SECURITIES MARKET EFFICIENCY RECONSIDERED

by Razeen Sappideen*

This paper reviews the claims of information efficiency with respect to
share markets. Financial Economics theory has it that share markets are
efficient, and hence the Efficient Markets Hypothesis (EMH). * This
mighty edifice rests partly on the discredited foundations of Technical
Analysis and Fundamental Analysis. Advocates of EMH point out that
attempts by Technical and Fundamental analysts to predict future share
prices and earn excess or abnormal profits have proved futile. They claim
that the very efficiency of securities markets makes it impossible for
Technical and Fundamental Analysis to be viable practices. Such claims
of efficiency have in turn been disputed. Critics observe that markets are
a process and by their very nature can never be efficient in the sense that |
EMH holds them out to be. On this reasoning EMH is no more than an
assertion of a mathematical possibility and is not a real life phenomenon
Nor does EMH explain how markets become efficient.

This paper contends that the emphasis on efficiency (even if this be so)
without explanation of the process which generates efficiency is flawed.
In asserting so, this view rejects the notion of an equilibrium state which
EMH inevitably holds out. To conjure a state of equilibrium is flawed
because of the state of ‘partial ignorance’® confronting all participants in
dynamic markets. Partial ignorance emphasises the element of
uncertainty with respect to the future.  In addition, there is also the
problem of unexploited existing opporlumtlcs‘. - of opportunities staring at
one’s face but not taken 4dvantdg,c of.2 Finally, this paper contends that
the role played by price is a limitcd onc in the sense that it is merely the
starting point for decision making. The investors’ concern, it is argued, is
not what a particular price is but what it is likely to be at the next point in
time.

Throughout this paper heavy reliance is placed on the views of the
Austrian School that information markets are continually in process and
never in a static state’ These views provide deep insights as to why
markets are competitive and become, but never are, perfectly efficient.
This view sees the market process as an engine of discovery where
mcaningful information is the product not of ‘mcrely plugging in values of
variables in an otherwise unchanged Icarning function™ but is the product
of changes in the learning functions themselves. The market process herc
is both the source and manifestation of change, where change itself is the
product of individual expectations in the face of uncertainty of events, of
actions and expectations of other participants, and inevitable guesswork or
likely guesswork of other participants. The empbhasis, therefore, is on the
dynamic but essentially subjectivist character of individual decision
making.
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The paper is divided into six parts. Part I deals with the most
common methods used to arrive at share values, the Efficient Markets
Hypothesis (EMH), and Modern Portfolio Theory (MPT); Part II with
Dynamic Time and Uncertainty; Part III with Efficiency and The Role of
Price; Part IV with the evidence with respect to Securities’ Market
Efficiency; Part V with the role of Entrepreneurship in Price
Formulation; and Part VI offers somc Concluding Thoughts.

PART 1
SECURITIES VALUATION AND MARKET
EFFICIENCY

Analysts generally approach share sclection in two ways: Technical (or
Chart) analysis, and Fundamental analysis. Both mcthods recognize
continuous movements in share prices. But unlike Fundamental analysis,
Technical analysis attempts to predict future share prices by reference to
past share price movement patterns.  Technical analysts believe that
history repeats itself. They are guided by two underlying principles: (1)
that all information about earnings, dividends and future performance of a
company is not automatically reflected in the company’s past share prices,
and (2) that it may be reflected with dclay, ie a stock that is rising tends to
keep on rising, while a stock at rest tends to remain at rest.  Technical
analysts see their task as being able to forcsee that next step in this pattern
formation with the aid of what has gonc before. While extreme adherents
of this practice place exclusive reliance on past share prices, more
moderate adherents seck confirmation of their predictions by reference to
Fundamecntal analysis.

Technical analysis has been subjected to severe criticism. It is pointed
out that such prophetic patterns as are discussed are often dependent
upon the scale of the chart, eg whether measured in terms of weeks, days
or parts of days, or upon months or years. Trends and patterns which
appear significant with respect (o the former disappear in relation to the
latter. The comparison could also bc made with respect to events, eg, a
period following economic dcpression. A second difficulty is to
determine when precisely the trend will set in.  The more quickly a person
acts in response to signals the more likely he is to make the wrong
decision. A third is to predict the ultimate pattern the price line will
delineate. The most powerful argument, however, is provided by the
random walk theory. According to the latter, share price movements are
completely unrelated to the past performance of a share and react only to
new information. Yet Chart analysis continues to be practiced. Investors
find in it a useful source of information of the past performance of a
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company and its sharcs, as an indicator (o its futurc potential.
Fundamcntal analysts find it particularly useful for this very reason.

By contrast Fundamental analysis asserts that market prices are a
random process. Expccted price changes are independent of past price
changes as are distributions of rates of returns. The essential task is to
determine whether a given security is underpriced or overpriced in
relation to an intrinsic price arrived at by reference to a variety of factors.
The value so arrived at is obviously subjective and is constantly revised in
the face of new information. In pursuing their objective of predicting
share values, Fundamental analysts make use of sct, yet flexible, formulas.
The flexibility lies in the matters taken into account in arriving at a result
for the set factors. Three set factors arc commonly taken into account in
valuing a corporation’s share. These arc (1) required return {rom the
investment, (2) anticipated dividend payouts, and (3) anticipatcd share
price at the end of the year. The flexible factors taken into account
include in respect of: (1) the required retum, the element of risk common
to all stock generally (non-diversifiablc risk) and the relationship of the
particular stock to other stock in a portfolio (representing diversifiable
risk); (2) anticipated dividend payments, detailed examination of the
corporation’s past performance, an assessment of its current position and
an estimation of its future prospects from such sourccs as past practices of
the corporation, disclosed information in its accounts and from other
required disclosure provisions under the Corporations Acts and the Stock
Exchange requirements; (3) anticipated share price whercein factors such
as the state of the economy dnd industry factors peculiar to the
corporallon arc taken into account.® This third factor is oftcn subsumed
in the first and sccond.

EMH rejects both Technical and Fundamental Analysis and for that
matter any other method of earning abnormal profits. - Instead, it asserts
that sharc markets are mformalmndlly efficient and consequenlly, share
price movements arc unprcdnclahlc EMH has its origins in the work of
Louis Bachelicr.  Analysing the French commoditics’ market in 1900,
Bachclicr found the market’s contract prices to be unbiased cstimates of
future prices and conscquently, ncutral towards both buyers and scllcrs.
Changes in commodity prices were the result of new information (positive
or negative) thc emergence of which was random. Prices, thercfore, take
on a random walk over a period of time - a feature discovered to be true
of stock markets too.

There are several definitions of mforman()n efﬁcnency The earliest
was by Graham Dodd and Cottle’ who viewed cfficiency in terms of
discovering deviations from an inherent or ‘intrinsic’ value.  ‘Intrinsic’
valuc was measured by reference 1o a varicty of factors.'” Sharc valuation
was thus a process inviting the skill of the analyst. The subsequent
definition by Fama'' moves away from this notion of ‘intrinsic’ value
altogether.  According to Fama a sccuritics market is efficient if securlly
prices “fully reflect” the information available’.'>  The focus thus is on
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actions in the markctplace alone without reference to a benchmark.
There are several problems with such a definition.  Onc is its inherent
circularity, efficiency being dependent on available information.  Put
another way, a market is considered to be efficient because that is how
efficiency is defined. A more recent definition is by Beaver,' according
to which a ‘market is efficient with respect to some specified information
system, if and only if security prices act as if everyone knows the signals
from the information system’.! The focus on ‘some specified
information’ as distinct from ‘the information available’ does not relieve
the definition of circularity. However, the second half of the dcfinition,
unlike Fama’s definition, focuses on a world of heterogenceous beliefs and
information rather than homogcncous beliefs and information.  Thus
unlike Fama’s definition, Beaver’s dcfinition is not equilibrium based.
However, the underlying assumption is onc of objectivity.  Beaver’s
definition is open to criticism from anothcer dircction.  As Foster shows, it
will in some circumstances be impossible for prices to act ‘as if everyone
knows the information’.!

Following Fama’, three forms of the hypothesis have been recognized,
viz, weak, semi strong and strong. The weak form holds that past security
prices are of no value in predicting future prices since current security
prices fully reflect all the information upheld by the historical sequence of
prices and returns on investments. The semi strong version holds that
since securities prices fully rcflect all generally available public
information, investors cannot profit from acting on such information. For
example, once a piece of information is in The Wall Street Journal, it is 100
late to use it to earn superior returns.!”  The strong form holds that even
investors with non-public information cannot earn superior investments
results. Non-public information includes insider information and
proprietary conclusions dcveloped from public data by professional
investment managers. Implications of the hypothesis in total are: (1)
Resort to Technical Analysis is worthless since securities prices reflect
more than the information available in past prices (ic, market prices
reflect all publicly available information); and (2) resort to Fundamental
Analysis is of no help either since prices reflect information in excess of
what is publicly available (ie, reflect insider and proprictary information).
Market price alone is appropriate, the argument gocs.

