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Summary

The focus of this paper is to examine the role of `jumps' in volatility and returns in international stock returns and how such events impact portfolio allocations and portfolio performance. The key premise of our paper is that jumps distorts the measurement of volatility. We assume that jumps are rare and unpredictable. Moreover, jumps should exhibit less persistence on volatility than normal innovations. Correcting for jumps should lead to more accurate measurement and forecasts of volatility and correlations which in turn help lead to superior asset allocation strategies.

The paper documents the existence of jumps in volatility and returns for 34 stock markets over the period 13 January, 1988 to 28 November, 2007. First we establish that all markets are characterized by jumps. Further as one may expect jumps occur more frequently in emerging markets than in develop markets. Here also the size of the jumps in both volatility and returns is typically greater. Importantly, the paper also documents the prevalence of co-jumping, that is, when more than one market experiences a jump simultaneously. Indeed, reassuringly our findings show high number of markets are found to experience jumps coinciding with key crisis events. The paper investigates the investment implications of accounting for jumps by evaluating the out-of-sample performance of mean-variance portfolios. The results show that there is significant economic value to an asset allocation strategy which accounts for jumps. We demonstrate that a volatility-jump-timing strategy outperforms both a dynamic volatility timing strategy and a static strategy.

However, significantly in the period of the Asian Crisis removing the impact of jumps and following the volatility-jump-timing strategy severely underestimates the level of volatility, leading to much poorer performance. This suggests that the initial findings of the paper may not hold in times where there is greater jump persistence or a high level of co-jumping. Current extensions to this paper involve analysis using an extended data sample to include the recent Global Financial Crisis and expanding the utility function to consider higher moments. This analysis highlights distinct differences in the suggested number of jumps produced by alternative model specifications. Further, in examining two-country portfolios evidence suggests that markets which have high correlation and hence a high likelihood of experiencing co-jumps tend to exhibit weaker portfolio performance using jump-adjusted returns. Significantly, examining correlations appears to suggest that re-moving jumps does not smooth correlations but in fact creates unstable estimates of the correlation.

Although these extensions are on going, the clear result appears to be that jumps have a significant impact on volatility estimation, distorting the true underlying level of volatility. Accounting for jumps leads to much greater improvement in portfolio performance. Thus, the paper suggests that from an investment management perspective one should care about the presence of jumps.

