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End of Chapter 10 Questions, Problems and Solutions

CORPORATE FINANCE

Professor Megginson

February 27, 2003
Questions [See problems in book]

(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(
Answers to End of Chapter 10 Questions

10-1.
Informational efficiency refers to how quickly the markets incorporate new information into security prices.  This can impact corporate finance and investment decisions if all information is not incorporated into the firm’s stock price.  For example, the stock may be undervalued because managers have good news about the company that they have not imparted to the markets.  If the firm is underpriced, this could impact the firm’s ability to raise new equity, which in turn could impact the firm’s financing and investment decisions.  In an efficient market, a manager will not be able to enhance shareholder value through changes in financial reporting that have no impact on cash flows.  Investors will “see through” these changes and recognize that they are cosmetic only and have no impact on firm value.

10-2.
Informational efficiency refers to how quickly the markets incorporate new information into security prices.  Allocative efficiency means that markets channel resources to their most productive uses.  Operational efficiency determines whether market produce outputs at the lowest possible costs.  The existence of one does not imply the existence of the others.  All companies could be operationally inefficient, while the market is still allocative and information efficient.

10-3.
Weak form efficiency states that all past information, for example about stock prices or volumes is incorporated into stock prices.  This says it is not possible to earn excess returns using historical information and by implication, that technical analysis is valueless.  Semi-strong form efficiency states that the market is weak form efficient and in addition incorporates all publicly available information into stock prices.  This says that fundamental analysis is valueless.  Strong form efficiency says that all information – public or private – is incorporated into stock prices.  This says it is not possible to earn excess returns under any circumstances and that all securities are fairly priced, reflecting all information.  

10-4.
A random walk means that stock prices move up and down randomly, reacting to new information as it as received.  Since by definition, randomly received information cannot be predicted, this is the basis for weak form efficiency – that it is impossible to use past price history to predict future stock prices.

10-5.
If a stock follows a random walk with a trend, this does not mean investing in stocks is akin to gambling.  First, investors can profit from the upward trend – that on average, over the long run, stock prices are increasing.  It means that on average, a long-term investor with a diversified portfolio will receive a fair return – a return commensurate with the risk level of the stocks the investor has chosen.

10-6.
The stock of an exceptionally well-run company may not be an exceptionally good investment.  If investors see that the company has been well-run in the past, they will expect the company to continue to be well run, and will incorporate that expectation into the stock’s price.  Again, an investor will only earn a fair return, given the risk of the stock.

10-7.
All publicly-available information is reflected into stock prices under semi-strong form efficiency.  This includes information in the company’s financial statements, articles published in the press and information available on the internet.  In strong form efficiency all information is incorporated into stock prices.  This includes information that managers have that they may not as yet have revealed to the public.  

10-8.
Over the long term, stocks of high tech companies tend to earn higher returns than stocks of public utilities.  This does not violate market efficiency.  Public utilities are very safe investments.  They have reasonably stable cash flows with little probability of bankruptcy – in recessionary times one of the last moves consumers would make would be to turn off their electric and gas.  High tech companies, on the other hand, are very risky businesses, and highly cyclical.  An investment with a higher risk should have a higher return.  Appropriate reward for risk does not violate market efficiency.

10-9.
If the market is strong form efficient, then no one, including insiders, can earn excess returns, whether they use inside information or publicly-available information.  This is because all information in incorporated into stock prices and all stocks are fairly priced, returning only an appropriate reward for the risk of the stock.  

10-10.
Tests for return predictability include simple trading rule tests (look at whether an investor can construct a consistently profitable trading strategy based on observed trends in very recent stock returns), tests of usefulness of technical analysis (look at whether it is profitable to buy or sell stocks based on historical pricing patterns), tests for short-horizon return predictability (look at whether there is an exploitable tendency for stock price changes to continue from one period to the next or to reverse direction each period), and tests for long-horizon return predictability (look at whether any of the recently observed long-run return anomalies yield profitable trading strategies.)  The first three look at the ability of past prices to predict future prices, while the last looks at how efficiently information about a firm is incorporated into stock prices.

10-11.
This is not inconsistent with efficient markets.  First, does one investor’s strategy always outperform the other investor’s strategy.  Most likely there will be periods of time in which one strategy outperforms the other and visa versa.  You cannot use past information to consistently earn excess returns in the stock market.