It is not possible to test the efficient market hypothesis directly as one
needs to know the market’s anticipated net operational cash flows and
anticipated required rates of return for all future periods together with
information relevant to security prices and the way such information is
reflected in prices.  Tests have, therclore, been designed based on
availablc information and available statistical techniques. Tests of market
efficiency commonly used arc joint tests of (1) the efficicncy with which
information is processcd (whether asset prices ‘fully reflect’ all available
information), and (2) the descriptive validity of a chosen asset pricing
model (whether the estimated function or model of market equilibrium is
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correctly spcciﬁcd).18 Thus chcclion can be due to an incfficicnt market,
a misspecified model, or both.!

The model of market equilibrium provides the benchmark for
determmmg whether supernormal profits can be earned by exploiting the
information?®  Different models of equilibrium require different tests
though variants of the two-parameter Capital Asset Pricing model of
Sharpe (1964)-Lintner (1965) are most frequently used. Predecessors of
the latter were the random walk model and the market model. The term
Modern Portfolio Theor (MPT) is uscd to group all of these models
under one common head.?!  Rescarchers using the random walk model in
the original form tested the joint hypothesis that the market is cfficient
and that the expected return on any assct is constant through time. If the
joint hypothesis is true, then the equilibrium expected return on any asset
is constant through time. I the joint hypothesis is true, then the
equilibrium expected return equals the constant regardless of what 7othcr
information is known. Fama, in his 1965 study, found this to be 02 A
different equilibrium model camc to be used later. It only required the
expected return on any asset (o be positive, for if the market werce efficient
and current equilibrium prices fully reflected all available information any
trading strategy based on moving into and out of the market yielding in
excess of a_buy-and-hold strategy would automatically negate the joint
hypothesns 2 Despite claims to the contrary by Alexander®, Fama and
Blume® were able to show expectations of the joint hypolhcsns to prevail.
The assertion, however, is with respect to the weak form version only.

The market model came to be used in the late 1960s. The model
sought to explain the pricc movements of a security vis a vis the price
movement of all other securitics. While not an equilibrium model, it was
consistent with many cqunllbrd Notable studics using this model include
those bv Ball and Brown® (1968), and Fama, Fishcr, Jensen and Roll
(1969). 7 Claims by these two studics as substlantiating the semi strong
version have been severcly criticised by Hess and Rc:ing,anum.28 The
more recent studies adopt the Capital Asset Pricing Model (CAPM).
The Capital Asset Pricing Model (CAPM) is a variant of MPT and has its
origins in the works of Sharpe and Lintncr. Sharpe and Lintner showed
that not all risk in a corporation’s stock was diversifiable and that there lay
in each stock a quantum of non-diversifiable risk attributable to factors
outside the peculiarities of the individual corporation. The latter they
termed systematic risk as against the former, unsystematic risk. The key
contention, however, was that systematic risk (even though not
diversifiable) was estimatable on the basis of a particular stock’s past
record and is referred o as the beta factor. It involves the placing of a
numcrical value to a subjective asscssment of the movements of an
individual stock (or portfolio) compared to the movements of the market
as a whole.”’ By implication then, the reference to risk in a stock meant
systematic or non-diversifiable risk. The market supposedly compensates
stockholders only for systematic risk and not also for unsystematic (or
diversifiable) risk. Despite the strengths of the model, (it is a financial
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model which cxplicitly formulates assumptions that lcad to equilibrium
prici% rclationships bascd on the optimal behaviour of individuals), as
Hess™ concludes, the statistical cstimation of the paramecters is plagued
with thorny problems including missing data, non-stationary return
distributions, and errors-in-variables. There are other problems
connected with the assumptions underlying the model.3!

More recently, securitics markct efficiency has been cxplained by
reference to Rational Expcctations Hypothesis (REH).32 The hypothesis
originally formulated by Muth33 states that market participants form
expcclations based on all availablc information and that such expectations
coincide with what the relevant cconomic theory prcdicls34, ic, there is a
connection between subjective individual cxpectations and the outcome
projected by the economic system.  The implication is that participants
use information available to them in an efficient manner.”™  Some writers
have equated REH with EMH. To quote Sheffrin:

The proposition that markets process information cfficiently may
be controversial for macroeconomic models but has served as the
foundation of rescarch in financial markets for some time. The
rational expcctations hypothesis, under thc name of the ‘efficient
markets modcl’, has been used quite extensively in financial market
rescarch.  The efficient markets model asserts that prices of
sccurities are freely flexible and reflect all available information.
In its more formal statcments the model asserts that prices are
rclated to conditional expectations.

Such a claim is highly misleading if not erroncous. It blurs a major
difference in what the concepts arc intended to scrve, viz, IMH asserts an
end result - that markets are cfficicnt - while REH attempts to explain a
process, the process of acting in anticipation of extrancous events and
other pcople’s actions.  The essence of EMH rests on its tripartite claims
of instantancous absorption, all availablc information being reflected, and
no gains to be made while REH rccognizes that there are gains to be
made by cxploiting incfficicncics in the relevant model. It may be argued
that REH is the process by which markets become cfficient - warts and all.
But this is a far cry from saying that REH rcsults in EMH, and even less
so that REH is a substitute, a mirror image, or is synonymous with EMH.
The truth is that REH, in relation to the securities market, is a dressed up
version of Fundamental analysis - no more, no less. It is hard to
contemplate factors that will be taken into account in formulating REH
not already taken into account by Fundamcntal analysis.

Critics of REH and EMH point to the difficulty in formulating a
model: (1) of specifying it, and (2) of testing it. The former reflects the
inherently circular nature of the problem, viz, if participants make the best
use of all available information then it is always possible to define all
available information to accommodatc the hypothesis.  The difficulty of
testing the hypothesis for accuracy springs from the fact that it cannot be



138 University of Tasmania Law Review Vol 9, 1988

tested independently of a model of behaviour. This gives rise to the
problem of statistical identification, ic of discntangling from the data
separate estimates of all the relevant theorctical parameters of the model.
Expectations based on an incorrect view of the model will affect behaviour
and hence the data to be used in cmpirical work which secks to quantify
the model itself.3” Such difficultics arc compounded %’ changes in policy
by the rclevant institution and the presence of noise.”™  In terms of the
EMH, models such as thc Random Walk Model, thc Market Model, and
the CAPM come up againsl the same objections.  As onc group of
commentators observe:’

Hence it is almost always possible to ‘cxplain away’ the failure of
the rational expectations hypothesis (o survive an attcmpt to rcfute
it by arguing that the rest of the model is at fault. Only if one is
absolutely certain (and onc ncver rcally can be) about the modcl
with which the rational cxpcctations hypothesis is combined can
one really be sure about whether it is the rational expectations
hypothesis itself which is being tcsted.  In practice, if in a variety of
contexts, thc rational cxpcctations hypothesis is consistently
rejected, this will suggest - though not prove - that the rational
cxpectations assumption is itself invalid.

There is also the related problem of ‘observational equivalents’ ie for
any model that fits the data there will always be a different model which
fits the data equally well.  The implication is that cven if the rational
expectations modcl passcs conventional cmpirical tests, it does not
necessarily justify acceptance of the hypothesis.  The decision whether to
accept or not depends then not on the modcl having passed the test, but
on a value judgment independent of the non-rational cxpectations
model *

The other major criticism is dirccted at the process of being informed,
viz (1) the available information, (2) information gathering and (3) uscr of
such information. The former situations distinguish between information
gencrally known and obtainable at no cost, and information obtainable by
research or through thc services of professionals (paid information).
While it may be expected of participants to make use of information
generally known, this assumption may be incorrect with respect to paid
information.  In keeping with general cconomic theory, the decision to
acquire paid information will require cextensive cost-bencfit analyscs. thus
it may never be Proﬁlable or rational to obtain ‘complete’ information.
Yet, as Arrow’ observes ‘in the rational expectations  hypothesis,
economic agents are required to be superior statisticians, capable of
analyzing the future general cquilibria of the economy’. Rational
Expectation theorists respond to this by suggesting that it is sufficient if
participants in forming their expectations act as if they know the correct
model of behaviour (it not being neeessary for them to be in possession of
and have digested such information); and that it is sufficient if one grou
of participants formed such cxpectations and others mercly followed.™
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These points become clearer in the light of two other claims by Rational
Expectation advocates, that (1) prices reflect all available information, and
for this reason (2) today’s pricc embodies anticipatcd future changes in
price.43 These claims are the samc as those made by Efficient Market
theorists and confuse process with cnd result.  They also beg the question,
viz, if expectations are rational/markets are cfficicnt, what makes them
so? And why? In other words, if market prices reflect all available
information participants nced only obscrve such price to infer the relevant
information.  If all participants adopt this linc of rcasoning, dynamic
markets will become inefficicnt while static markets will be in a perpetual
state of cquilibrium without any trading at all - there being no incentive
to trade. REH also lends itsclf to caricature.  For example, in an
oligopolistic situation, if A anticipatcs B anticipating A’s conduct, then A
will attempt to forestall B so anticipating; B will in turn anticipate A’s
attempt to forestall, and so on. How docs this resolve itself?  Another
possibility is that therc may bc no uniqucly rational course of action to
follow in a given circumstance.  And where no such rational course of
action exists for the policy maker, by dcfinition agents cannot be in
possession of rational cxpcclalions." Additionally, the point made carlier
that according to REH today’s pricc embodics anticipated future changes
in price should once again be notcd. While the theoretical justification
for this viewpoint is ccrtainly diffcrent, it reminds us once again the notion
of Static Expectation theory.

