INTRODUCTION

This article, Efficient Capital Markets II follows up on his earlier work Efficient Capital Markets  in 1970.

A market is efficient when security prices fully reflect all available information. This is based on the precondition that information and trading costs are zero. This is important to note the assumption that transaction costs are zero. Models such as the value line model which indicated positive abnormal returns in the model, however in the real world when transaction costs were accounted for this model consistently underperformed all other portfolios.

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) and strong form (Do any investors have private information that is not fully reflected in market prices) efficiency. 

In this paper instead of weak-form tests, which were concerned with the forecast power of past returns, this area is now centres on return predictability, which incorporates variables such as dividend yield and interest rates. Also small firm effect and other anomalies like the January effect are considered in the tests for return predictability.

The semi-strong form efficiency test is  now known as event studies and tests how quickly prices adjust to public announcements and the strong form test is now called the test for private information.

Most of this study is concerned with return predictability, but firstly when testing for market efficiency an asset pricing model must be used. Consequently, due to the use of a joint hypothesis test for testing market inefficiency, you are unable to ascertain if the model has failed or if the market is inefficient. That is, does return predictability reflect rational variations in time in expected returns or irrational deviations of price from fundamental values or a combination of both.

The variation through time in expected returns is common to corporate bonds and stocks and is related in plausible ways to business conditions, which leads to the conclusion that it is real and rational. 

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) find that weekly returns on portfolios of stocks grouped according to size show reliable positive auto correlation. This means that from this study it is possible to make consistent positive abnormal returns by holding these portfolios for a short time period with the greater returns coming from portfolios of small stocks. Their conclusion was that returns were predictable.  The evidence however, is clouded by the fact that the predictability of portfolio returns is in part due to non-synchronous trading effects.

French and Roll (1986) established that the variance of stock prices is greater during trading hours than non trading hours. This is mainly due to noise created by uninformed investors which Black (1986) concluded. Under this hypothesis, price changes due to the noise effect are eventually reversed inducing negative auto correlations in daily returns. However, recent research is able to show confidently that daily and weekly returns are predictable, rejecting the old market efficiency constant expect returns model. This only holds true for portfolios of size related stocks due to the variance reduction portfolios give. 

The auto correlations do not significantly deviate from zero to imply a positive return once trading costs are accounted for.

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) present models in which stock prices take large slowly decaying swings away from fundamental values driven by fads or irrational bubbles. These fads or irrational bubbles are temporary and it would be rational to assume that the prices will correct. Studies over sixty year horizons by Fama and French (1988a) have shown strong negative auto correlations this agrees with Stambaugh (1986) study and 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) mount an aggressive empirical attack on market efficiency. In their studies, they have concluded that the market over reacts to good or bad news. Over a five year period, the firms with higher than expected earnings tended to have weaker returns relative to the market expectations in the subsequent years. Conversely, firms with lower than expected earnings in this period tended to have stronger returns relative to the markets expectations.

Zarowin (1989) contradicts the DeBont Thaler theory that the winner loser results are due to overreaction to extreme changes in earnings. Instead, it is related to the small firm effect that is small firms have higher expected returns than large stocks.

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. However now it is known that stock returns vary with expected inflation rates, interest rates and other variables.

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. The test however give no help on the central issue of whether the variation in expected returns is rational. ie. Is it related in a sensible way to business conditions. Grossman and Shiller (1981) attempted to test this however they ran into the joint hypothesis problem. 

RETURN SEASONALITY 

Recent studies have highlighted many seasonal anomalies. These include ; Monday returns which are on average lower than returns on other days Cross (1973), returns are on average higher the day before a holiday and the last day of the month Ariel (1990, 1987) and the most mystifying is the January effect where stock returns especially on small stocks are on average higher in January. This is most prolific between the last trading day in December and the fifth trading day in January.

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. 

Lakonishok and Smidt (1988) show that for example Monday, holiday and end of month returns deviate from normal average daily returns by less than the bid ask spread.

Turn of the year abnormal returns for small stocks are larger but they are not large relative to the bid ask spreads for small stocks Roll (1983). In recent years the January effect seems to have been reversed which implies that the market is efficient in that it moves to correct this anomaly.