10-12.
An asset pricing anomaly occurs when an event consistently either causes stock returns to be too high or too low, relative to what efficient market hypothesis predicts.  The January effect refers to the fact that stock returns tend to be too high in the month of January.  There is, however, a possible explanation for this anomaly.  Investors may sell stocks in December for tax reasons, for example, to realize capital losses to offset capital gains.  Or, an institutional portfolio manager may wish to sell poorly performing stocks to make the year-end report more attractive.  Then, investors get back into the market in January.  The joint hypothesis problem states that tests of the EMH are joint tests of market efficiency and the particular asset pricing model used to conduct the test.  It is not likely that the January effect is a manifestation of the joint hypothesis problem.  There is a reasonable explanation of why December tax selling could cause the January effect.

10-13.
Efficient market hypothesis says that past information is already incorporated into today’s stock prices.  Patterns may be seen in stock prices, but they are neither consistent nor long-lasting.  It is impossible to continually earn excess returns based on past patterns.  

10-14.
The market efficiency hypothesis states that stock prices should react quickly and fully to new information.  One group of studies found that prices underreact to announcements like dividend initiations and omissions.  In other words, they react positively to a dividend initiation, but then a positive, ongoing reaction continues over the next several months.  This results in a pattern known as stock price momentum, since positive initial returns are followed by more positive returns in the intermediate return.  This implies that a momentum investor – one who looks for an upward or downward trend in a stock and acts on that trend - would be able to earn excess returns. Other studies have found an overreaction to announcements such as listing a firm’s stock on a new exchange.  This announcement has a positive announcement return but a negative long-term post event return.

10-15.
The evidence is mixed about whether security analysts have been able to offer valuable stock-picking advice.  The Wall Street Journal usually has a competition between investment professionals vs. a monkey or throwing a dart to choose stocks and finds that some years the professionals win and some years the darts and monkeys win.  One study found that brokerage recommendations do embody valuable information for which a brokerage firm should be compensated  Another found that investors who followed the consensus advice of the analysts contributing to Zacks Recommendation Database earned excess returns.  Overall, there is little evidence that analysts can consistently beat the market.  If they could this would not necessarily violate semi-strong form efficiency.  Perhaps the analysts obtained superior information through their study of a company or industry.  It would, however, violate strong form efficiency.

10-16. 
An event study is designed to test how the market reacts to specific event announcements.   These look at stock price reactions on announcement day (or over a few days).  This takes care of the joint hypothesis problem – the expected return on a single day will be close to zero, so a bad asset pricing model cannot bring a large bias to the test.  By analyzing returns after the event, researchers can determine whether stock prices drift up or down, testing the market efficiency prediction that prices should respond quickly and fully to new information.

10-17.
Insiders do earn excess returns in the stock market, evidence that the market is not strong form efficient.  There is mixed evidence about whether outside investors can earn excess returns by mimicking insider trades after they are publicly disclosed.  A 1974 Jaffe study found that outsiders can profit, a violation of semi-strong form efficiency.  A 1986 Seyhun study said real investors cannot learn about inside trades as quickly as the Jaffe study assumed.  Using actual announcement dates, Seyhun found outsiders could not profit from mimicking insider trades.  

10-18.
A mutual fund’s alpha is calculated by taking the fund’s return and subtracting the risk free rate and then looking at whether the fund has earned any excess over beta times the market risk premium.  In other words, has the fund returned more than simply compensation for the risk of the fund, as measured by beta.  Several studies have found that mutual funds have negative alphas, which means they could not, on average, beat the stock market on a risk-adjusted basis.  This at least confirms semi-strong form efficiency.  Some point to these studies as confirming strong form efficiency, on the assumption that mutual fund managers have superior information.  If someone with superior information is unable to earn excess returns, this is evidence that the market is strong form efficient.

10-19.
Some tests have, however, shown superior performance by mutual fund managers.  Malkiel pointed out two critical biases in most of the test showing superior performance.  The first is survivorship bias – only surviving, successful funds are included in the studies.  This overstates the returns earned by mutual fund managers.  Malkiel also pointed out the tendency of mutual fund management companies to privately large a large number of “incubator” funds and then after a few years publicly launch the couple of funds that have been most successful from the batch.  The poorly performing funds are shut down, and are not included in mutual fund studies.