PART 11
DYNAMIC TIME AND UNCERTAINTY

Sccuritics markets, like other dynamic markets, exist in the face of
uncertainty. Uncertainty prevails in sceuritics markets for several
reasons. First, securities trading is forward looking and is concerned with
what the pricc will be at the next point of time.  Secondly, information is
costly, and in any casc not all participants have cqual access to
information.  Thirdly, the futurc is not only unknown, but unknowable.
Stated differently, it is not possible to predict future events with any
degree of accuracy. Finally, and flowing from the factor of ignorance so
far highlighted, futurc price forecasting beccomes essentially a matter of
subjective guesswork.  None of the ‘models’ discussed above seem to
recognize thesc limitations to- dccision making in the face of futurc
uncertainty. Instead these ‘models’ procecd on the Robbinsian basis of
reconciling ends and mcans. Robbins saw the problem of economics as
being one of allocating known available rcsources amongst competing
claimants.  This approach nccessarily presumes knowledge of both
availability of resources and the ends to which they could be put to use.
Such a presumption may be corrcct of what is gencrally described as a
static or homogencous market. In fact competitive sccurities markets are
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neither static nor homogenecous. Compctitive securities markets are by
definition not only hetcrogeneous, but also dynamic. Markets of this type
have been described as ‘discrepant’ markets.  This difference between
homogeneous, heterogeneous and discrepant markets has been explained
as follows:*®

A homogeneous market can be cleared by adjustments of price and
quality. A hcterogencous market is cleared by information
matching two scts, one ranging over heterogencous demand and the
other over heterogencous supply. A discrepant market can only be
cleared by innovation ... If strongly motivated problem solvers face
cach other ... it can never be cleared but only moves in the direction

of that equilibrium state. Another stale, representing new
requirements and new opportunitics, has ariscn before the last is
satisficd.

And also: 0

in the case of the homogeneous market, price is the clearance
mcchanism.  For the static heterogeneous market, information
scerves that function (at Icast in principle). The discrepant market,
howcever, (which is dynamically hcterogencous) is never cleared.
Full congrucncc is never attained.  The problem is to ascertain how
human beings in the discrepant market place act in order to
maximise cach othcr’s satisfaction.  Although the problem can be
simply stated, it is not easily rcsolved.

The distinguishing feature of discrcpant’ markets is that not only is
decision making ex ante (as in the casc of all dynamic markets) but also
such ex ante decision making is in the face of uncertainty. These twin
elements constitute also the essential characteristics of competitive
securitics markets, charactcristics which modcls other than the discrepant
markct model have ignored.  The conscquence of such non-attention has
been the unexplained void in such modcls.  Recognition of the discrepant
model explains why there cxists the void.  This problem has been
contributed to by the improper z:[;prcciali(m of the difference between
risk, uncertainty, and ignorancc. The first two are ‘Knig,htian’48
concepts. Risk represents a condition where all possible statcs of the
future are presumed known and a probability distribution defined for
those states. The task of the decision maker is to forccast the equilibrium
using the expected value criterion and to allocate resources accordingly.
Uncertainty assumcs grcater complexity.  While, as in the case of risk, all
possible outcomes are presumed known, uncertainty recognizes numerous
probability distributions with associated subjective weights.  Ignorance
highlights the impossibility of predicting all possible outcomes.  Ignorance
in this sensc docs not connote imperfeet knowledge but ignorance of
cvents Lo occur. It connotes uncxpected change.  Consequently, in the
words of Loasby, there is always present a state of ‘partial ignorance’. Tt
is this latter that discrepant markets have to facc up to.  Such ignorance is
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the incvitable conscquence of dynamic, continuous, or rcal time and with
it the flow of novel expericnces. Dynamic time, in this scnsc, is
synonymous with the happening of ncw cvents, and has been described as
the dimension of all change.*® It is impossible for time o elapse without
the constellation of knowledge changing. Knowledge shapes action and
action shapes the observable human world. Tt is, thercfore, impossible to
predict any future statc of the world.

Dynamic time focuses on three interrclated features: (1) dynamic
rather than mathematical continuity; (2) hetcrogeneity; and (3) causal
efﬁcacy.50 The crucial elements of the first arc memory and expcctations.
Memory links the present inextricably with both the past (the knowable)
and the future (the unknowable). It also diffcrentiates each successive
period thcreby making each period novel. This linkage and
differentiation of each successive movement is what makes time also
heterogeneous. In this process, the individual’s memory is continually
enriched causing the subjective standpoint from which the world is
expericnced to undergo change. At the same time, expectations based on
the predicted cvent itsell undergo chzmgc.s ' The reason is that where the
predicted event is dependent on a subjective state of affairs such as the
expectations of individuals, the cvent itsclf is altered by the predictions
because the outcome is then viewed in terms of the prediction.  Causal
cfficacy follows immediatcly from heterogencity. It recognizes that action
takes place through time and that the mere lapse of time adds to novelty.
Since the addition to memory changes the perspective from which the
world is secn, time is scen as being both causally potent and creative.
Amidst this, the growth of knowledge is regarded as the endogenous force
which cndlessly propels the syslcm52 with compctition as a process of
discovery producing changes that arc unpredictable rather than reflecting
a position of equilibrium.  Togcther, time and ignorance constitute
complementary ways of conceptualizing the unknowability of the future.
Thus while_dynamic timc highlights uncertainty, ignorance emphasiscs
subjcclivily.53

Subjective dccision making is the incvitable by product of future time
and ignorance.  The standard trcatment of decision making under
uncertainty, however, does not come to grips with this.  Instead, it
proceeds to explain by simply modifying a theory based on the assumption
of perfect knowlcdgc.54 Such modification takes place at two stages:
First, in the analysis of risk, the decision maker is assumed to be equipped
not with precise knowledge of the outcome of the exercise of choice but
with a complete list of the sct of all possible outcomes relevant to cach
choice and also with the probability distribution fully defined over that sct.
On the basis of such information it is presumed possible to calculate every
possiblc outcome of cach choice, and the expected value of cach.  The
weightings are appropriatcly adjusted so as to reflect the decision maker’s
attitude to risk. To obtain the necessary results it is felt necessary (o only
substitute such expected valucs for the known values.  The resulting set of
outcomes together with the probability distribution applied is thereby
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regarded as constituting ‘objective knowledge’.  This notion of an
objective probability distribution carrics with it a strong (but unstated)
implication about the naturc of the world, namcly, that it gencrates all the
neccssary (and quite unambiguous) frequency distributions from a stable
population of cvents. It has been remarked that the mere statement of
this implication is, in itsclf, cnough to show its implausibility as a general
proposition.55 To sidestep this ‘implausibility’ the sccond stage
modification is effccted.  The decision maker is presumed not 1o know the
relevant probability distributions cven though he is regarded as still
possessing a complcte list of outcomes.  Even this sccond stage modified
analysis of uncertainty Icads to awkward problems.” The most favourcd
way around such ‘cmbarrassing indcterminacy’ is by resort to the use of
subjective probability lhcrcby transferring the problem into a form
cquivalent 1o a state of risk.>

The traditional approach is thus concerned with discovering the
unknown by way of cither an objective or subjective probability
distribution.  The future is thus knowable as it is prcsumed to exist
indcpendently of the autonomous choices of individuals. This approach
neglects a fundamental aspeet of ignorance, viz, ‘the (perceived)
unlistability of all possible outcomes’>®  Not only is the possibility of
recurrence of a given set unknown, but the information set itself is
unbounded.  Thus even subjective probability refleets no more than
subjectivism in its static form.  Whilc it demonstrates how aggregate
phecnomenon and their subjective meaning arc in turn built up from the
mcanings of many individuals, it docs not specify causal processes in which
lcarning and the transmission of information arc involved. By contrast,
the dynamic subjectivist approach attempts to do preciscly this. It secks
to explain not only how individual valuations intcract to form prices but
also how the acquisition of knowledge and the projection of expectations
occur. It emphasiscs that where there arc several participants,
subjectivism is multiplicd. While cach onc of them contributes to and
benefits from market price, it cannot in any sensc be said that a static,
objcctive, or cquilibrium price has thereby been reached.

