diversification and influence of exchange rate
fluctuations on stock market returns, iii} the concept of market
efficiency. We shall examine each of these aspects.

Efficiency of Markets

Before stating our inferences, it would be worthwhile to
outline the conclusions reached by other studies on the stock
markets investigated in this paper. A large number of studies
have been cartried out on the U.S. markets. There is overwhelming
evidence, that the stock markets in the U.S5. are efficient in the
semi—strong form. Stock markets in other countries have not been
studied as extensively as the U.S. markets. The limited number of
studies also do not provide a consistent conclusion about market
efficiency. We would guote a few studies to highliaht the
conflicting views. A recent study by Ko and Lee (1991} concludes
that even weak form efficiency does not hold for markets in
Japan, Singapore, Hong Kong, kKorea and Taiwan. Hawever, Ariff and
Finn (1989} found evidence of semi-strong form of efficiency even
in thinly traded stocks in Singapore. Though there is evidence
that large European markets are efficient in the semi-strong
form, Darrat (1987) found that markets in U.K. and Getrmany ate
not efficient in adjusting to changes in monetary policy. The

S



Indian martetl has been found to be efficient in the wealk form by
BEarua(B1), Sharma and Fkennedyv(1977r. and Kao and Mukheriee
(1271). FRamachandran (1285) found Indian market efficient in
semi-strong farm. However, EBEatrua and HRachunathen (19864. 19875
found ewvidence of inefficiency arising from government
interventions in the market.

I¥t 1s clear from the above brief review that except for the
U.s. martet, perhaps because of paucity of work, there is no
unéguivocal view on efficiency af the other markets. The
difficulty of arriving at an opinion on  these markets is
compounded by the fact that in the studies on efficiency, there
is no aoreed choice of length of a "peried'; the returns analy:zed
could be daily, weekly or monthly. Therefore, when two studies
conclude that the markets are efficient because the prices
adiusted in just one period, the actual time span could be one
dav in one study and one month in the other! There is also a lack
of consensus on the number of periods in which abnormal returns
must disappear to conclude that a market is efficient. These make
it difficult to compare +the conclusions reached by different
studies. We therefore decide +to clearly specify our notion of
efficiency, in the context studied, based ot which we have
Judged the efficiency of the markets.

We hypothesize the efficient process in the our context as
follows: i) no significant change in the behaviour of market from
August 192 to 22, would imply efficiency in the strong form. ii! a
significant decline in values on August 19 followed by a
significant rise in value on August 21 (for U.S5.) and August 22
(for other markets) would imply efficiency in the semi-stiong
form. Any other adjustment process would be inefficient. With
these rules for judging the markets., ouwur conclusions about each
market is as follows:

* None of the markets (except perhaps the market at Bombay) was
found efficient in the strong form. This conclusion is treached
because all of them (except Bombay) showed significant decline in
values on August 19.

# The two largest stock markets in the world, in New Yort and
Tokyo, adjusted to the events as postulated in theory, upholding
the process prescribed for markets that are efficient in the
semi-strong form.

# The European markets showed an over—-reaction to the coupj; they
were 1nefficient in adjusting to the coup. However, we must point
out that the decline in values was accentuated by the
strengthening of dollar vis—a-vis all European currencies. It is
debatable whether the tecovery would have begun (the very next
day after the steep decline in values), without the weakening of
the currencies.



* The markets in  Hono tong. Svdnev. Singapore, kuala Lumbur and
Jakarta behaved like the European markets. Since there was no
significant change in the emxchange rates oaf theitr respective
curreiclies vis—-a—vis the dollar, their over-reaction to the
event from the point of view of efficiency 1s less pavrdonable.
Thev were certainly inefficient.

* The markets in Bangkok and Taipei, declined significantly on
two successive days, and the former recovered signiticantly
over the next two days. The relatively slow response is a sign
of inefficiency. The markets in Manila and New Zealand declined
only on August 20. The delaved response is alse a sign of
inefficiency as it provides an opportunity to earn abnormal
returns. The exceptionally high wvolatility of Seoul ensured that
even the large decline in values would not be statistically
significant, therefore we shall refrain from passing a judgement
on the Korean market.

# The market in Bombay behaved like a market that is efficient
in the strong form. This strong conclusion however must be
tempered with the fact that the market was closed on August 20,
hence no clue is available about its behaviour on the second dey
after the coup. The surprising aspect about Bombay though was the
rise in values on August 19, in complete contrast to markets the
world over. A partial explanation of this can be found in the
fact that a debacle in ESoviet Union may be a boon in disguise for
developing economies (like India’‘'s) as it reduces the threat of
diversion of international aid from the third world countries to
East Europe.

Exchange Rate Fluctuations

International diversification 1is increasinaly attracting
attention of researchers. Some of the studies done in this area
are: Grubel (19268), Levy and Marshall (1970}, Solnik (17974},
Biger (1279), Makridakis and Wheelwright (1274), Hilliard (1979),
Panton, Lessig and Joy (197&4), Errunza(83), Errunza and Losq(87),
Chan and Leung(20). These studies have generally focused
attention on less than perfect correlations between returns in
markets in two different economies and explored the stability of
the correlation matrices. MUhile some of the studies have
accounted for impact of exchange rates on returns, most of the
studies ignore ekchange risk using the argument that this risk
can be completely hedged against and are therefore irrelevant.
However, none of the studies on international markets have
investigated the efficiency (ar the lack of it} in international
markets when responding to unexpected develapments in the
political arena. With ever increasing globalization of financial
markets, and easy, quick and increasingly less costly transfer of
funds actoss nations, it has become possible to exploit
opportunities that arise during major upheavals in the world. Qur



sis clearly points out the need for detailed studies on the
response aof the twe markets to such wnanticivated events.

The Concept of Efficiency

The standard methodolooy, that of investigatis . the pattern
of abnatrmal retutns has come under an 1 Jirect attack from a
modification of the noti.n of market efficiency in the 1last
de ade. Shiller (1981,1993), Summers (198&) . Foterba and Summetrs
'1984), Cutler, Foterba and Summers (198%), among others have
investigated what iz termed as "eucessive" volatility of staoc
markets. This variabilitv has been call: d irrational because it
can not be explainesd by the variability observed in the
underlving scoromic  factors. The large fluctuations in  values
because of short lived political events. such az the abortive
coup in the Soviet Union, shows that there are important factors,
which have little economic relevance, that sway the markets
significantly from time to time. These increase the volatility of
returns in the markets. Should the responze of stock markets to
political events be called irrational? ... Ferhaps no! There is
a need to assess the impact of such events over longer time
spans, 1in order to develop a better understanding about the
variability of stock market returns.
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