Ch03: Sources of info for decision making in the financial markets

Efficient mkt  an ideal market condition in which info relevant to the prices of securities is costlessly and instantaneously incorporated into the prices
Information asymmetry  a market imperfection in which certain party to a transaction has an advantage over the other party in terms of useful info
Efficient mkt hypothesis (EMH)  the hypothesis that prices in security mkts, and particularly stk mkts, fully and accurately reflect all info relevant to forecasting future returns
Three forms of EMH, namely the weak, semi-strong, and strong forms differ in the specification of what info is used to arrive at the prices.

Weak form efficient  prices reflect fully all the info that is embodied in past prices.  Thus, no excess return can be realized by setting up trading strategies that based on past prices.

Semi-strong form efficient  prices reflect fully all publicly available info.  So, no excess returns can be realized by setting up trading strategies that are based on publicly available info.

Strong form efficient  prices reflect fully all publicly and privately available info.  So, no excess returns can be realized by setting up trading strategies that are based on publicly and privately available info.

The expected or required return of an asset is given by the CAPM as:

E(Ri) = rf + (i[E(Rm) – rf]
Excess return = actual return – required or expected return

If the mkt is efficient, then excess return should be _____________ over time.

The Achilles heel of using excess return is:  required or expected return is not observable like actual return.  So, required return can only be estimated by economic model such as the CAPM or the APT.  However, CAPM or APT is not without its inherent weaknesses, especially with respect to some of the assumptions used in deriving it.  Recognizing the inherent inexactness of the CAPM or any other economic models used to estimate the required return, any conclusion arrived at after employing them can be labeled “garbage in-garbage out”.  In short, any attempt to empirically test the EMH, and if the CAPM or its hybrid is used in the process, is indeed a joint test of the EMH and the model used to estimate the required return.  The two tests are indeed inseparable so far.

Security market line and transient excess returns

The SML is the graphical depiction of the CAPM.
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· Required returns lie along the SML.

· Required return of any asset i is given as E(Ri) = rf + (i[E(Rm) – rf]
· If an asset’s actual return lies above the SML, the asset is ________-priced. Conversely, if an asset’s expected return lies below the SML, the asset is _________-priced.
· An under-priced asset has net ___________ pressure, and so price rises while return declines until equilibrium is restored.
· An over-priced asset has net ___________ pressure, and so price drops while return rises until equilibrium is restored.
· At equilibrium, prices are fair and returns all lie along the SML.
Insider

· There are two definitions of corporate insider.

· Narrow definition: any stockholder, officer, or director of a firm who owns a “significant” proportion of the firm’s stock.

· Broad definition: anyone who has access to info that is “materially” related to the value of a firm’s securities and unavailable to the general public, e.g., custodian who empties the wastepaper basket in the evening, former college day’s dorm buddy.

· Insider trading is illegal and punishable in fine and/or imprisonment.

· SEC has been known to be successful in prosecuting insider trading under both narrow and broad definition.

· Role of SEC is to ensure timely and accurate disclosure of info the general public so that the public do not fall prey to corporate insiders.

· Since 2003, insiders have 2 business days to report their transactions to the SEC.
· SEC’s “short-swing profit rule” requires insiders who buy and then sell the firm’s stock within a 6-month period to hand over to the firm any profit made on the sale.  Implication: all insiders can do is to lock in to their purchase price but not to gain from it within 6 months.

· This is done to instill confidence and trust of the average investors.

Three (3) problems created as a result of info asymmetry:

i. lemons problem

ii. adverse selection

iii. moral hazard

Lemons problem  a form of market failure in which the bad entities drive out the good entities such that the market is eventually swamped with bad entities.

Example: Suppose there are 1,000 used cars in the used-car market.  ½ or 500 of them are quality used cars while the remaining ½ or 500 are lemons.  Only owners of the used cars know the actual quality of the cars while prospective buyers don’t, i.e., information asymmetry exists between sellers-owners and buyers.  Let’s further assume that a quality used car is worth $5,000 whereas a lemon is worth $1,000.  Since buyers cannot differentiate quality used cars from lemons, let’s say they are willing to pay the average price of ½(5000) + 1/2 (1000) = $3,000.  At $3k, all quality used cars’ owners will withdraw their cars from the market, while lemons’ owners are more than willing to sell at the price.  Eventually, the market is swamped only with lemons.
Adverse selection  pre-contractual opportunism that arises when one party to a bargain has private info about the something that affects the other’s net benefit from the contract and when only those whose private info implies that the contract will be especially disadvantageous for the other party agree to a contract.

e.g., health insurance, checking account fee structure, etc.

Moral hazard  post-contractual opportunism that arises when actions required or desired under the contract are not freely observable.

e.g., depository insurance by FDIC to member institutions, golden parachute, bailout of government’s fiscal fiasco.


An interesting everyday life example that helps to differentiate moral hazard from adverse selection involves the all-you-can-eat restaurants.  Before patrons enter any all-you-can-eat restaurant, one expects adverse selection to manifest itself.  That is, only patrons who tend to choose to and/or can eat a lot in one meal are expected to patronize such restaurant while other patrons who do not share similar preference for foods are less likely to patronize the restaurant.  Once inside the restaurant, patrons’ behavior in serving themselves or requesting for refills presents the typical moral hazard problem.  The patrons are expected to take more food than they can or care to consume since they know that the price charged per visit is a fixed amount regardless of the quantity of food they serve themselves or been served.

All the above 3 problems arise from information asymmetry whose major remedies are (i) regulations on info disclosure and access, and (ii) the market’s “Adam Smith’s invisible hands”.

Sources of information

· www.mergentonline.com
· ABI/Inform (ProQuest) enter via http://library.fdu.edu link

· www.sec.gov/edgar.shtml
· www.wsj.com
· www.sec.gov
· www.gpo.gov
· www.bog.frb.fed.us
· www.imf.org
· www.worldbank.org
· www.nyse.com
· www.nasdaq.com
· www.cme.com
· www.cboe.com
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