The underlying premise of dynamic subjectivism is that decisions are
not the determinate result of clearly specifiable causcs.>’? Explanatory
models cmbody non-deterministic processes with respect to both learning
and cxpcctation formation.  Genuine lcarning is not mercly the result of a
determinatc processing of what is alrcady known but cxtends to
unpredictable shifts in the mcthod of processing itsclf.  Similarly,
expectations are not confined to the discovery of an alrcady determined
future but is the result of frce, indcterminate decisions of actors and
hence, is actually created by them.  Furthcrmore since actions are based
on the individual’s stock of knowledge, the inability (o predict one’s future
knowledge also mcans that one cannot predict onc’s future decisions. 1t
is logically impcrmissible, therefore, to develop mind constructs in which
decisions arc purcly deterministic. A theory of dynamic expectations,
then, by definition precludes objective knowledge.  Thus a group of
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individuals even when presented with common information will, because
of different objectives thcy may wish to achieve, and because of different
expcctations of the outcome, learn differcnt things.  While the stock of
knowledge will be uscful to cveryone, there will nevertheless be a division
or distribution of knowledge.  This docs not mean that the learning
process is purely random. In the terminology of Poppcr(’o, it lies within
the sphere of ‘plastic control’ standing between mechanical determination
on the onc hand and blind chance on the other.  In this in between world
while what individuals lcarn will not be dcterminate, it is clear that they
will seek to learn and Icarn.

Recognition of dynamic subjcctivism, thus, heralds several
consequences.  One is the realisation that actions of individuals are
unlikely to be perfectly co-ordinated.  Market activity takes on the form of
individual goal directed action aimed at correcting errors and co-
ordinating behaviour. The market thus is an unending process never
leading to a state of determinate cquilibrium.  Error and the correction of
errors arc the important featurcs of the market place and not the
attainment of cquilibrium.  Another important consequence is the shift
away [rom mathcmatical maximization models.  Recognition of the
unboundcdncss of expectations has mcant that market participants are
regarded as following rules of thumb or engaging in cntreprenecurial
discovery (ie, the filling of co-ordinated gaps, or the discovery or creation
of possibilitics that have been overlooked). A third conscquence is the
recognition of spontaneity or the unintended consequences of individual
action.  This is in contrast to the nco-classical notion of individual
optimising. Uncertainty arising from future time and ignorance preclude
participants from cngaging in optimising conduct. Instead, onc Icarns in
the marketplace through trial and crror, the market process being one of
discovery.

Decision making, howcver, cannot be divorced from cxpcclalions.(’l
All cconomic action is shapcd by plans dependent on expectations.
Expectations arc as autonomous as human prefcrences arc and divergent
as between individuals.  For this reason, individual expcctations come (o
be constantly modificd. Human cxpectations diverge due to the
occurrence of unexpected change as well as the inconsistency of human
plans.  Such divergence of cxpectations have an important positive
function in a markct cconomy.  As Lachman describes it, ‘it is an
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anticipatory device’.”™  Lachman obscrves:”

Those who take their oricntation from the futurce rather than the
present, the ‘speculators’, permit the future to make its impact on
the market process earlicr than otherwise. They contrive to inject a
glimpse of future knowledge into thc emergent market pattern.  Of
course they may make mistakes for which they will pay.  Without
divergent expectations and incohcrent plans, it could not happen at
all.
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The market process consists of a sequence of individual interactions, each
denoting the encounter (and somctimes collision) of a number of plans,
which, whilc coherent individually and reflecting the individual cquilibrium
of the actor, are incohercnt as a group. The process would not go on
otherwisc. Unsuccessful plans arc constantly revised, from which
expericnce, planncrs no doubt Icarn.  What they learn, however, is not
known. And different pcople Icarn different Iessons.

Expectations are morc important in assct markcts such as thc Stock
Exchange than in product markets.  This is not only because of the
greater divergence of expcctations in the former (of bulls and bears) but
also because the time period considered in product markets is generally
shorter. Additionally, almost any news is sufficient to give momentum to
change in securities markets. This explains the volatility of such markets.
This factor of divergence highlights the distinction  between  the
unknowable future and the knowable past. ~ All knowledge belongs to the
past, and the past alonc is known or knowablc. Thc future is not only
unknown but is unknowablc as the autonomy of thc human mind
precludes determination.  Where knowledge shapes action and action
shapcs the human world, the futurce is unpredictable.  To quote Shackle:

We cannot have expericnee of actuality at two distinct ‘moments’.
The moment of actuality, thc moment in being, ‘the present’ is
solitary. Extended time, beyond the moment, appears in this light
as a figment, a product of thought.

Furthermore, new knowledge need not be additive. 1t can just as well be
substitutive or complementary.  New knowledge may render the old
obsolcte or cnhance the horizons of the old, opcning new ficlds for the
combincd application of both the old and the new.®

As Eggar stated:%

All individual action hinges upon the comparison: ‘What will things
be like if I don’t act’, versus ‘what will they be like if I do?”  To
make such a decision the individual must construct hypothetical
states of the futurce, one conditional on the individual’s act and the
other on its abscnee ... It is the ability to isolate corrcctly the
rclevant-causal aspects of a situation or an ongoing process, and
henee to accurately predict its future in both the absence and
presence of onc’s own action, which constitutes successtul
cntreprencurship.

As noted carlicr, what an individual decides to do depends in large part on
what he expects others o do.  Unless a great deal of predictable decision
making from others is forthcoming it will bc impossible for any
meaningful choicc in the decision process.  There is thus encountered
here a problem of a different sort, viz, the contradiction between decision
making that is both unbounded in degree and quantitatively unlimited with
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the opposite that no dccisions at all can bc made when the future is
completely unpredictable. This does not render decision making
pointless.  Rather, it cmphasiscs that the point at which decisions are
made is at the intersticcs.

HANDLING UNCERTAINTY

Genuine uncertainty is cndogenous and conscquently inherently
ineradicable. It is endogenous in that it dcals with a contest requiring
individuals to predict better than others, and because such individuals are
required o make predictions of predictions, rather than of tastes or
availability of resources.  What othcers arc predicting docs itself constitute
relevant information.  Faced with a range of choices and an open ended
sct of possibilitics the task becomes inherently incradicable.  The
acquisition of additional knowlcedge will not cnable an individual to
overcome the uncertainty as the target is a moving onc.  Additional
knowledge helps transform the uncertainty rather than eradicate it
Knowledge grows with the passage of time giving rise to endogenously
produced change. Based on the new knowledge, the guessing game will
continue. No equilibrium point whether of the exact or stochastic variety
will be rcached.

However, individual action, whilc unpredictable, is at the same time
purposive. It is purposivc(’7 in that it is the product of conscious decision.
Purposcfulness highlights the logic of human choice.  Were the future
completcly unpredictable in all respects, then planning and acting would
be almost purposcless.  O'Driscoll and Rizzo see as the solution to this
paradox ‘the rccognition of typical and unique aspects of future events’ %
Typification is the process of ‘extracting what stability and regularity there
is in the flow of rcalily’.w Uniquencess refers to the non-repeatable
aspects or the specific time-dependent features of an cvent.  Non-
repeatability emerges from its order in the flow of events.  Any attempt to
anticipate the unique aspects of an cvent changes their face value since the
anticipation will itsclf affect the eventual experience - the endogeneity of
genuinc uncertainty.  There is a notion of cquilibrium offered by
O’Driscoll and Rizzo which takes into account both time and uncertainty.
Termed ‘pattern co-ordination’,” it makes usc of both Hayck’s version of
‘compatibility of plans’7l and their own version which distinguishes
between typical and unique aspects of future events.  According to this
modecl, the plans of individuals arc in a pattern cquilibrium if they are co-
ordinated with respect to their typical featurcs, cven if their unique aspects
fail 0 mesh.” Hayck’s modcl while attempting to marry time and
equilibrium takes account only of static (Newtonian) time and not
dynamic time.”

O’Driscoll and Rizzo’s pattecrn co-ordination co-ordinates plans but
not the actual activities. It recognizes that plans need to be open ended
with details to be filled in as actions and events come to pass. “Thus, co-
ordination can exist with respect to plans or the typical features of planned
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activities but not with respect to the actual activities themselves’.™ By so
doing, the model incorporates rcal time and genuine uncertainty.
Equilibrium in this less rigid scnsc, docs not entail the complete absence
of all tendencies to change.

PART III
EFFICIENCY AND THE ROLE OF PRICE

The mainstay of EMH is pricc. Priccs are said to both transmit and
aggregalc information.”®  In the first situation, price conveys to the
uninformed information in the posscssion of the informed; in the second,
different individuals have diffcrent information and price acts to aggregate
all such information. Price, in this sense is said to reflect both the actions
of the informed individuals and the markets’ collective response to such
information. Trading in sccuritics takes place because traders differ in
endowments, preferences and belicls on the stock’s worth.  The more
numcrous the events which can bear on the stock’s valuation, thc more
widely will opinions diverge as to how likely these cvents will be.  The
only way that traders can make a gain is by usc of supcrior information.
The acquisition of information is costly and traders will not acquire costly
information unless they can carn a return on the investment.”®

PRICES AS TRANSMITTING AND AGGREGATING
INFORMATION.

