Efficient Markets
Chapter 10

1. Capital Markets purpose: to transfer funds between lenders and borrowers (savers and producers) efficiently

1.1. Allocation efficiency occurs when prices equate to the marginal rates for return (risk adjusted)

2. Perfect Capital Markets

2.1. Markets are Frictionless: no transaction costs, no regulators, all assets perfectly marketable and infinitely divisible

2.2. Perfect Competition in markets: all participants are price takers

2.3. Markets are informationally efficient

2.4. Rational participants are utility maximize or maximize the present value of wealth

3. Operationally efficient markets require 2.1 and 2.3

4. Capital Market efficiency: prices reflect all relevant information

5. Can markets be efficient without perfect capital markets?
5.1. If information costs?

5.2. If assets are not infinitely divisible?

5.3. If imperfect product markets exist?

5.4. Are markets efficient with allocation and operational efficiency?

6. Does irrational behavior occur?

6.1. Dot.coms

6.2. Irrational Exuberance

7. Types of Market Efficiency (Fama, 1970 and 1976)

7.1. Weak-Form: prices contain all historical information

7.2. Semistrong Form: prices contain all public information

7.3. Strong Form: prices contain all information (public and private)

8. Value of information: individuals and firms will evaluate an event and choose a course of action that will maximize utility (wealth)

8.1. What is an event?

8.2. Information Structure *

8.3. How does this value of information relate to efficient capital markets *

9. Rational Expectations and Market Efficiency

9.1. The value of information has 3 parts

9.1.1. Utility of payoffs, given and action

9.1.2. Optimal actions, given a message or event

9.1.3. Probabilities of states of nature provided by the message

9.2. Hypothesis of the value of information

9.2.1. Naïve: all random

9.2.2. Speculative equilibrium: what are others doing?

9.2.3. Intrinsic value: each individual determines value without regard to resale of and asset (Fundamental value)

9.2.4. Rational Expectations: learning occurs; value is determined by each individual with consideration of resale.  Reflect all information

9.2.5. Rational Expectations is an efficient market because all relevant information is reflected.

9.3. What do Futures Markets do?

9.4. Market types based on information structure

9.4.1. Fully aggregating: reflect all information – Strong Form

9.4.2. Averaging: not fully aggregated – Weak to Semistrong Form

10. Costly Information

10.1. Capital market efficiency implies that no one can earn abnormal returns.  The acquisition of information requires the probability of abnormal returns for the expenditure.  This is a contradiction.

10.2. Capital market efficiency also implies that random selection (darts or a monkey) is effective

10.3. What are the incentives to acquire information?

10.4. Why do we have analysts?

10.5. Why are there so many mutual funds doing the same thing?

10.6. Information is Costly
11. Skip Sections F&G

12. Problems 10.2 and 10.5

