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Homework 3
Due: 18th April 2006

(ANSWERS GIVEN IN Stata_tutorial_Piotroski_pt2.doc

I Liz Claiborne:  Based on the annual report for 2004 that you have available to you (and any other information that you may choose to gather) value Liz Claiborne.  At what price would you recommend buying it?  Explain.

II Pietroski 2000 – Stata Tutorial
The STATA_Tutorial_Piotroski_PT2 takes you through the steps needed to answer the following questions.  After going over the tutorial, you will submit your answer to the following questions. That will help you later in writing up your critique of Piotroski (2000).
We will limit attention to firms with financial year ending in December.  

1. Piotroski (2000) evaluates firms using three main financial criteria: Profitability, Capital Structure, and Operating Efficiency. In replicating his work, we use 4 measures of Profitability, 2 measures of Capital Structure, and 2 measures of Operating Efficiency, i.e., in all we score firms on 8 measures. Piotroski (2000) combines all the different scores by summing them up to obtain a single aggregate score of financial condition.  Suppose you want to evaluate the relative significance of each individual components:


1.1. Use a linear regression to study the relative effect of each of the 8 individual financial score components on the overall returns. 

1.2. Construct three combined financial health indicators (profitability,  capital structure and operating efficiency) and study their relative importance using a linear regression

2. Replicate and analyze the time series returns from several strategies based on Piotroski data:
2.1. Consider a simple strategy that is long in stocks that have Piotroski F-SCORE of 8 and short in stocks with the F-SCORE of 1 or 2. Compute portfolio weights for every year. Construct and plot a time series of portfolio returns.

2.2. A simple strategy like the one above may place high weights on small and illiquid companies, which leads to problems during trading. Compute portfolio weights and returns on a variation of the above strategy where the stocks within the long and the short portfolio are weighted by their market capitalization.
2.3. Construct a strategy based on the regression output from part 1.2, with and without an adjustment for the market capitalization of stocks.

2.4. Assume that all transactions involve a roundtrip loss of 12.5 cents per share due to the bid/ask spreads. Compute the returns that one would obtain on the strategies in 2.1 and 2.2 after taking these costs into account.

2.5. Imagine that you have $100 million to invest, and wish to avoid holding more than 4% of the total market cap in any company. How would that affect the returns?

2.6. Do a scatter plot of returns and standard deviations of all the above strategies and comment on their relative performance.
3. Use CAPM and the Fama and French 3 factor model to find alphas for all the strategies outlined above and comment on their size and significance.