Priccs transmit information when  informed traders usc  their
information to takc a position in the market.  Uninformed traders by
observing currcnt prices lcarn about information in the hands of the
informed and use this to form their judgments. This may create the
possibility of frce riding, viz, of uninformed traders expending no
resources to collect information but using to advantage the information of
informed traders as reflected in current share prices. Howecver, the
price systcm docs not transmit all the information from the informed to
the uninformed since price is a noisy signal.  Price docs not, for eg, show
how B C and D arrived at their decisions on which A supposedly relies.
Nor docs it cxplain how A arrives at a decision in the presence of noisc.
Furthcrmore, it must be assumed that informed traders gain morc than
the uninformed (subscquently informed) for otherwise there will be no
incentive for traders to expend resources to acquire information.  Such an
assumption, however, is contrary to the cfficient market hypothesis. Price
aggregaltes information when cach of the informed participants has a piece
of information.  Participants bcar in mind that both they and other
participants have information and that market prices reflect  this
information.  Price, by aggregating the different picees of information,
reveals (o cach participant information which is of higher quality than his
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own. From this, it has been argucd that competition aggregates all the
market’s information in such a wa;glhal the cquilibrium price summarizes
all the information in the market. sains will not flow from attempted
free riding since market prices would alrcady reflect such information.
And so long as the market clearing price conveys additional information
about the final outcome, agents will have an incentive to keep changing
their bids.  Where agents incorporate such aggregate information into
their consumption dccisions it alters_such dccisions, gencrally altering
thereby the previous cquilibrium pricc.w When all agents realize that the
market clearing price conveys additional information a Rational
Expectations equilibrium is supposcdly rcached. In this Rational
Expectations equilibrium state, onc price supposedly conveys all the
information available for forccasting cven though the sources themsclves
are numerous,

This Rational Expcctations view recognizes the dependence of A’s
action, for eg, on information possesscd by B, C and D and vice versa.
But it Icaves unanswercd whether gains made for eg by B, are followed by
C, D and A (in that order) making gains or whether there is a wild
scramble.  In a dynamic stock markel, prices will immediatcly adjust
following the transaction entered into by C, lcaving no gains to be made by
D and A. The former claim, thercforg, is self defeating.  In the second
situation, ic, where the parties do not act in a co-ordinated manner, it is
not so much the claim of awarcncss by cach individual that others possess
information similar or more or less than similar that is important.  What
is important is the uncertainty facing cach and all of the participants as
decisions of others, anticipated and acted upon may prove to be crroncous
cither in degree or in occurrence.  Stated differently, ignorance of the
decisions which others are in fact about to make may causc decision
makers (0 make unfortunate plans - plans that arc doomed to
disappointment or plans which fail to exploit existing market opportunities
- explicable in terms of over-optimism and undue pessimism. This
inevitably results in a revised sct of decisions.  Dccision-making in this
latter sensc is, therclore, not perfectly dovetailing.  Dccistons fail to be
carricd out and opportunitics lic for cxploitation.  Participants fail to
forecast dccisions of others and likewise arc unable to predict with any
accuracy the effects of their own actions.  The market in this sensc is in a
continuous process of adjustment and re-adjustment and never in
cquilibrium,

To state that price embodics information is not the same as stating that
information determines price.  The former suggests, for eg, that only
known information will be reflected in price as distinet from unknown or
withhcld information. By contrast, the latter implicdly suggests that cven
withheld information will be refleeted in price. It disregards the
possibility of somc information not being reflected in price. It is
important to highlight the rclationship of price to known and unknown
information as it makes clear that price reflects information and adapts to
it rather than it being synonymous with information.  As Hayck’s81 well-
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known cxample of the scarcity of time and its conscquent rise in price
shows, price refleets only a fraction (though a significant fraction) of the
bundle of knowable information. Some knowledge (viz, the cause of the
scarcity) will remain uncommunicated at any given time. Hayek82 goes
on to claim that the causc of the scarcity is in itsclf unimportant and that
the higher price will induce them (o counteract scarcity in an cfficient way.
Such a claim, however, may well be questioned.  Learning to live with
scarcity will only be a temporary solution. Resourceful market
participants would wish to find produccrs and substitutes for the same
product.  Since this will incur dclay and hcavy capital cxpenditure, they
will wish to know the cause of the price rise.™

As an examination of the work of Fundamental Analysts shows, non-
price information covers a broad range of mattcrs.  Some of the
information so rclied on is dircet (for cg rctained earnings), while most of
it is indircet (cg its response in relation to an cvent).  The latter is the
subject of opinion bascd on opinion. Thus non-price information is
information yct to be captured by price including new dircet and indircct
information, and also the corrcction of old dircet information, and the
fresh evaluation of opinions of indircet information. EMH attempts o
fend off non-price information by resort to two mcasures.  First, by
claiming that pricc anticipates futurc information, and secondly, by
claiming that priccs adjust instantancously to ncw information.  The first
claim falls on its facc as it cannot be demonstrated how unknowable
information could ever be anticipated or for that matter, whether
expectation formation on knowablc information can be anticipatcd within
a high degree of accuracy. The second claim fails in the face of contrary
evidence.™  Both claims have reccived the milcage they have because of
the inherent circularity of the definition of cfficiency. :

In summary, while price is an indispensable clement it offers no more
than a guide or signal for decision making,  There is nothing called a
correct price, and price is subject o constant revision.  Prices and
markets function as part of a wider cconomic/social systcm and such
systems generatc many kinds of rules and signals besides prices.  Such
non-price rules and signals are as much a constraint to actions in the
market placc as much as price is. It is ultimatcly pcople, and not prices,
that allocate resources. In this context, market participants do not merely
respond (o, but also creatc changc.gS What is important is to undcrstand
how the dccisions of individual participants in thc market interact to
generate the market forces which cause price to change.  The efficicney of
the price system should, therefore, not be judged in terms of any supposed
equilibrium, but be regarded as the starting point for decision making in
the face of partial ignorance.
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CHARACTERISTICS OF MARKET INFORMATION

Despite claims by the strongest form of EMH (that insider information
too is revealed in price) and of REH (there is nothing called private
information - market participants actions anticipatc information), a large
part of markct information is privatc. The randomness of share price
movements can partly be cxplained in tcrms of the exploitation of privately
acquired information. Unless so cxplained, there is the nccessary
implication that share prices move without there being any trading.
While this may occur on occasion it ccrtainly will not be a characteristic
feature of dynamic markets.

Participants in the marketplace arce recognized as being endowed with
two types of private knowledge, viz, preferences, and knowledge of being
thc man on the spot (right place, right time).  But efficient use of
knowledge requircs morc that the possession of such knowledge; it also
requircs co-ordination of the individual’s dccision based on such
knowlcdge with the decisions of other participants in thc market.  One
suggestion is that such co-ordination is achicved through the processes of
data reduction and forcknowledge cmbodicd in the notion of pricc.S(’ As
Hayck cxplains:87

Fundamentally, in a system in which the knowledge of the relevant
lacts il dispersed among many people, prices can act to co-ordinate
the separate actions of different people ... The mere fact that there
is one pricc for any commodity - or rather that local prices arc
connccted in a manner determined by the cost of transport, ctc -
brings about the solution which (it is just conceptually possible)
might have been arrived at by one single mind posscssing all the
information which is in fact dispersed among all the pcople involved
in the process (¢cmphasis added).

Hayek’s ‘solution’ docs not refer to a state of equilibrium.  Rather, it
refers to the process or tendency towards cquilibrium.  Such a tendency
exists because of the opportunitics for gain conveyed in price differentials.
Pricc diffcrentials persist because  of the  diffusion of  knowledge.
Entreprencurial action acts to narrow the price spread.

Information sought by cconomic agents is also of an cmpirical naturc
in the scnse of ‘knowledge of the particular circumstances of time and
placc’.88 Such information is of ‘tcmporary and flccting signil'lcamcc’,g‘9
with its profitable exploitation being dependent on its remaining private.
Again, much of the cconomically rclevant information is tacit.  Tacit
knowledge may take on the form of a skill or may bc cmbodied in a
custom or unarticulated rule of behaviour.”® This has the implication that
the naturc of the information can be successfully withheld from other
participants for a pcriod of timc.  Conversely, such intractability may
prevent the information from being communicated or cxplained to other
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pa\rticipzmts.gl Conscquently, some information will remain privalc‘,.92

Dynamic markets also gencrate unintended conscquences and hence
unforeseen results and surprise. This is the incvitable result of diverse
expectations amongst compctitive participants and of expectations based
on expectations. In the facc of this, plan rcvision is constant.

Pricc by its nature, is backward looking and is of historical importance.
The market participant’s concern, indeed his only concern, is what it will
be at thc next moment in timc.  This is cssentially to delve into the
unknowable futurc using present price as a starting point.  The causes for
past pricc changes may hold out Iessons for the future.  But the future in
terms of price at the next point of time, is independent of what it is and
what it was. Any decision whether to buy, sell or to simply hold on are
not influenced by a given price at any particular moment in time or by
reference to an intrinsic valuc alonc. Rather, such dccisions are
influcnced purcly by considerations of what it will be next moment.  In
this sensc, pricc is no morc than a point of cxchange.  What is of
importance is the rcason for the cxchange, viz, information. Price does
not, and cannot capture all cxpectations, as cxpectations by their nature
fall into the realm of futurc uncertainty.  Participants hazard a guess and
act in anticipation.  Actions in thec market place are nothing more than
that. To the extent the prediction proves correct, gains flow.  If not,
losses may be incurred. The profits from guessing right flow only to the
extent that some others have been wrong on this occasion.