10-20.
The efficient market hypothesis states that on average the funds will have a zero alpha.  There will be some forms that outperform the market and others that underperform the market, but on average the funds will earn a fair market return, or perhaps less than a market return after adjusting for transactions costs. 

10-21.
An asset price bubble refers to a period when a particular asset or the entire market rises in price to levels above their intrinsic value.  The Nasdaq rise and fall has been referred to as a tech bubble.  It is possible investors were overreacting to the potential of technology companies.  As a result, some business ventures were funded, that with hindsight, turned out to be poorly conceived.  

10-22.
Behavioral finance attacks market efficiency on several grounds.  While believers in market efficiency interpret market over and underreaction as minor anomalies caused by random chance, behaviorists perceive this body of research as proof that markets are irrational.  Behaviorists believe stock markets are too volatile for prices to be based on rational valuations.  They state that investors are emotional creatures who process financial information in systematically biased ways.  Investors may be biased, in particular through overconfidence and biased self-attribution.    For example, they may be overconfident in the sense that they believe they are better informed about the true state of a company’s affairs than is in fact the case.  Investors with biased self-attribution will interpret the arrival of new private information supporting their existing beliefs as important confirmatory evidence, but will tend to disregard contradictory new evidence as being random noise.  

10-23.
Noise trader theory says there are two types of investors.  Arbitrageurs are traders who seek to exploit small pricing differences by purchasing an asset when it is undervalued and reselling it when it is overvalued.  These traders accurately assess the true risks and expected returns offered by all securities.  Noise, or liquidity traders, trade based on beliefs or sentiments that are not fully justified by fundamental news.  The activities of noise traders cause prices to diverge from fundamental valuations.  Rational traders have a limited capacity to exploit pricing errors. Two types of risk prevent arbitrageurs from driving prices back to fundamental values immediately.  The first is fundamental risk, or the chance that the overall market may go up or down during the coming period.  The second is the unpredictability of future resale prices.  Even if an asset is overpriced today, the actions of noise traders may cause the asset to become even more overpriced in the future.  

10-24. 
Shiller talks about variance bounds, in which prices are compared with “perfect foresight” prices, defined as the discounted value of actual future period real dividends.  When the variance of actual stock prices exceeds the maximum rational variation, the variance bound, in perfect foresight, he concludes that stock prices are too volatile to have been produced by rational investors.  This has been attacked on the grounds that dividends should be expanded to include stock repurchases and cash takeover payments.  When this is done, variance bounds no longer reject market efficiency.  

10-25.
While behaviorists present a great deal of evidence concerning the existence of price bubbles, there is less compelling evidence that the U.S. stock market was grossly overvalued  in 2000.  A large body of evidence indicates that financial asset prices are still largely unpredictable.  Strategies to beat the market generate transactions costs and are in pursuit of returns that are very uncertain.  The theory behind the efficient markets hypothesis is logically consistent and has stood the test of time.

10-26. 
Four principles of a external communications include:

1. Assume that your words and actions have consequences.  A manager should try to predict how investors will interpret news announcements and be ready to respond appropriately if the actual reaction is other than what is expected.

2. Assume that loose lips sink corporate ships.  A company should not publicly discuss information that should be kept private or prematurely disclose sensitive information.  It is unwise, and sometimes illegal to publicly discuss ongoing merger negotiations, planned security offerings, actual or potential corporate litigation or personnel issues.

3. Consider honesty to be the best policy.  Managers should convey good and bad information honestly and not try to fool the market with accounting gimmicks or other misleading strategies.  Investors will tend to support managers with a history of acting in the shareholders’ best interests.

4. Listen to your stock price.  Managers should view financial markets as information processors that generate unbiased assessments of corporate performance.  The markets give managers information on reactions to specific corporate announcements and movements in the firm’s stock price relative to the overall market.

