INTRODUCTION

· Efficient Capital Markets II follows up on his earlier work Efficient Capital Markets  in 1970.

· Market efficiency is when security prices fully reflect all available information.

· Fama (1970) defines his work on market efficiency into three categories; 

· weak-form (how well do past returns predict future returns?)

· semi-strong form (How quickly do security prices reflect private information?)

· strong form (Do any investors have private information that is not fully reflected in market prices?) 

RETURN PREDICTABILITY

PAST RETURNS

· SHORT HORIZON

Earlier studies testing market efficiencies using an equilibrium pricing model that assumes constant expected returns. The evidence for predictability in this work often lacked statistical power.

· Lo and MacKinlay (1988) and Conrad and Kaul (1988)

· French and Roll (1986)

· LONG HORIZON RETURNS

Contrary to the studies on short horizon returns which concluded positive auto correlations.  Long horizon studies have shown negative auto correlations. 

· Schiller (1984) and Summers (1986) 

· Fama and French (1988a) agrees with Stambaugh (1986) 

· Poterba and Summers (1988) study on returns over 2-6 years are consistent.

This implies that returns cannot be consistently predicted to make abnormal profits in the long run as the portfolio shows properties of mean reversion. In short irrational bubbles in stock prices are indistinguishable from rational time-varying expected returns.

THE CONTRARIANS

· DeBont and Thaler (1985,1987) concluded that the market over reacts to good or bad news.

· Zarowin (1989) contradicts the DeBont and Thaler (1985,1987) theory that the winner loser results are due to over reaction to extreme changes in earnings.

· Chan (1988) and Ball and Kothati (1989) argue that the winner-loser results are due to failure to risk-adjust returns.

OTHER FORECASTING VARIABLES

· A CAVEAT

There is a measured variation in expected returns across common securities and these can be related to various business conditions. This is plausible and consistent with the asset pricing model. By not being able to predict the business cycle, it would be impossible to predict stock returns thus abnormal profits are not consistently realisable.

VOLATILITY TESTS

· A central assumption in the early volatility tests is that expected returns are constant and the variation in stock prices is driven entirely by shocks to expected dividends. 

· With all the more recent evidence on return predictability, it seems clear that volatility tests are another useful way to show that expected returns vary through time. 

RETURN SEASONALITY 

· Recent studies have highlighted many seasonal anomalies

· Monday anomaly 

· January effect

· Keim (1988) argues that they are anomalies because they can‘t be predicted by asset pricing models but they do not necessarily violate market efficiency. 

CROSS SECTIONAL RETURN PREDICTABILITY

· Join hypothesis problem.

· Sharpe Lintner Black Model

EVENT STUDIES

· Documents interesting irregularities in stock price to investment decisions, financing decisions and changes in corporate control.
· Growing importance today of event studies (especially corporate finance) due to the availability of data like CRSP on the NYSE, AMEX and NASDAQ stocks.
SOME OF THE MAIN RESULTS

· Dividend policy is irrelevant or that dividends are bad news. 

· Unexpected changes in dividends are on average associated with stock price changes of the same sign. 

· Asquith and Mullin (1986) and Masulis and Korwaar (1986) present results that the new issue of common stocks are bad news for stock prices. 

(1) asymmetric information (that is managers issue stocks when it is over valued)

(2)  the information in the stock issue that cash flows are low (Miller and Rock 

(3) lower agency costs when free cash flows are used to redeem stock (Jensen 1986).

· Redemptions through tenders or open-market purchases are good news.

· Mergers and tender offers. 

· Adjustment of stock prices to earnings announcements. 

· Most anomalies in stock prices correct themselves quickly. 

TEST FOR PRIVATE INFORMATION
INSIDER TRADING

· Jaffe (1974)  finds that the stock market is inefficent. 

· Seyhun (1986) confirms that insiders profit from their trades. 

SECURITY ANALYSIS

· The Value Line Investment survey.

· Stickel (1985) uses event-study methods to show that there is an announcement effect.

· Even with this insider trading information, the Value Line Portfolio has consistently returned less than any other managed fund.

PROFESSIONAL PORTFOLIO MANAGEMENT

· Jensen (1968, 1969) concludes that mutual fund managers do not have private information. 

· Recent studies do not agree with Jensen’s finding.

CONCLUSION

RETURN PREDICTABILITY

· There is positive auto correlation in small firms stocks and portfolios of small firms stocks, however they are quite small, and after transaction costs insignificant. However in the long run there is proof of negative auto correlation which mans that stocks do revert back to their mean prices.  Although most of these apparent anomalies occur for small firms where expected returns are underestimated.

EVENT  STUDIES

· Event studies have grown in popularity over recent times due to the increased availability of information. This information largely indicates that the market is efficient and stock prices adjust quickly to new information. 

PRIVATE INFORMATION

· There does seem to be evidence of private information, especially in the area of fund management. This is not to say that the market is inefficient because private traders cannot consistently make profits trading stocks across the board. Any private information would be firm specific and the number of inside traders would be limited. However, ethically managers and firm insiders should not be trading on this information.