Information markets may be viewed at several different levels. At the
simplest level, participants A and B, for cg, having comc into contact with
cach other proceed to contract. At the next level A, additionally, hazards
B’s asscssment (and vice versa) of A’s situation of which B is conscious.
At the third level, there are a great many A’s and B’s trying to determine
what thc¢ market will determine.  The process goes on. The whole
scenario is typificd in Keyne’s very famous illustration of the newspaper
photographs beauty contest.  EMH fails to come o grips with this third
level of decision making as it fails to rccognize the subjective process of
price formation. Its trilogy of claims lays stress on the supposcd inability
of participants to beat thec markct and attempts to nurture along with this,
a feeling of helplessness.  Accordingly, bencfits flowing from the research
efforts and position of risk taken by the various market makers are
ignored.  This approach fails 10 acknowledge that every movement in
price represents the conscious actions of market participants and that it is
these actions which transform the marketplace to its state of cfficicncy.
Stated another way, while cvidence of doing better than the market is
rclevant, of greater importance is whether the market change is the result
of individual attempts to beat the market.  The fact that it is these actions
that bring about markcet cfficicncy is cvidence of pace sctting, of people
being in the know, and conscquently of gains being made.  The
persistency and varicty of such cfforts indicate the success of these
attempts.
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The statcment that the market is cfficient carrics with it the automatic
inference that it will continue to be so at the next point of time.  This is its
crucial thrust.  This begs the question as to what is meant by clficiency.
As obscrved carlier, cfficicncy as defined by EMH s circular.  Markets
are efficicnt if they reflect all available information.”>  Available
information as we havc noted consists of information known, that can be
known (insider information), and anticipations of information which by
definition is unknowable (viz pcoplc’s anticipation of other people’s
anticipations including known information and insider information).
Thus, the claim of cfficicncy is reducible to what people anticipate the
position to be. And on this opinions arc varicd. Onc investor’s desire to
avoid loss at a particular point of time corresponds with another investor’s
desire to make gains at a future point of time. Divergence of viewpoints
as Lo the future is the causc of uncertainty.

PART IV
THE EVIDENCE WITH RESPECT TO MARKET
EFFICIENCY

Fama’s review article™ (1970) synthesises a large body of material in
support of the Efficicnt Markct Hypothesis.  The claim is that except for
insiders, there exists negligible hope for systcmatic abnormal gains.
Several picees of cvidence are relicd on for support of the hypothesis.
These include the performance of mutual funds, block tradces, stock splits,
and new issues. Evidence with respecet to these four and some other
instances arc investigated below.

THE PERFORMANCE OF MUTUAL FUNDS

In an articlc published in 1908, Jensen” having reviewed the
performance of mutual funds concluded that the 115 funds under review
not only were not able to predict sceurity prices well cnough to our
perform a buy-the market-and-hold policy but also that therc was very
little cvidence that any individual fund was able to do significantly better
than that which could be cxpected from mere random chance.  This was
said to be true even when fund rcturns were measurcd gross of
management expenses (ic on the assumption that bookkeeping, research,
and other cexpenses exeept brokerage commissions were obtained free).
Such evidence, it was claimed, was supportive of strong form cfficiency.
The later study by Mains”® strongly challenges these claims.  Mains’ study
found that almost 80 per cent of Jensen’s fund posted gains and that,
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... Jensen’s cmpirical analysis and conclusions were bascd on
questionable mcthods of cstimating the mutual fund rates of return
and levels of systicmatic risk ... that Jensen’s methodology (1)
understated the mutual fund rates of return (and therefore
understated thc measures of cxcess return), and (2) introduced
unnecessary measurement crror into the analysis of assuming that
thc mcasures of s%slcmalic risk for the¢ mutual funds were
stationary over time.

The study found mutual funds rathcer than being ‘inferior’ performers on a
net return basis, ‘... were approximately ncutral performers, with a
majority of the funds rccording positive performance statistics’. It
concluded as follows:

Clcarly, these results reject the idea that mutual funds should
abandon sccurity sclection and market timing activities in favour of
buy-and-hold policics. Nor do the gross return results support the
‘strong’ form of the cfficicnt market hypothesis.  Adding back
expenses showed a large majority of the mutual funds carning
sizeable cxcess returns, an untenable result if security prices fully
rcflect all information too quickly for professional portfolio
managers (o usc this knowledge <:ff<:clivcly.q8

The cmpirical evidence as to EMH is only a partial responsc (o the issuc
considered in this paper.

A later study (1979) of the performance of 49 mutual funds for the
period 1960-71 by Kon and Jen” attempts to give support to Jensen’s
claims, But the study is forced to conclude that the evidence goes both
ways.w0 Strangcly, no rcference is made at all 1o Mains’ paper.  Despite
continuous reliancc on Jensen’s paper by adherents of EMH, the weak
foundations on which the paper rests cannot, and should not, be
overlooked.

The pricing of closcd-cnd investment company shares provides yet
another example against the cfficiency claims.  Closed-end investment
companics, like open-ecnd mutual funds, invest in a portfolio of stocks and
other sceuritics.  However, closcd-cnd companics, unlike mutual funds,
neither issuc new sharcs nor redeem outstanding ones.  Purchascs and
sales of closcd-end company sharcs thus arc on the open market only with
share prices reflecting not the net assct values of the companics but rather
the supply and demand for the sharcs.  The evidence against the
efficiency claim is that the shares of closed end investment companics
usually sell at discounts (somctimes at substantial discounts) from the
actual valucs of the portfolios of stocks they hold.'"!
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BLOCK TRADES

Block trade has been defined as a transaction involving a large number
of shares that can rcadily be handled in the normal course of the auction
market.'®  Scveral studics show cvidence of Osmcc decline following a
block trade. Kraus and Stoll'® , 3 and Scholes'™ show such deercases to
have persisted for at Icast a month following the trade, the actual figure
itsclf being small (around 2 per cent in two weeks).  Since the magnitude
of the price adjustment did not appear to be related to the size of the
issuc, Scholes attributes the adjustment to negative information implicit in
the sale of a large block of sharcs and by reference to the identity of the
vendor. Since corporate insiders nced to report their sales only within 6
days of the event, Scholcs study asserts that the market, on average,
adjusts to the information by then.!®  However, the process of price
adjustment commences scveral months (if not ycars) before the event.

It is not possible, therefore, (o investigate a stock’s elasticity of demand by
looking at the change in price in the period around the sale.  Contrary to
Scholes’ overall rcliance on the substitution hm‘olhcm 07, Allcn and
Postlewaite rely on the price-pressure hypothesis. While the evidence
supports the vicw that sharcholdcrs act in anticipation, since the process of
adjustment is over such a long period it offers no great support for cldlms
of semi-strong cfficiecncy. Another study by Dann, Mycrs and Raab'®
using intra-day price yiclds show results consistent with the weak form of
the efficicncy hypothesis.  They show that it takes up to 15 minutes for
prices to adjust after a block trade cnabling at lcast insiders (NYSE
members) to make a gain.l 10

STOCK SPLITS

In their qludv ()f the announcement of stock splits, Fama, Fisher,
Jensen and Roll!! prcs(,nl cvidence to the clfect that investors cannot
systematically realize profits from split sccuritics in the period between
announccement of the split and the cffective date of the split.  From this it
is argucd that sccurity priccs not only adjust to new information but also
anticipate new information. The study shows that for a samplc of 940
stocks, the average residual return becomes positive 29 months before the
split dalc at which time it rcturns to zero.'>  In a subscquent study
Charest'!3 replicated and refined the Fama er al analysis, concentrating on
the dates of the split proposal, approval by stockholders, and split
realizations. Trading rules bascd on the carlier dates were found to yicld
only slim cxcess profits not viable in an cconomic scnsc.  Charest
concluded that the HYSE appcarcd to be reasonably cfficient with respect
to publicly available stock split information, but less elficicnt than
estimated from the past litcrature.'™

Splits in themsclves are not nceessarily sources of new information as
their only apparent result is to multiply the number of shares per
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shareholder without incrcasing claims (o real asscts. The Fama study,
however, presumes that the market reads splits as conveying information
of a fundamental nature such as futurc carnings being able to sustain
increased dividend payments.  While the presumption and the evidence
may confirm cfficiency in thc wcak scnse, any claims beyond this are
suspect.  Asks one writer, ‘How much insight into intrinsic valuc can an
investor squeeze out of a stock split and how long should it takc him to
squeeze it dry"’

NEW ISSUES

The study of Ibbotson'!® (1975) demonstrates clcarly that initial issues
of stock are undcrpriced implying thercby that market pricing of initial
issues is cither inefficient or that underwriters purposcly underprice the
issue. Evidence of the former would suggest pricing incfﬁcicncy by the
markct. Howecever, Ibbotson’s study on the matter is inconclusive. The
study concentrated on ‘unscasoncd’ stocks on the over the counter market
for the period 1960-69. It shows that cven after adjusting for the higher
rates of the over the counter market, investors on average could gain
abnormally in the short term by taking advantage of the upward price
movement between the offer date and the price at the end of the month of
issuance. From the sccond month on, the cvidence is consistent with
market cfficicncy. 18

The evidence with respecet to direct claims of cfficicncy appears not (o
be impressive.  Furthermore, there is an impressive body of evidence to
the contrary. Somc early analysis of this is found in the special issuc of the
Joumal of Financial Economics (Vol 1 Junc 1978) which brings l();_,uh(,r
‘scattercd picces of anomalous cvidence regarding Market El'hcu.ncy
These include studies on carnings announcements, the relationship
between stock prices and option prices, the relationship between cash and
stock dividends, and techniques of cstimating abnormal returns.

