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Market Efficiency
I.  Introduction

Market efficiency =>

Economic market efficiency => 

II. Reasons for Efficiency

A.  Competition between traders

1.  Overview 

1)  

2)  

3)  

2.  Results

1)  

2)  

Note:  wealth may be lost by traders due to transaction costs.

B.  Elimination of arbitrage opportunities

Keys:  

1)  

2)  

=> 

Results:

1)  

2)  

=> 

III.  Tests of Efficiency

Notes:

1)  Stronger form false.  

=>  Primary question:  Is economic efficiency a good approximation?

2)  Main difficulty in testing for efficiency:

=> 

3) 

A.  Tests of return predictability

Q:  => 

Related question:  

Results:

1.  

2.  

Prediction variables:  past returns, dividend yields, P/E ratios, default spreads, term spreads, level of short term interest rates, Value Line forecasts (my study w/  Reichenstein => JPM, FSR, and FAJ.

Q:  What does this imply?

1)  

2)  

3)  

3.  

=> possible explanations:

1)  

2)  

=> supported by other evidence

4. Seasonality anomalies:

a.  

b.  

c.  

d.  

e.  

=> most of the return comes between last trading day in December and 1st 5 days of January

Notes:

1)  

2)  

5.  

6.  Growth stocks vs. value stocks

a.  Value stock - 
Note:  can be identified by 
b.  Growth stock - 
Note:  can be identified by 
c.  Basic result:  
d.  Reason:

=> 
=> growth stocks:  
=> 
=> value stocks:  
=> 
Note:  Study by Kothari, Shanken, and Sloan

Q:  How have growth and value stocks performed lately?

B.  Event studies

Q:  

Note:  most direct test of efficiency

Results:

=> 

=> prices adjust only slowly to earnings announcements.

C.  Tests for private information

Q:  => 

Results:

1.  

=> 

Note:  outsiders cannot profit from public information about insider trading

2.  

Note:  Professional investment managers include mutual fund managers, pension fund managers, analysts, writers of newsletters, etc.

a.  

Notes:  

1)  Results depend on which equilibrium model use

2)  Joint hypothesis problem makes conclusions difficult

b.  Anecdotal evidence:

=> see fortune article

c.  Changes in Value Line's rankings and private information of analysts surveyed in "Heard of the Street" in WSJ have permanent (small) impact on stock prices

=> 

D.  Conclusions:

Overall => 

Note:  

IV.  Implications of Market Efficiency

A.  Investors

1.  

Notes:

1) 

=> 

2) 

=> 

3) Reason =>   

4)  

2.   

Notes:

1)  Investment => 

2)  Speculation  =>  

3)  Reason => 

3.  

Notes:

1)  Reason =>  

2)  

4.  

=>  

=>  

5.  

=> 

B.  Corporate Finance

1.  
Note:  not talking about fraud

2.  
Reason =>

V.  Efficient Market Paradox

key => 
resolution =>
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