Chapter 13:  Corporate-Financing Decisions and Efficient Capital Markets

Answers to suggested problems

13.3   a.        
False:   Market efficiency implies prices reflect all available information, but it does not imply certain knowledge.  Many pieces of information that are available and reflected in prices are somewhat uncertain.  Efficiency of markets does not eliminate that uncertainty and therefore does not imply perfect forecasting ability.

b.        
True:   Market efficiency exists when prices reflect all available information. To be weak form efficient, the market must incorporate all historical data into prices.  Under the semi-strong form of the hypothesis, the market incorporates all publicly available information in addition to the historical data.  In a strong form efficient market, prices reflect all publicly and privately available information.

c.        
False: Market efficiency implies that market participants are rational.  Rational people will immediately act upon new information and they will bid prices up or down to reflect that information.

d.        
False: Since in efficient markets prices reflect all available information, prices will fluctuate whenever new information becomes available.

e.        
True: Without competition among investors, information could not be readily transmitted. Without quick transmission of information, prices would not reflect the information immediately and markets would not be efficient.

13.4 

a.        
Aerotech’s stock price should rise immediately after the announcement of this positive news.

b.        
Only scenario ii (the stock price jumps to $116 and remains there) indicates market efficiency.  In that case, the price rose immediately to the level that eliminated all possibility of abnormal returns.  In the other two scenarios, there are periods of time during which an investor could trade on the information and earn abnormal returns.

13.6   Investors should not be deterred from buying UPC’s stock because of the announcement.  If the market is at least semi-strong form efficient, the stock price will have already reflected the present value of the payments that UPC must make.  Buying the stock at the post-announcement price should provide the same return that the stock was providing before the announcement.  (NOTE: UPC’s current stockholders bear the burden of the loss.  At the time of the announcement, returns would have been abnormally low.  After the information was incorporated into the price, returns are normal again.)

13.13 Technical analysis is not consistent with EMH.  Technical analysts can’t systematically profit from trading rules based on historical stock prices.  If technical analysts can systematically profit from trading rules based on patterns in the historical stock price, then weak form of market efficiency is violated.

13.18 a.        
In an efficient market, the CAR for Prospectors would rise substantially at the announcement of a new discovery.  Then it should remain constant until the  next discovery.

b.        
As long as there is no relationship between the discovery of one vein and another, the CAR is a random walk.

c.        
The behavior of Prospectors’ CAR is consistent with market efficiency.  Although the market  knows the miners will eventually find another vein, it does not incorporate the increase in value into the stock price until the announcement is made.

13.19 One explanation given to the 1987 market crash and the high price to earnings ratio of Japanese market is the bubble theory.  It tries to interpret the deviation from EMH by the fluctuation of investor sentiments and psychology.  Namely, the fluctuation in investor sentiments and psychology lead to abnormal prices.

13.22 Figure A:   
Supports - Until day zero, the CAR was falling due to the release of negative information. After the event the CAR is constant.

Figure B:   
Supports - Again returns are not moving up or down after the event.

Figure C:   
Rejects - Because returns increase after the event date, it is possible to formulate advantageous trades.  Such possibilities are inconsistent with the efficient markets hypothesis.

Figure D:   
Supports - the diagram indicates that the information was of no value.