CROSS SECTIONAL RETURN PREDICTABILITY

Given the joint hypothesis problem, one can’t tell whether anomalies result from mis-specified asset pricing models or market inefficiency. Therefore, it is important to test the asset pricing models. 

· SHARPE LINTENER BLACK MODEL

This model is a one factor model with the risk of the firm being beta. This model states that the beta of firms are sufficient to describe the cross section of expected returns. However in recent studies, factors such as E/P ratios, book to market equity ratios and leverage are necessary in forecasting expected returns.

· Rejections of the SLB model are common. E/P ratios, book to market equity ratios and leverage have proven to have explanatory power in test that include market betas.

· Fortunately rejections of the SLB model are never clean. It is possible that rejections are due to a bad proxy for the market portfolio and thus poor estimates of market betas. The model is never strongly rejected with clear evidence that expected returns on stocks are positively related to market betas. It should be noted that the contradictions are found only because we have the SLB model as a sharp benchmark against which to examine the cross section of expected returns. As there are no better models to use the SLB does its job well.

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

Miller-Modigliani (1961) and refinement by Miller and Scholes (1978) predict that dividend policy is irrelevant or that dividends are bad news because over the periods tested, dividends are taxed at a higher rate than capital gains.

Charest (1978), Ahrony and Swary (1980), Asquith and Mullins (1983) show that unexpected changes in dividends are on average associated with stock price changes of the same sign. This contradicts the Miller-Modigliani (1961) study.

Asquith and Mullin (1986) and Masulis and Korwaar (1986) present results that the new issue of common stocks are bad news for stock prices. This is opposite to what we would expect in that stock issues usually signal good news in that the firms investment prospects are strong. The reason for the negative stock price change is due  to; (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 1985), (3) lower agency costs when free cash flows are used to redeem stock (Jensen 1986).

Dann (1981) and Vermaelen (1981) finds that redemptions through tenders or open-market purchases are good news.

MARKET EFFICIENCY

In mergers and tender offers, the stock price of the target firms increases on average 15% in the three days around the announcement. The acquiring firms stock price remains unchanged around the announcement date, thereafter they drift slowly down (Asquith 1983). One possibility is that the acquiring firms on average pay too much for target firms but the market only realises this slowly (Roll 1986). Roll concluded that the market is inefficient. However other studies have shown that there is no evidence of post announcement drift (Mitchell and Lehn 1990).

Bernard and Thomas (1990) identify a more direct challenge to market efficency in the way stock prices adjust earnings announcements. They argue that the market does not understand the auto correlation of the quarterly earnings. As a result, part of the 3-day stock-price response to this quarter’s earnings announcement is predictable from earnings 1 to 4 quarters prior. However this result is strongest for small firms that have had extreme changes in earnings.

In general event studies show that the market is efficient. The study boom that has taken place over the last 20 years confirm this. Most anomalies in stock prices correct themselves quickly. So people can not consistently make abnormal profits.

TEST FOR PRIVATE INFORMATION

INSIDER TRADING

Jaffe (1974)  finds that the stock market is inefficent and that insiders have information that is not reflected in prices. His disturbing finding is that the market does not react quickly to public information about insider trading. Therefore, he concludes that the public can make a abnormal profits up to eight months after the insider trading information becomes public.

Seyhun (1986) confirms that insiders profit from their trades, however he finds no evidence that the public can make abnormal profits from the knowledge of insider trading. He also finds that insider buying is more prevalent in small firms and insider selling is more prominent in large firms.

SECURITY ANALYSIS

The Value Line Investment survey publishes weekly rankings of 1700 common stocks into five groups with group one having the best risk adjusted return and group five having the worst return prospects.

Stickel (1985) uses event-study methods to show that there is an announcement effect in rank changes that more clearly implies that Value Line has information not reflected in prices. He finds that the market takes up to three days to adjust to the information in changes in rankings and the price changes are permanent. 

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 in his study that mutual fund managers do not have private information. In his study Jensen found that between the period 1945-1964, returns to investors from funds were on average 1% per year below the market line (after all fees).

Recent studies do not agree with Jensen’s finding. Henriksson (1984) finds that average returns to fund investors are 0.02% per month above the market line. He concludes that fund managers do have private information which is sufficient to cover all fees and still average return to investors above the market line.

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.

