THE JOURNAL OF FINANCE e VOL. XLVIII, NO. 2 » JUNE 1993

Yes, Discounts on Closed-End Funds
Are a Sentiment Index

NAVIN CHOPRA, CHARLES M. C. LEE, ANDREI SHLEIFER,
and RICHARD H. THALER*

CHEN, KAN AND MILLER (1993, best pronounced CheK’M) provide a detailed
critique of our earlier paper (Lee, Shleifer, and Thaler (1991)). CKM accuse
Lee et al. of trying to kill two birds—the closed-end fund puzzle and the
small firm effect—with one stone and missing both. Their approach is to
throw at Lee et al. every stone they can, presumably hoping that one will hit.
This reply shows that none does.

CKM focus on four empirical issues: 1) the role of utilities in the Lee et al.
sample of small institutional ownership firms, 2) the robustness of the
relationship between fund discounts and the returns on high versus low
ownership firms (their Table I), 3) the appropriate way to specify the regres-
sion in Table IV of Lee et al. (their Table II), and 4) the regressions using one
closed-end fund-—TriContinental (their Table III). We address these criti-
cisms in turn.

CKM begin with the finding of Lee et al. that even during the second half
of their sample, when the relationship between closed-end fund discounts and
small firm returns weakens, there is a significant relationship between
return on stocks with low institutional ownership and changes in discounts.
CKM describe as a concession the finding of Lee et al. that most of these low
ownership stocks are public utilities. However, this finding makes even more
vivid the main claim of Lee et al. that stocks with similar ownership
structures but very different fundamentals move together in the market.
After all, what do public utilities have in common with closed-end funds other
than a similar ownership structure? The one plausible common factor that
might similarly affect closed-end fund discounts and prices of public utility
stocks is small investor sentiment.

CKM also say that they “tested a portfolio of NYSE public utility firms
with more than 10 percent institutional ownership,” and that their “results
were essentially the same as for the sample with less than 10 percent
ownership.” They do not report these results, but have kindly provided us
with their data. To investigate their claim, we divided all utilities into three
groups of equal numbers of firms with high, low, and medium institutional
ownership. We then ran regressions like those in Table VIII of Lee et al. for
each group. The results in Table I of this paper show that low institutional

* The authors are from, respectively, the School of Business, Temple Urniversity, University of
Michigan Business School, Harvard University, and Johnson Graduate School of Management,
Cornell University. We thank Greg Brauer for providing the weekly discount data.
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Table I

The Monthly Time Series Relations between
Utility-Institutional Ownership Portfolio Returns, Market
Returns and Changes in Closed-End Fund Discounts over

1965 /8 to 1985 /12
This table presents the monthly regressions of equally weighted utility portfolio returns on the
market return (VWNY) and changes in a monthly value-weighted discount index (AVWD). All
NYSE utility companies with data available for the full period are included. The portfolios are
formed on the basis of Low (L), Medium (M), and High (H) institutional holdings as of the
beginning of 1985 as reported in the S & P Stock Report. A total of 42, 45, and 44 firms are in the
L, M, H portfolios respectively. The F-statistics are for multivariate tests of the null hypothesis
that the estimated coefficient on AVWD in the Low (L) ownership portfolio is greater than or
equal to the corresponding coefficient in the High (H) institutional ownership portfolio.

Full Period (8/65-12/85)

Mean Institutional
Intercept VWNY ¢-Statistic AVWD ¢-Statistic Adj. R2 Ownership (%)

L 0.002974 0.6592 16.568 —0.00377 —4.764 54.6 9.81
M 0.003283 0.6314 15.357 —0.00332 —4.056 50.5 23.45
H 0.002882 0.9778 27.717 —0.00168 —2.401 76.0 50.64

F-statistic = 10.28 (F) 545; p-value = 0.001)
First 123 months (8/65-9,/75)