ACCOUNTING INFORMATION AND PRICE CHANGES

An cxtensive body of literature has cxamined the information content
of accounting information and the cfticicney of the market with respect to
their disclosure.  These several studics, notably Benston, Ball and Brown,
Brown and Kennclly, Foster, amongst others, present convincing cvidence
that accounting information, particularly carnings, posscsscs informational
content and that awarcness of forthcoming carnings announccments yiclds
an abnormal rcturn.  Ovcerall, these studics suggest that uncxpected
carnings changes (both annual and quarlcrly? and uncxpected price
changes or rcturns move in the same dircction.”?®  Other collections of
studics have concentratcd on the security price cffects of voluntary or
required disclosurcs which do not nccessarily have a direct impact on
reported earnings. Thesc include such arcas as the effect of changing
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prices and inflation, and audit qualifications. The cnquiry is whether
accounting changes (short term announcement cffects) affect prices in
some noticeable way. Studics in these areas Icad to few solid conclusions
except that they provide umcly and rclevant information to individuals
actmg in the financial markets.'”!  Evidence also shows that security
prices are not influcneed by choice of accounting method 12 However a
firm’s price-earnings ratio secms to be greatly influenced by the selection
of accounting method, the cffcct being borne directly in the ratio’s
denominator (ie earnings).l23

Several studies also evidence the cxistence of price adjustments after
earnings announcements had been made. Such adjustments have been
noted to continuc for several wecks or months after the announcement.
The studics suggest Icss than complcte and instantaneous impounding of
information into security prices and cast, thercfore, considcrable doubt on
the semi-strong version of cﬂlcmncy These include those of Joy,
Lll/cnbcrg,(,r and McEnaIIy , Brown'” Latanc and Jones'®® and
Jaffe."”” “However, Ball'™® in an article which has received wide publicity
offers an alternative explanation for these observed inefficiencics.  Ball’s
paper surveys the evidence contained in 20 previous studics of stock price
reaction to carnings announcements and found sufficient abnormal
returns following the announcement to cast doubts on claims of semi
strong cfliciency. Ball suggests that these obscrved inefficiencies may be
due to inadequacies in the two paramcter asset pricing model used in the
studies to adjust for risk diffcrentials and not to incfficiencies in the
pricing of shares.!”  Ball also rccommended procedurcs which mlg,h(
mitigate the cffect of these weaknesses.  However, a study by Watts'* has
found ‘statistically significant abnormal rcturns even after taking all the
steps suggested by Ball’.  Watts attributes this to market incfficiencics
rather lhan as%t pricing modcl dcficiencics.  Rescarch by Givoly and
Lakonishok ™! too points towards market incfficicncy. They too followed
the procedures recommended by Ball.

FINANCIAL ANALYS‘IS FORECASTS

The corollary to the claims that markets reflect all information
instanancously is that no winners can he picked.  As onc group of writcrs
have obscrved, this ‘apparcnt difficulty of "picking winncrs" has gencrated
a certain skepticism about the cconomic value of professional advice’.
Early studics by Cowlcs (]]‘)’%’%)n' Coker (1963)'*, Dicfenback (l‘)72)|34
Logue and Tuttle (1973) " confirmed this vu,wpmnl * Howecver, two
studies in this early period show cvidence of pmﬂlblc gains. These were
the studies by Chency (196‘)) 7 and Black (1973) Chencey investigated
the recommendations of scveral investment advisory services and Black,
the Value Line stock rankings. Thesc early studics only provided modest
evidencc of mformdllon cxploitation.  Later studies by Lloyd-Davies and
Canes (1978) , Givoly and Ldknmshok (l‘)79)'40 Groth, Lewecllen,
Schlarbaum and qu(, (1979)! Holloway (1981, 1983), Fricd and Givoly
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(1982)142, and Bjerring, Lakonishok and Vermaclen (1983 143 provide
much more impressive cvidence of market incfficiencics.'*®  On these
latter studics, Bjcrring cr al comment:"

It is interesting that the more reeent studies which report positive
abnormal performance arc more carcful in adjusting for risk, and
concentrate on returns achicved by customers of the brokcrage
house/investment adviscr, rather than by rcaders of a morc widely
disseminatcd publication (such as the Wall Street Journal).

Two other studics, onc dcaling with Value Linc Rccommendations
(VLR)W’ and the other dealing with the recommendations of a Canadian
brokerage housc!” also demonstrate that investors could achicve supcrior
abnormal returns by following the reccommendations of financial analysts.
The evidence in the Canadian study is much stronger. The Value Line
study shows that when transaction costs arc ignored, abnormal returns are
found. When realistic transactions costs are added, active trading
according to VL rccommendations yiclded abnormal returns though not
significantly so. However, for a buy and hold policy VL recommendations
did yield abnormal rcturns even when transaction costs werce included.
The Canadian study differs from Value Linc in two fundamental respects.
Bjerring et al comment:'#®

First, unlike Value Linc (a publication available in many public
librarics), the recommendations of the brokerage firm studied here
arc nol widcly disscminated but arc available only to the brokerage
firm’s customers.  Although onc could arguc that ‘anyonce could
become a customer of the brokerage firm’, the empirical fact is that
the vast majority (cspecially in the US market) of investors do not
reecive its  recommendations, Market prices adjust o new
information only if informcd investors have cnough clout to adjust
the market price; for an individual risk-adverse investor it does not
pay to take a position until all arbitrage profits (without accounting
for risk) arc wiped out.  Sccond, although the data may be publicly
available, the information content is clearly not.  In order to assess
the information content, investors may nced a lengthy history for
cvaluation.
Elsewhere, it is stated:
The results of this paper show that the brokerage firm provided a
valuable service to its customers in sclecting stocks which achieved
positive abnormal rcturns during the rccommendation period.
Moreover, the information content of the recommendations is not
‘immediatcly’ reflccted in market prices.  The findings of this paper
arc similar to the ones reported by Black, Chencey, Lloyd-Davics
and Cancs, Groth, ¢t al and Copcland and Mayers who
demonstrate that customers  of financial analysts could have
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achieved supcrior abnormal rcturns by following their
rccommendations. (Citations omitted.)

Two reasons cxplain why financial analysts’ forecasts provide a better
surrogate for market expectations than forecasts gencrated by the
traditionally used time-series modcls.  First, financial analysts usc a
broader information sct which includes non-accounting information on the
firm, its industry and the genceral cconomy.  Sccondly, there is the timing
advantage in that such forccasts are issucd some time after the fiscal year
and thus contains morc recent information.'>°

MISCELLANEOUS EVIDENCE

A related line of research focuses on the excess returns of portfolios
classificd by various firm or stock characteristics.  In his well known study
Basu’! shows that portfolios comprising low price-carnings ratio shares
earn cxcess rcturns even after adjustment for risks.>2  Also Givoly and
Lakonishok'>? in their study, rcport excess returns on portfolios consisting
of companies with a rccent l_lgwurd rcvision in  analysts’ carnings
forecasts.”  Studies by Galai'™ and Chiras and Manaster ¢ provide
further evidence of avenues for positive profits.  Galai found that the New
York Stock Exchange and the Chicago Board of Exchange Options did
not behave as a single synchronized market and that positive profits could
be made through a trading rule on call options (based on violations of the
lower boundary condition of the option price) on the CBEO and their
respective stocks on the NYSE.  Chiras and Manaster in their study
conclude that in the period covered by their data (June 1973 - April 1975),
the prices of options on the CBOE provided the opportunity to earn
economic profits with the implications that the CBOE market was
incfficicnt.

THE CAPITAL ASSET PRICING MODEL

CAPM measures risk by comparing the volatility of a given portfolio’s
return (o the volatility of the market portfolio’s rcturn (the beta factor).
The market portfolio is given a beta of 1. The individual investor can
choosc a portfolio of his own with a beta of 1 (in which casc his gains and
losses do correspond with the movements of the market portfolio) or
choosc cither to increase his returns (by picking a beta in cxcess of 1 by in
fact putting his moncy more into that portfolio) or reducce his returns (by
picking a beta of less than 1), Thus in the investor’s hands lies the
decision whether or not to derive increased returns choosing the amount
of moncy he put into the market portfolio and not by picking stocks with
or without a high beta factor.  Beta alone links the investors expectations
of rcturns from his portfolio of stocks with expected returns from the
market portfolio of stocks.'’



158 University of Tasmania Law Review Vol 9, 1988

As observed earlicr, beta mecasurcd risk is the product of factors not
peculiar to the particular corporatc entity. Three main factors influence
such cvents: (1) the responsivencss of the asset’s or portfolio’s returns to
economic events; (2) the relationship of the firm’s basic characteristics
(such as its debt level) with the average characteristics of firms in the
market); and (3) the unccrtainty attached by investors to main economic
events generally.  Change in any of these underlying relationships will
causc the expected beta for a firm to change.!

