Mean-Reverting Walk Down Wall Street

Intro

Efficient Markets Theory is the basis for modern finance – prices are intrinsically determined (PV of future payments) and are unpredictable

However, some early observers believed prices could diverge from fundamental values and were not always random:

1. The General Theory (Keynes) – day-to-day fluctuations were absurd and excessive

2. Theory of Investment Value (Williams) – prices based too much on current earnings and not enough on long-run dividend power

3. New ideas focus on fads and purpose irrational “noise” traders beating rational traders – Furthermore, if prices get misaligned they will gravitate back to a mean value (thus they are not entirely random)

By focusing on the long-term (3-7 years) or extreme price movements, there is evidence that stocks are mean-reverting (therefore, somewhat predictable)

Mean Reversion in Stock Market Averages

French and Roll and Fama studies:

If you regress the return on a stock market index over time T on the returns over the prior period of equal length, slope should be zero if movements are random – but results reveal mean reversion

For equity weighted indexes and small cap firms slopes are more negative than for large cap and value-weighted indexes

For three-five year periods, 25-40 percent of returns were predictable from prior years’ returns

Even better results from using the current market dividend yield and the variance ration test (variance of monthly returns should be 1/12 the variance of annual returns, which should be 1/5 the variance of 5 year returns)

From the results of these tests, it is not possible to reject the possibility of mean-reversion in the market

Mean reversion also appears in international equity markets (more pronounced in emerging countries)

Mean Reversion in the Cross Section

Many “contrarian” strategies do seem to have some value:

· Purchase stocks whose prices seem low relative to fundamental value - Graham (1949)

· Buy stocks with low P/E (yield abnormal returns over time) – Basu (1977)

· High Dividend Yield and Low Price to Book ratio

Theory – (DeBondt and Thaler)

If investors tend to place to much weight on recent events when making forecasts, then we should see mean-reversion for stocks that have had excessively bad or good past years (Loser and Winner Portfolios)

Findings – see chart on p.194

· Winners and Losers both exhibit mean-reversion

· Five year price reversal more pronounced for prior Losers

· Most gains for the Losers occur in January

Possible Explanations

· Losers tend to be smaller than average firms and small firms tend to earn abnormally high returns

· Loser firms are riskier and therefore the excess return is necessary to offset risk

· Authors don’t accept either theory – they believe they have strong evidence for mean-reversion, especially in smaller stocks

Short Term Reversion

One way to study the size and risk explanations of the Loser price reversals is to look at shorter time horizons.  Bremer and Sweeney consider Fortune 500 companies from 1962 to 1986 that have one-day changes of over 7.5%, 10% and 15%.

They find that the larger the one-day decline, the higher the subsequent five-day returns, on average.  While the large Winner stocks (increases) show no excess returns.  This is consistent with the prior long-term studies by DeBondt and Thaler.

In conclusion authors don’t really say much (it’s an academic paper after all).  They do see mean-reversion in the data and are interested at the disparate returns for prior Losers versus Winners.

The Theory of Stock Market Efficiency

Paper tests the theory of economic efficiency by studying 2300 annual earnings announcements as containing either “good” or “bad” news, over 9 year period.

Findings show that the market had already anticipated 80% of the “surprise”.

This supports efficient market hypothesis, but the theory isn’t always correct,

Possible limitations of economic theory:

1. Traders value info differently (the model assumes info is a commodity)

2. Info is costly to produce and acquire (model assumes its free to investors)

“Event Study” by Fama shows that most events are rationally processed into the price almost instantaneously.   Stock splits and secondary offerings are reflected in prices immediately.  Stock splits are seen as good and secondary offerings as bad.  CEO deaths cause the stock to decrease, but when CEOs who are also the founders die, the stock increases. – Shows a rational economic phenomenon to news and events.

Three Limitations to the Efficient Theory:

1. Anomalies

a. Price Overreactions

b. Excess Volatility – herd mentality of investors in event of bad news

c. Price Underreaction to Earnings – supports earnings momentum strategies to make excess profits

d. CAPM – some evidence that higher beta stocks don’t always beat lower beta stocks

e. Small Cap, Low Market to Book and Low P/E stocks have excess returns

f. Seasonal Patterns – Jan effect and weekend effect

2. Defects in “Efficiency” as a Model

a. Neglected Information Costs – a likely candidate as to why small cap firms produce higher returns

b. Heterogeneous Information and Beliefs – info may be interpreted differently by traders

c. Role of Security Analysts – they may reduce investors uncertainty, yet they are ignored by the Efficiency Model

d. Failure to Consider Transaction Costs – Profits should be considered net of costs (an excessive return of 1% could be justified to cover costs and thus no longer excessive)

e. Market Microstructure Effects – Liquidity and Spreads are not properly reflected the Efficiency Models

3. Problems with Testing Efficiency as a Model

a. Changes in Riskless Rate and Risk Premiums – which number do you use, for what time frame and how do they change over time?

b. Trends in Real Rates and market Risk Premiums – There could be a positive or negative correlations (trends due to unique events) between riskless rate and market risk premium

c. Changes in Beta – no mention of how high betas vary among companies over time

d. Seasonal Patterns of Betas – ignored by Efficiency Model

Is “Behavioral” Finance the Answer?

Some believe the overreactions and cycles of finance show the flaws in the efficient model – author doesn’t agree.

1. No real proof that “behavioralist” managers can outperform the market

2. They have anomalies of their own