10-27.
A corporate manager should listen to his or her stock price.  Managers should view financial markets as information processors that generate unbiased assessments of corporate performance.  The markets give managers information on reactions to specific corporate announcements and movements in the firm’s stock price relative to the overall market.  If a firm’s stock lags its peer group, this should tell a manager that investors are unhappy about something with the company – its investment policies, its financing policies, etc.  The manager should look at how the firm is different from the peer group and take steps to correct negative practices.
(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(
Problems [See problems in book]

(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(***(
Answers to End of Chapter 10 Problems

10-1)

a. Immediately after the announcement, UCC’s stock should sell at or near 60 euros.  Investors will quickly recognize that the value of the company has increased because of the offer, and in particular, because of the information released by the act of making the offer. However, the merger is not 100% certain – it’s possible that it will not go through.  In this case, the 60 euro price will not be realized, and the stock price will likely return to the pre-announcement price.

b. The price will fairly quickly increase to near 60 euros, and then stay there perhaps with slight fluctuations until the merger is completely resolved – either happening or not happening.

Price

60 euros




                                   Announcement        1 mo.         2 mo.      3 mo

c. Instead of trading near 60, the stock is more likely to trade near 48, and will fluctuate as BTC stock fluctuates.


Price

60 euros

48 euros



                                  Announcement             1 mo.      2 mo.       3 mo.

10-2)
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b. The middle graph does not violate market efficiency.  It shows a stock price staying at about the same level.  At time 0, information is received.  The market processes that information instantaneously, which is why there is a discontinuity in the graph.  The market immediately adjusts the stock price to the new information – in this case, it was good news, which increased the stock price.  The first graph shows a stock price adjusting to news received – more quickly as the announcement date is reached.  Then the price finishes its jump to the new price which completely incorporates the new information.  There is evidence of inefficiency – some investors had information, and were trading on that information, increasing the stock price.  The information was partially incorporated before the announcement date and was completely incorporated at the announcement date.  The third graph also shows evidence of inefficiency.  Again, the stock price is moving upward as information is received.  After the news is received, the stock price continues to rise, perhaps indicating more information is continuing to be slowly incorporated into the stock price.

10-3)

a. Jensen’s alpha = Rpt – Rft = (p + (p x (Rmt – Rft) + (
For aggressive growth, required return = 3% + 1.6 x (10% - 3%) = 14.2%.  Subtracting the risk-free rate leaves 11.2%

Aggressive growth’s return is its actual percent return minus its management fee = 14.3% - 1.25% = 13.25%.  

Subtracting the risk free rate, 13.25% - 3% = 10.25%.

10.25% = ( + 11.2%

( = -0.95%

For conservative income, required return = 3% + .9 x (10% - 3%) = 9.3%.  Subtracting the risk-free rate leaves 6.3%,

Conservative income’s return is its actual percent return minus its management fee = 11% - .75% = 10.25%.  Subtracting the risk-free rate, 10.25% - 3% = 7.25%.

7.25% = ( + 6.3%

( = 0.95%

For contrarian, required return = 3% + .4 x (10% - 3%) = 5.8%.  Subtracting the risk free rate leaves 2.8%.

Contrarian’s return is its actual percent return minus its management fee = 5.6% - 1% = 4.6%.  Subtracting the risk-free rate, 4.6% - 3% = 1.3%.

1.3% = ( + 2.8%

( = -1.5%

b. Only Conservative Income created value for its investors.  It was the only fund that outperformed the return expected above the risk-free rate. The other two funds did not return enough to compensate for the risk of the fund, as measured by beta.

10.4)

The graphs show how difficult it is to consistently outperform the market.  While the visionary companies outperformed the comparison (non-visionary) companies during the late 1970s through the early 1990s, this situation changed in the late 1990s.  The comparison companies outperformed the visionary companies after about 1997 and continued to do so to an even greater degree in the subsequent years.  This confirms market efficiency – it is extremely difficult to devise a strategy that will consistently outperform the market, unless there is an information advantage.

