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Abstract

The aim of this study was to introduce the Magnet Effect Factor (MEF) caused by the range of stock price fluctuations as a risk premium factor
in the Capital Asset Pricing Model (CAPM) and the multi-factor models of Fama and French. To answer the research questions, the information
of 120 firms listed on Tehran Stock Exchange (TSE) during the period of 2010-2019 was used. According to Fama and French research,
monthly returns of the portfolios were utilized for analysis. Then, using the panel data regression approach and GRS test, performances of the
adjusted models with MEF were compared with those of the conventional models for explaining the stock returns. The results showed that
MEF was effective in pricing capital assets and the developments of the research models with this factor and formation of the corresponding
adjusted models improved performances of those models in explaining the difference in stock returns. The results also revealed that the adjusted
5-factor model with the MEF had better performance compared to the adjusted 3 and 6-factor models and the adjusted CAPM with the MEF.

Keywords: multi-factor model, capital asset pricing, expected return, Magnet Effect Factor (MEF).
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Introduction

Stock return is the investors’ concern and one of the important criteria, according to which they buy and sell stocks. Thus, it is important
to explain the factors affecting stock returns. Investors and financial marketers need tools, methods, and models to help them choose
the best investment and the most appropriate portfolio. The main purpose of this research was to achieve an adjustment Capital Asset
Pricing Model (CAPM) with an emphasis on the magnet effect. The innovation of the present study was paying attention to this
phenomenon and placing it in the models. Magnet effect is one of the consequences of creating a range of fluctuations in the stock
market and indicates that the range of (up and down) price fluctuations acts like a magnet and pulls the stock price towards itself. There
is no complete understanding of the relationship between this phenomenon and stock returns and its role in the models of pricing
securities. So far, no research has been done in this field and it was thus necessary to study this issue. Accordingly, the main questions
were as follows: Is MEF effective in pricing capital assets? Does its application in empirical pricing models increase performances of
these models in explaining the difference in stock returns? Is the explanatory power of the 5-factor model of Fama and French modified
with the MEF greater than the modified 3- and 6-factor models and the CAPM modified with it?
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Method and Data

The statistical population consisted of 120 companies listed on Tehran Stock Exchange (TSE) from 2010 to 2019, including 120
selected months and a total of 14,400 months for reviewing their information (120*120). MEF as the variable affecting the expected
return was added to the pricing and multi-factor asset pricing models of Fama and French and the performances and explanatory powers
of the new models adjusted with the MEF were compared with those of the previous models. A significant relationship between the
severity of the MEF and the expected stock return was expected. This meant that MEF could be considered as a risk factor in pricing
models. With this argument, it was expected that the performances and explanatory powers of the adjustment models would increase
compared to those of the previous models.

Findings

The findings showed that the MEF was effective in pricing capital assets and adding this factor to all the 1- , 3-, and 5- and 6-factor
models, as well as those of Fama and French (1993, 2015, and 2018). Formation of the corresponding modified models could improve
their performances in explaining the difference in stock returns. The results also demonstrated better performance of the 5-factor model
modified with MEF compared to the 3- and 6-factor models of Fama and French and 1-factor model modified with it.

Conclusion and discussion

In this study, the effects of MEF on the performances of Fama and French multi-factor asset pricing models were examined. According
to the obtained results, it could be said that the addition of MEF to the models under study caused increased performances of these
models in explaining the difference in stock returns. Among the modified models with MEF, the 5-factor model of Fama and French
(2015) showed better performance compared to the other modified models in this research. The direct relationship between the MEF
and the expected stock return was confirmed. The greater the severity of the magnet effect on a stock was, the less likely it was to be
liquidated and, of course, the greater the risk of liquidity occurred. Therefore, considering the direct relationship between the risk and
expected return, it could be concluded that the higher the severity of the magnet effect on a stock was, the higher the shareholders’
expected returns were. Accordingly, MEF can be considered as a risk-taking factor and since this factor reduces liquidity, which is one
of the most important factors in the valuation process of securities, it has a great impact on the valuation of securities.
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Table (3) The history of the permitted range of fluctuations in the Tehran Stock Exchange during the research
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Table (4) How to calculate the dependent variable of the Thoma's model
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Table (5) Information about the portfolios formed in each period
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Table (7) Descriptive statistics of the research variables
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Chart (1) Magnet effect factor and portfolio's return variables during the research period
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Table (8) Estimation of the models at the portfolio level
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Table (9) GRS test results of research models
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