L  -0.000527 0.7634 14.222 —0.00455 —4.554 63.5
M -0.000793 0.7047 12.094 —0.00426 -3.935 55.7
H 0.000912 1.1159 22.855 —0.00257 —2.833 81.0

F-statistic = 5.30 (Fy ;,9; p-value = 0.023)
Second 123 months (10/75-12/85)

L 0.007702 0.5288 9.160 —0.00305 —2.450 43.2
M 0.008284 0.5361 9.387 —0.00220 . —1.784 43.4
H 0.006303 0.8171 16.987 —0.00090 -0.872 70.7

F-statistic = 4.33 (F 15; p-value = 0.040)

ownership utilities comove more strongly with closed-end fund discounts than
do high institutional ownership utilities (i.e., for a given reduction in the
discount, they have a higher return). The F-tests in Table I show that this
difference is statistically significant in the whole sample and in subsamples.
Consistent with the hypothesis of Lee et al., the evidence clearly shows that
for utilities, lower institutional ownership firms returns are more negatively
correlated with discount changes.

The next argument of CKM also concerns the relationship between changes
in discounts and returns on “not more than 10%” and “more than 10%”
institutional ownership small firms (their Table I). They report that changes
in the discounts on closed-end funds are as strongly correlated with returns
on “high” institutional ownership small firms as with returns on “low”
institutional ownership small firms. It is nice to see a confirmation of our
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earlier finding that changes in the discounts on closed-end funds are strongly
correlated with returns on small firms. The interpretation of the results by
CKM as suggesting that ownership does not matter is, however, far too
aggressive. The point is that even the firms that they call “high” institutional
ownership in fact have low institutional ownership. For example, in 1970, the
average institutional ownership of their “high” ownership sample is 16
percent compared to 26 percent for the average NYSE firm (and obviously
much higher for large firms). In 1985, the average institutional ownership of
their “high” ownership firms is 24 percent, compared to over 35 percent for
the average NYSE firm.! Put differently, their “high” institutional ownership
firms have 76 percent individual ownership in 1985, and “low” institutional
ownership firms have 94 percent individual ownership. The samples they
claim to be very different are in fact very similar: they are both overwhelm-
ingly individual ownership firms. It is not at all surprising, then, that CKM
find that both “high” and “low” institutional ownership small firms comove so
strongly with discounts on closed end funds. These are all extremely high
individual ownership firms.2 To be fair, CKM cannot be blamed for calling
firms with less than 10 percent institutional ownership “high individual
ownership firms,” since Lee et al. also used this definition to isolate firms
with very high individual ownership. But the inference of CKM that small
Arms with over 10 percent institutional ownership must have low individual
ovmnership is simply factually wrong. Their criticism of Lee et al. is therefore
invelid.

Nonetheless, CKM are right to demand more evidence on the relationship
between institutional ownership of stocks and comovement between their
returns and changes in discounts. In this spirit, we have compiled a database
using Spectrum data of 13—-F SEC filings of institutional holdings in all
NYSE and AMEX firms between 1981 and 1990. At the beginning of each
year, we divided all the firms in this sample into size decile portfolios by
market capitalization. We then ranked the firms within each decile by
institutional ownership, and formed for each decile three equal groups with
high, medium, and low institutional holdings. This procedure yielded 30
size-institutional ownership portfolios that are rebalanced annually. With
these data, we can directly examine the relationship between returns and
changes in discounts by institutional ownership within each size decile.

Table II reports the results of weekly regressions using this data. Again, we
will say that a portfolio comoves more strongly with the discounts if the
coefficient in the regression of the return on this portfolio on the change in
the value-weighted discount is lower. Table II shows very clearly that, within
every size decile but the first, low institutional ownership firms comove more

! The source for an average NYSE stock is Jean Tobin of NYSE.