10-5)

                                                                                                                                        % Return    

	AAR
	6.11
	5.05
	-
	-0.173

	Albertsons
	24.96
	25.38
	+
	0.017

	Alcoa
	23.14
	20.93
	-
	-0.096

	American Safety
	8.05
	8.05
	0
	0

	Ameron Int.
	46.79
	47.61
	+
	0.0175

	Ashland
	27.76
	28.62
	+
	0.031

	ATS
	1.88
	2.05
	+
	0.09

	Boise Cascade
	25.85
	24.55
	-
	-0.05

	Footstar
	10.11
	10.42
	+
	0.031

	Ford Motor
	11.05
	10.26
	-
	-0.071

	Goodyear
	12.87
	10.94
	-
	-0.15

	Grubb & Ellis
	1.30
	2.13
	+
	0.638

	Heico
	10.09
	10.83
	+
	0.073

	Hitachi
	51.35
	54.13
	+
	0.054

	JLG Industries
	8.61
	8.71
	+
	0.012

	Longview Fibre
	6.15
	7.20
	+
	0.171

	Manulife Fin.
	22.29
	21.62
	-
	-0.03

	National Semiconductor
	15.18
	11.93
	-
	-0.214

	Oakley
	9.70
	10.62
	+
	0.095

	Oakwood Homes
	1.60
	1.70
	+
	0.0625

	PCW
	1.60
	1.44
	-
	-0.1

	Sothebys
	9.40
	7.43
	-
	-0.21

	SPS Technologies
	27.50
	28.03
	+
	0.019

	Stillwater Mining
	7.33
	6.43
	-
	-0.12

	TECO Energy
	15.84
	15.31
	-
	-0.033

	Teradyne
	12.19
	11.05
	-
	-0.0935

	Three-Five Systems
	5.29
	5.20
	-
	-0.017

	U.S. Steel
	13.13
	12.04
	-
	-0.083

	ValuCity
	1.99
	1.90
	-
	-0.045

	Vishay Intertechnology
	13.37
	10.31
	-
	-0.229


a. 16 of the 30 companies had continued to decline (53%), 13 continued to increase (43%) and 1 had a zero change.  This is consistent with market efficiency – about half went up and half declined in price.  Information is being received randomly and the stock prices are reacting to that information.

b. Adding all of the returns yields a total of -.189.  To know whether or not this is consistent with market efficiency, you would want to know what the required return at the time was and whether the stocks were earning positive or negative returns.  What was the overall market doing?  It is possible to have times when all stocks are declining and all are increasing.

c. Nasdaq also returned a negative amount in this time period, as did this collection of stocks.  They were moving with the overall market, and a general decline is not unexpected.

10-6.
Internet exercise

10-7.

a. If you had invested $100 in stocks in 1967 and your stocks had grown exactly as the Dow Jones average until 2001, you would have had a portfolio valued at $1,116.14 (Calculated by taking the $100 and adding and subtracting the return percent of the subsequent DJIA.)  This is a compounded return of 7.14%.

To calculate this, you are asking at what growth rate will 100 become $1,116.14 over a 35 year period: $1,116.14 = 100 x (1 + g)35.  Solving for g yields 7.14%.

b. Using a strategy of buying stocks when the Super Bowl indicator says the market will rise and holding bonds when it says it will fall means your $100 would have grown to be $2,103.96 in the 35 year period.  The compounded return is:

      $2,103.96 = 100 x (1 + g)35.  Solving for g yields 9.09%

c. An AFC team won the Super Bowl in 2002, a predictor that the stock market would decline.  This did indeed occur.

d. This is not inconsistent with market efficiency.  First, this does not include transactions costs.  The second strategy in part b is more costly – continually buying and selling stocks and bonds. The first strategy is a buy and hold strategy and does not involve continually selling and buying stocks.  Many strategies that seem to make money do not once transactions costs are taken into account.  The Super Bowl strategy should not be recommended.  There is no logical reason why stocks markets should react in any way to which team that wins the Super Bowl.  Any pattern is purely coincidental.

10-8)
Entering these numbers into excel and finding the correlation, yields a correlation coefficient of .096.  There is little correlation between monthly returns.  This is consistent of with market efficiency.  Last month’s price cannot be used to predict future prices.
10-9)

a. Behavioral finance would say that the market is responding to uncertainty.  Perhaps investors were expecting more attacks that would adversely impact airline revenues and costs.  Even if attacks were not made with airplanes, air travel in general was down – many people were afraid to fly.  As time goes by, more and more of the uncertainty is resolved.  

b. It appears that investors overreacted to bad news, which has been observed.  Investors do not like uncertainty and are happy when it is resolved, even if the resolution is negative.  
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