Notes are largely from 

Chapter 12 of 406 by Bodie Kane and Marcus 

I. 
Weak form Efficiency: prices reflect all past prices, and other security market information (such as volume data, historical rates of return, odd-lot transactions, block volume etc.)

Tests of Weak form efficiency

two main groups of tests:


1. Statistical tests of independence




does return of day t correlate with day t-1,t-n?


a. over-short periods (1 to 4 days, even 9-16 days) Fama and Macbeth 1973)




correlations are small (-.1<p<.1) and usually insignificant


b. Runs tests confirm efficiency...

a run is at least 2 price changes in a row of same sign  (example + + + - - +- +--- has three runs).


Several studies have shown that there is serial correlation over the very short time frames.  (sort of disproving the earlier runs tests?) 


Filter rules  On a before transaction cost basis these trading rules do appear to work, but there is no evidence that you can profitably trade on this: when transaction costs are included the profitability disappears.


Lead-lag relationships: do large stocks lead  small stocks?  Possibly, but also possibly stale pricing.

 
2. Trading Rules

in response to technical analysts saying blind tests (see previous section) are too rigorous, not flexible enough to catch positive returns.


Caveats: 



still may be inflexible



largely looking at major NYSE stocks



must make estimates of transactions costs



compared to what?  BUY and HOLD strategy


results largely support EMH.



Filter rules may beat mkt. on before transaction cost basis



also looked at odd-lot data, specialists data

II. Semistrong form efficiency

Security prices reflect all public information


How to test:



event studies


Event Studies:



determination of event date



Calculation of abnormal return (what market adjustment is needed?)



Looking at either time series data of publicly avail information (earnings etc.) or cross sectionally....either way EMH predicts no relationship (predictability would imply you could make money on the information and that all public information is not incorporated into the price)


Most evidence suggests that market is efficient (ex takeover, dividend studies), however several studies (Watts, Ball, Latane) have suggested that it takes longer than it should to incorporate very good earnings surprises. (over 20% above expectations, the POST-announcement period gain was about 4% (over the next 26 weeks) whereas estimated transaction costs were only 2-3%...for over estimates by 40% the numbers were 5-6%)....however, does the riskiness increase?  And why is there no abnormal returns for very bad earnings announcements?


Short term: past returns do not help predict future returns


Longer term there is some evidence that the market MAY reverse....difficult to say (need longer periods of data)


tests usually use dividend yields, or market-book etc.  often in conjunction with macro-economic data...Low PE ratios=>higher future returns

 This data suggests that market may not be as efficient as earlier tests suggested, BUT there are still problems: low PE stocks have higher risk?  Therefore these tests may be more of a test of CAPM than of market.

Other things re: EMH

Why are there IPO waves?

Are other markets as efficient?

Do investors act rationally?  Even Jensen is now saying Maybe…

Stock Market Crash--news

Speculative Bubbles?  Japan?  US?  not enough data is likely result

can we trick market?  Accounting games (LIFO Vs FIFO etc.)...no

Value-Line Enigma: #1s outperformed #5s by 20% on risk (beta) adjusted basis.

 (Black, Holloway) ...even if  you adjust for transaction costs on an annual basis.  (not so on a weekly basis)


Copeland and Mayers (Stickel) found similar results but to a much lower degree



HOWEVER, the VL centurian fund has underperformed the market

Market Learns (How Fischer Black cost me $$) 


When a new product is introduced, it may be incorrectly priced (CMOS, Tbills etc)

Professional Money managers/mutual funds...


VERY suggestive of market efficiency. Few beat the market on a consistent basis

Role of analysts

1. Keep market efficient?

2. Provide information as to who is buying and selling…lessening information asymmetries and thereby lower cost of capital etc.

3. might be able to predict/unearth data that would allow you to get better estimates than others, but doubtful

Investment advice:


Find risk preferences


determine basket (pay less attention to eggs)


minimize transaction costs (taxes, trading costs)

