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0000 Conversely,if expected earning power has not increased,unfavourable information will be observed
over time.Then,we would expect the share overvaluation to reverse as the overvaluation is revealed.This
overreaction to net income produces a time pattern of share returns similar to the behavioural concept of
representativeness,and is consistent with PAD for BN firms,and with high-accrual firms. The point is that if we relax
the assumption of stationarity of underlying financial reporting parameters,rational investor behaviour can produce
similar patterns of underreaction and overreaction to accounting information as behavioural finance. This
argument can possibly explain the findings of Doyle,Lundholm,and Soliman (2006) (DLS).These authors
examined a large sample of quarterly earnings announcements over 1988-2000.They found that the share returns of
those firms reporting large positive earnings surprises (actual reported earnings less analysts' consensus forecasts)
on average drifted upwards for three years following the earnings announcement.Similarly,share returns of firms
with large negative earnings surprises drifted downwards over the same period.DLS reported an average three-year
return of 24% to a strategy of buying shares of sample firms in the top 10% of earnings surprises and selling short
shares of firms in the lowest 10% category.Furthermore,these returns continued to hold after allowing for the effects
on returns of risk (e.g.,beta) and other anomalies (e.g.,accruals anomaly). The three-year upward drift reported by
DLS suggests that their firms reporting extreme earnings surprises have in fact experienced an upward or downward
shift in expected earning power on average,but that it takes investors up to three years to find enough confirming
evidence to fully accept the shift. This result is consistent with the Brav and Heaton argument.Of course,this result is
also consistent with behaviourally biased investors.However,DLS report that their extreme sample firms are
relatively small,with relatively little analyst following and relatively few institutional shareholders,leading to high
transactions costs.Furthermore,it is likely that investors trying to earn the 24% excess return reported by DLS
would bear idiosyncratic risk.As discussed earlier,all of these considerations lead to high limits to
arbitrage.Nevertheless,as Brav andHeaton point out,it is difficult to distinguish convincingly which.theory is
operative,since both theories predict the same share price behaviour over time.
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