% CKM point out in their footnote 2 that Lee et al. have removed from their sample of low
institutional ownership firms those with high insider ownership. The idea of Lee et al. was to
focus on firms with significant individual ownership and active trading, so that the effect of
sentiment on prices is more pronounced. Many low institutional ownership firms in fact have
dominant insider ownership, and so may not have large and liquid individual holdings.
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Table I1

The Weekly Time Series Relations between Size-Institutional
Ownership Portfolio Returns, Market Returns and Changes in
Closed-End Fund Discounts over 1/2/81 to 12 /28 /90

Weekly regression of equally weighted “size-institutional holding” portfolio returns on the
market return (VWNY) and changes in a value-weighted weekly discount index (AVWD). All
NYSE and AMEX firms with institutional ownership data from the Spectrum database are
included. At the beginning of each year, firms are size ranked and divided into Low (L), Medium
(M), and High (H) institutional ownership portfolios within each size decile. Portfolios are
rebalanced annually. The average number of firms for each portfolio is 64 to 67. Results are
based on 10 years (522 weeks) of data: 1/2/81 to 12/28/90. F-statistics are for a multivariate
test of the null hypothesis that the coefficient on AVWD in the Low (L) ownership portfolio is
equal to the High (H) ownership portfolio. Two-tailed p-values are in parentheses.

Mean
Institutional F-Statistic
Ownership on AVWD
Size Inst. Intercept VWNY ¢-Statistic AVWD  ¢-Statistic Adj. R? (%) (HyL=H)

1 L 0.00105 0.718 16.57 —0.00206 —2.85 0.3507 0.99 0.018
1 M 000031 0711 17.31 —0.00233 —3.39 0.3712 5.05 (0.892)
1 H 000031 0.671 16.79 —0.00216 -322 0.3570  16.83

2 L —000044 0.712 20.98 —0.00249 -4.38 0.4653 2.73 1.550
2 M 000021 0811 2530 —0.00166 -3.08 0.5586 8.60 (0.214)
2 H 0.00002 0.802 2479 —0.00192 —354 05481  23.64

3 L  -000001 0.825 2642 —0.00228 -—4.35 0.5794 3.64 1.340
3 M -000068 0878 29.28 —0.00186 -3.71 0.6290  12.21 (0.248)
3 H -000024 0892 30.84 —0.00179 -3.70 0.6531  30.41

4 L -000082 0808 29.26 —0.00212 -4.58 0.6285 4.82 1.177
4 M -000070 0910 3471 —0.00199 -—454 07045  16.82 (0.279)
4 H -000006 0966 3395 —0.00164 —3.44 06957  36.06

5 L —000035 0814 3209 -0.00176 -4.15 0.6707 6.64 1.123
5 M —000015 0.899 3586 —0.00165 -250 0.7193  21.73 (0.290)
5 H -000005 0968 36.05 -0.00132 -293 0.7210  42.89

6 L 0.00004 0.830 36.78 —0.00151 —4.00 0.7284 9.30 3.264
6 M 000016 0932 4163 -000131 -3.49 0.7751  27.76 (0.071)
6 H -000004 0996 39.97 -0.00080 -192 07619  50.16

7 L -000012 0.838 4121 -0.00137 -401 07713  10.80 0.866
7 M 000030 0.997 4846 —0.00094 -2.71 08245 3221 (0.352)
7 H -000013 1.095 47.04 —0.00097 -248 08157  53.25

8 L 0.00032 0.870 4521 -—0.00123 -3.80 08026  15.37 8.706
8 M 000010 1.054 66.78 —0.00038 —143 0.9000  38.36 (0.003)
8 H 0.00015 1.126 56.89 —0.00002 —0.05 0.8679  58.44

9 L 0.00005 0.934 5172 —0.00070 —2.31 08429  22.85 6.946
9 M 000020 1.048 7611 —0.00014 -0.61 09215  45.16 (0.009)
9 H -000026 1167 67.28 000035 120 09024 6221

10 L 0.00032 0.963 71.10 —0.00008 —0.34 09111  28.42 3.490
10 M 000019 1117 9567 000023 117 09491  49.46 (0.062)
10 H —0.00026 1.118 7843 000065 2.74 09267  66.50




