
 

FIN 366: INVESTMENTS 

EFFICIENT MARKETS AND THE BEHAVIORAL CRITIQUE 

CRITICAL THINKING & CONCEPTUAL QUESTIONS 
 

1. What causes stock prices to follow random walks? What does it mean when we say “stock 

prices react to news”? What is causing this “reaction”? 

2. What does it mean if a stock’s price “reflects” information or “has news baked-in”? 

3. A firm announces that its revenue and earnings are up, and that its revenue and earnings are 

projected to rise well into the future. Upon this announcement, the share price immediately 

and quickly falls. Why might this be? Is this a breakdown of market efficiency?  

4. How do the versions of EMH differ on their definition of “all available information?” 

5. What version of the EMH (if any) does the technical trader who thinks it is possible to “beat 

the market” believe in?  

6. Why does weak-form market efficiency invalidate technical analysis? 

7. Can a trader believe that markets are weak-form efficient while not being semistrong-form 

efficient? 

8. Can a trader believe that markets are semistrong-form efficient while not being weak-form 

efficient? 

9. If a trader believes that markets are weak-form efficient, what do they think about technical 

indicators? What if they believe markets are semistrong-form efficient? 

10. If markets are weak-form efficient but semi-strong inefficient, would it be possible to make 

money by trading through technical analysis? What about with fundamental analysis? 

11. If semistrong-form market efficiency invalidates fundamental analysis, does it also invalidate 

technical analysis? 

12. If a country allows insider trading on all stocks listed on its exchanges, what version of the 

EMH would markets likely follow in that country? 

13. How might increasing technology and the ability for more investors to keep up-to-date with 

financial news affect the ability of stock prices to quickly reflect new information? What might 

this mean for market efficiency? 

14. Why does market efficiency imply the need for some investors to engage in security analysis? 

15. Explain how security analysis drives market efficiency and, in doing so, become ineffective 

for generating trading gains? 

16. A friend tells you “You should purchase shares of FLSL Corp. Last week, they announced an 

exclusive $800 billion deal with the US government to develop an encrypted communications 

network. Their shares will rise as a result.” How do you critique your friend’s claim? 

17. A dealer is trying to sell you a 99-year-old car. They tell you “This antique is worth $36,000 

today, but it’s going to be 100-years-old next year. It will likely be worth double then.” Do you 

agree that the price of the car would increase significantly when it turns 100 next year, 

assuming the market for antique cars is efficient? 



18. A retailer selling food, clothing, and appliances generates high profits for 50 years in a row. 

What does this tell us about market efficiency or anomalies? 

19. A fund manager consistently yields high trading gains for 50 years in a row. What does this 

tell us about market efficiency or anomalies? 

20. If markets are inefficient, how might this make financial decisions and resource allocation 

difficult for firm managers and individuals? 

21. Can you interpret an OHLC chart? Moving averages? Resistance and support levels? 

22. If we assume markets are reasonably efficient, what is the role for investment management and 

financial analysis techniques? 

23. How might selling all of your stock portfolio’s “losers” at the end of the year save on your tax 

bill? Does this require a market inefficiency? 

24. How are some methods of diversification better than others with regard to reward and risk? 

25. Assume a firm’s daily stock returns are normally distributed. What percent of the time might 

we expect its return on the next day to fall within 1 standard deviation of its average daily 

return? Within two standard deviations of its average? Within 3? 

26. What does history tell us about the returns to portfolios of value stocks, poor past performers, 

and small firms? How can investors rely on this information moving forward? 

27. What are the two necessary components of liquidity, and how might the neglected firm effect 

be the result of “compensation for illiquidity”?  

28. What might classify a share as “undervalued” or a “value stock” based on its P/E ratio? What 

about its book-to-market ratio? 

29. What is the difference between book value and market value of equity? Why do these differ? 

30. A firm’s stock price is $10 dollars per share, it’s last quarter earnings per share was $2. In its 

industry, the average PE ratio is 8. Is this stock relatively undervalued or overvalued within its 

industry? How might an investor use this information to make a trading decision? 

31. In what ways is it difficult to assess whether markets are efficient? 

32. What is a firm’s intrinsic value and what does the behavioral critique say about how 

irrationalities affect a security’s price in relation to its intrinsic value? 

33. You decide you’d like to purchase shares of XYZ, and data mine until you find some measure 

that shows this firm is a good investment. What is this an example of? 

34. The EMH and behavioral finance can both say that it is difficult to consistently earn positive 

and consistent trading gains. Where, then, does the EMH and behavioral finance differ? 

35. CHALLENGE The disposition effect is a behavioral anomaly whereby investors are more likely 

to sell stocks that have increased in value than they are to sell stocks that have dropped in 

value. What effect might the presence of this anomaly have on stock prices reflecting all 

information? 

36. CHALLENGE The Dogs of the Dow strategy entails annually constructing a portfolio of stocks 

that pay high dividends relative to their stock price. Explain why, in the context of market 

efficiency, this seemingly prudent investment strategy of buying high-dividend stocks doesn’t 

always “win” or “beat the market”. 

37. CHALLENGE Heuristics are rules-of-thumb or shortcuts that investors rely on to make 

decisions, given they have limited ability to fully process all information. How might this effect 

market efficiency? 


