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Anomalies in Asset Pricing that Suggest Inefficiency

1. Equity offerings do poorly for 3-5 years after issue.

     Trading Rule: Eliminate stocks that have issued equity in last 5 years from your portfolio; sell new issues short.

2. Stocks of firms with high market to book ratios earn low returns.

     Trading Rule: Buy "value" stocks with low market-to-book.

3. Stocks of firms that have earned high returns over the past 6 months earn unusually positive returns.  Stocks of firms that have earned high returns over the past 4 years or so earn unusually poor returns.

     Trading Rule: Buy stocks showing good short-term momentum but fair or poor longer-term returns.  Sell stocks when short-term momentum peters out.

4. Closed-end funds selling at large discounts from Net Asset Value earn high returns.  Funds selling at a premium earn low returns.

     Trading Rule: Use weekly discount information in WSJ and Barron's to buy closed-end funds selling at large discounts, and sell them when they are selling at a premium or lower than usual discount.

5. Firms that have positive earnings or dividend surprises earn abnormally high returns over the next year or so.  Firms that have negative earnings or dividend surprises earn abnormally low returns over the next year or so.

     Trading Rule: Buy stocks of firms they have just announced good earnings and dividend news and sell them after the firms have announced bad earnings and dividend news.

6. Stocks with increases in breadth (increasing number of mutual fund owners) perform better than stocks with increased concentration of ownership.

     Trading Rule: Buy stock in firms that have had an increase in ownership breadth; short stock in firms with increasing ownership concentration.

Anomalies in Asset Pricing that Seem to have been Eliminated

7. Small firm stocks outperform large firm stocks.

     Trading Rule: Buy stocks of firms with low market capitalization.

     Evidence: Over the last ten years or so, this trading rule has not outperformed naive strategies.

8. Stocks given high ratings by Value Line outperform, after the ratings are published, stocks given low ratings by Value Line.

     Trading Rule: Buy Value Line recommendations and sell the lowest rated Value Line stocks short.

     Evidence: This trading rule's abnormal returns seem to have declined gradually to the point where there is no abnormal return net of transaction costs over the past 15 years.

9. During January, low capitalization (overall market value = P x number of shares) stocks outperform high capitalization stocks.

     Trading Rule: Short big firms' stocks and long small firm stocks at the end of December and undo position at the end of January.  You can accomplish this at low transaction costs by selling futures and buying "Small Cap" mutual funds.

     Evidence: Unclear this trading rule has worked over last several years.

