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Abstract

Lottery preferences cause investors’ tendency toward high skewed (third moment of return distribution) stocks. Such preferences differ based
on various market conditions. In this study, using predicted systematic and idiosyncratic skewness ranks, pricing of the third moment of stock
return distribution was empirically tested in Bear/Bullish market conditions. The predicted systematic skewness was shown to be priced, while
the idiosyncratic part was not. After considering market states, the predicted systematic skewness had positive and negative risk premiums in
the bearish and bullish markets, respectively. In addition, there was significant evidence of pricing idiosyncratic skewness in both bullish and
bearish markets. In this study, for the first time, an empirical test of both systematic and idiosyncratic skewness was done based on different
market conditions. The evidence of priced idiosyncratic skewness in both bull and bear markets was another contribution of this work.
Keywords: systematic Skewness Rank, Predicted Idiosyncratic Skewness, Bull/Bear Market States, Lottery Preference.

Introduction

The empirical and theoretical evidence of non-normal return distribution has encouraged researchers toward working on higher
moments of return. Skewness as the third moment of this distribution is considered as an indicator of investors’ lottery preferences. In
other words, investors tend to have stocks with higher skewness in their portfolios. Similar to other types of risk, skewness has the two
systematic and idiosyncratic parts. Since the idiosyncratic part is believed to be removed during diversification, the expected return
should be attributed to the systematic part. In this paper, it was investigated whether systematic or idiosyncratic skewness could be
priced.

Ex-post (historical) skewness is noisy enough to prevent us from testing the relationship between stock return and skewness. The noisy
characteristics of skewness can be avoided by having predicted skewness based on firm characteristics. In this work, firm and price
characteristics, which are important to investors with lottery preferences, were used to predict both systematic and idiosyncratic
skewness separately. The relationship between skewness and stock return is sensitive to market conditions. For example, the higher
the unemployment rates are during bearish markets, the lower and higher the investments and investors’ tendency toward lottery stocks
will be, respectively. Thus, it is believed that skewness may have a different relationship with stock returns during bullish or bearish
markets. In this paper, pricing of systematic and idiosyncratic skewness was done by both considering and not considering market
conditions, the results of which were then compared with each other.

Method and Data
In this work, skewness was categorized as systematic and idiosyncratic skewness. After predicting each of them based on price variables
and firm characteristics and dividing market conditions, we formed the test portfolios based on the predicted skewness ranks. Then,
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we used portfolio analysis and Fama & MacBeth’s approach (1973) to empirically investigate the returns of the test portfolios in bullish
and bearish market conditions together with cumulative return portfolio and separately. The sample used in this study included 268
firms, which were active in Tehran Stock Exchange between the years of 2001 and 2020. We extracted the price variables and firm
characteristics for the firms by using TSECLIENT and Rahavard Novin 3 software.

Findings

The results of not considering market conditions showed that the predicted systematic skewness was priced, while the predicted
idiosyncratic skewness was not. However, after dividing market states into bullish and bearish markets and separately testing them in
each state, not only the predicted systematic skewness, but also the predicted idiosyncratic skewness was priced. In this case, the
predicted systematic skewness had positive and negative risk premiums in the bearish and bullish states, respectively. In addition, there
was significant evidence of pricing idiosyncratic skewness in both bullish and bearish markets.

Conclusion and discussion

The findings of this paper first revealed that using predicted skewness led to the results that were more matched with the theories
behind skewness and had a relationship with stock return. Thus, it seemed that using predicted skewness significantly decreased the
empirical errors made by the noise of this variable. Second, the predicted systematic skewness had an opposite relationship with stock
return due to the different market states. It showed that investors acted differently toward high-skewed stocks in a bullish compared to
the bearish market. And third, the predicted idiosyncratic skewness was priced, while it was believed to have been removed during
diversification.
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Table (3) Results from testing expected systematic skewness (PSS) factor pricing
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Table (6) Comparing Pagan, Top-Down and Lunde-Timmerman models in dividing market states
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Table (7) Relationship between stock return and predicted systematic skewness (portfolio study approach)

t o5l oSl
S5k gosme Bl 5
£/YVOS o/rYgqnEEE Sl go S lestnr (S VU o3 (oo L plews 551> Py
V/OAAS o/roN Yot sl g0 SSletnr sz Slo doss e b plew o> P
AR Sl g0 SSletnnr (s ol dos o b plew ol P3
YO R CA T P, =P
SRR IR U
—ANFY —/vaaY0 sl o Sl Sszr VUt o b plems 551> Py
—Y/8YV) —o /e sl g0 SSletnr (Sozr Slo doss e b plew o> P
—vAar BYRN A sl e St (K sl hoss o b plew 551> Py
AVAIR}3 VALV S P;—P

Ll Aoy e 5 2y S5 gl éa.d 53 olal (o lsbima siasOLis i 5 4 5 s e

Lyl s (Ao 3 YAY) Uil go Sl Sz 0 e i Sl e L ()18 ke v s 0351 (V) S b
doww 033L (oo 53 VA DL IS el s s (oIS ale e e pl 033L 51 5 ke S ea) | Jlsbae 5 Sute L (93 5me0
@ 0Ll Gl lold a5l QL o5 Jalpd 55 .ol lsbiae 5 Ao s =V/AA SI5L Jos Ll i 5 5 She (o 18wl
03 ol 3 sals ) se 633l 1Al OF wiay 5 plemw 438 nl s 38,3 oo VU ST le (S L plewr St
A Sz b dis Sl Solaae s Sz bplew Jbisa i LIS Gl v G130 Jo 5 Jaul 2 55 oS el JI>
G GV Sl Sz U plw 8l Lol cpl oy 0S5 8 o 2ty sla, o 5l 5 s falS | 55 (g 1S e e
Al Sl Ul s ge 033k OF w5 4l

53 (Ja 583 50m2) S5k Jasl i S 4 (PSS) [lsls; yo Sl Sgm Jale (o108 cad O ga3l 51 Jol mb
Syh e aade (A) Jgdr 53 VAVY) il 5 Ll 05 S5 syl



Vi St e st 5 P35 w0 pom A m 532 (IS ad 5l 5 sal s il ) e et b 5 Sl Sz

Mk ll o S 4 (PSS) [Uasls ) g0 Solotmms (Ko Jolo (55108 Cad 0051 gl (M) Jt>

Table (8) Results from testing predicted systematic skewness (pss) factor, based on market states
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Table (9) Results from testing predicted idiosyncratic skewness (pss) factor, based on market states
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