The measurement of risk by refcrence to beta has been heavily
criticised (as have been the other underlying assumptions of the CAPM
itself). Risk as rclative volatility of rcturns is suspect for the rcason that
future volatility is lmpoqqlblc to predict by reference to a stocks’ past
record (a ‘bastard cousin’ of Tcchnical Analysns) 19 There is the
difficulty, firstly, of ducrmmmg the best way (0 caplurc the important
information contained in history.'™ Sccond is the doubt as to suitability
of an historical beta 1o forecast risk.'®!  This is manifest in the differcnt
betas estimated by popular beta s.<.rv1ccs.'(’2 There is also the difficulty in
using rcgression analysis (o compute the data. One consequence is the
wide variation in rcsults depending on the choice of input data. These
have included the historical pceriod over which beta is estimated, the
averagce market rcturns during the Pcrmd studied, whether the investor
actually used the markct model™, the market proxy chosen, the
measurement intervals used within the holding period, and the form of the
market model used. The calculation of a historical beta involves a choice
with respect to cach of these matters creating irreconcilable difficultics.®

The model, thercfore,appears to sulfer from two potential sources of
crror, viz, of misspecification and of inadequacy.  Misspecification could
be due cither to fault of the modcl itsell or duc to faulty test procedures.
Error in any of these senses would lead to wrong conclusions and wrong
decisions.  Misspccification has been examined by reference to the
model’s ability to explain past bchaviour and to predict future behaviour.
Studics gencrally show a lack of rclalmnshl[’» between the modcel and
reality.  Typical are thosc of Douglas (1969)"™ (discrepancics between
what was cxpected on the basis of the CAPM and the actual relationships
that were apparent in the Capital Markets)'®:;  Miller and Scholes
(1972)"’ affirming Lintner’s'® results on g,roundq that model could have
becn wrong); Black, Jenscn and Scholes (1972)'%” (cxpecting to find the
intercept to be equal to the risk free rate instcad found it to be differcnt;
expected riskier securitics to provide higher rcturns instcad found that
high risk securities earncd Icss and low risk securities earned more; and
that for some short periods th(, safcr lower beta stock went up more than
the more volatile sceuritics).!

It appears, therefore, that in the short run investors who took on
additional risk have been penalized., while in the long run they have been
inadcquatcly rewarded for high risk and overcompensated for low risk.
furthcrmore, in all periods, some unsystematic risk scems to have been
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positively valucd by the market.  Thus the relationship between beta
thcory and actual rates of rcturn bear no correspondence. The
rclationship has proved to be undependable in the short run and has failed
to work even with refercnce to periods as long as 7-8 years. " Nor has
beta been stablc from period to period.  Instead it has proved to be
sensitive to the particular market proxy against which it is measured.!

It was poinlcd out previously that CAPM has also becen criticised for its
underlying assumptions. Thesc include that:

1. Investors act to maximisc the utility of terminal wealth.

2. Investors have homogencous expectations of risk and return.

3. Investors have identical time horizons.

4 Information is frecly available to investors.

5. There is a risk-free asset, and investors can borrow and lend at
the risk-frce rate.

6. There arc no taxes, (ransaction cosls, or other market
imperfections.

7. Total asset quantity is fixed, and all assets arc markctable and

divisible.!

The former assumptions take it for granted that investors show no
preference as between capital gains and dividends and accept each with
indiffcrence.  Such restrictive assumptions further remove the model from
reality.  This latter criticism, however, is directed at CAPM generally as
the assumptions apply equally to both diversifiable and non-diversifiable
risk.

In the mecantime the search for a better beta continues as evidenced l;y
the multivariable analysis uscd by BLdVCf Kettler and Scholces (197())
and fundamental beras by R(N,nhc,rg, > and Marathe (1975)l 7 There
have also been attempts o move away altogether from the CAPM by
substitution of new mcasurcment criteria, for cxample Ross’ Arbitrage
Pricing Thcory. While CAPM is a onc factor modcl, APT is a multi-
factor modecl, ic it takes into account factors other than the market rate of
return and the covariance factor. These include such items as sensitivity
to changes in National Incomc, in intcrest rates, and in the rate of
inflation. Thus CAPM has comc to be described as a special case of
APT.'”7 However, tests conducted so far have not proved in favour of
APT.!™
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PARTV
EFFICIENCY AND THE ROLE OF
ENTREPRENEURSHIP

The discussion above indicates that sccurities markets are not as
efficient as claimed. The cvidence clearly refutes any claim of the strong
form. The counter evidence, when taken along with the specific cxamples
used to support semi strong cfficicney, makes claims of cfficiency of the
latter form also dubious.  The question, ‘how much insight ... can an
investor squeeze out of a stock split and how long should it take him to
squeeze it dry 17 can be directed just as well to evidence with respect to
Block Trades and New Issues.  With respect to semi-strong elficiency,
there is thc question as to when is ncws stale?  This question arises with
respect Lo information staring at onc’s face, but which has not been taken
advantage of due to oversight. '8 In the face of such oversight in respect
of existing information, and of uncertainty with respect to future events
(and hence prices), it appcars impossiblc (o sustain any claim of efficiency.
As has been stressed repeatedly in this paper, competition and efficicncy
in the scnse used in this paper, arc not the sides of the same coin.  They
are in fact antithctical to onc another.  Arbitrageing and cntrepreneurship
causc sceuritics markets to be competitive and to be put on the tracks of
cfficicncy.  The lure of profit induces participants to exploit hitherto
uncxploited opportunitics and 1o scck out and speculate on future
possibilitics. It is these conscious, calculated actions that activate, adjust
and re-adjust the dircction of sceuritics markets towards cfficiency. No
sooner has movement begun when hitherto unnoticed and altogether new
opportunities come o be perceived. These discoverics bring rcwards to
the discoverers and give momentum to the dircction towards progress; at
the samce time, they move the goal of fulfilment further away. The end
point is: Il markets arc cfficicnt where lics the incentive to gather
information given that information is the cssential factor in a constantly
changing markct.  For this rcason, il for no othcer, markets can never be
as cfficicnt as claimed.

The above point is better understood if one takes to account the
presence of ‘noisc’ 8L in markets, and the costs incurrcd in obtalmng
information.  Studics in this regard'®? qug,g,cql that where information is
not costly and there is no noisc, markcts will be in equnllbnum.183 Where
information is costly markets will not be in cquilibrium (at least in a
permancnt state) whether or not there is noise, though for different
reasons.  Where information is costly and there is no noisc, price will
frecly transmit information causing a perfectly competitive market to
break down. Markets will brcak down becausce of the tendency to free
ride. Where no one colleets information, markets will not be in
cquilibrium. In this cvent there is an incentive for individuals to collect
costly information. Whcen many individuals arc lured 1o do so price will
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tend to aggregate their information and a form of market cquilibrium will
cmerge.  The cycle will continue varying between discquilibrium  and a
form of cquilibrium. When information is costly and there is noise, the
price systcm will not aggregate information perfectly.  The presence of
noise cnables traders to hide information from onc another.®  Since
share prices reflect information, information gathercrs will want to be
secretive about their intentions and actions. At the same time REH
expects traders to anticipatc such conduct from each other. This lends to
the dilemma that Keynes madc known through his famous examplc of the
newspaper beauty contest. It follows from all this that markcts never
adjust to information fully and prices ncver fully refleet all information
posscssed by the informed individuals.'"®  The information market is
constantly subjected to new shocks to which it sceks to adapt.  In
between, cquilibrium points arc reached when uninformed traders catch
up with information in the hands of the informed.  Such markets have
been described as being in an ‘cquilibrium degree of discquilihrium’l ' -a
degrec sufficient cnough to lurc traders to expend_resources to acquire
information and gain disproportionatc benefits.'®”  In other words,
securitics markets can ncver be cfficicnt in the sensc of the trilogy of
claims advanced by Fama. Therc always will be the opportunity for profit
given hitherto unexploited opportunitics and uncertainty with respect to
the future.  Market price is only the starting point for arbitrageing and
entreprencurship activity.  And it is the latter which makes sccuritics
markcts competitive and places them on the road towards cfficicncy.

The theory developed by Kirzner and built on the foundations laid by
Miscs,'®® secks to explain this cquilibrium state of discquilibrium.  Their
explanation cmphasizes that market participants arc alert to opportunitics
- of having their cyes and cars open Lo opportunitics that are ‘just around
the corner’.  Alertness as here used means much more than the mere
possession of knowledge or of being aware. It also means waiting and
being continually receptive to somcething that may turn up, of obtaining
and deploying knowledge, of sccking out and acting where appropriate. It
is this alcrtness to opportunity which constitutes the cntreprencurial
clement in human action and which converts the theory of market
cquilibrium into a theory of market process. This notion of
entreprencurship in the sensc of alertness consists of two related
elements.  On the onc hand it consists of rectifying past errors in the
sense of making good opportunitics that had been staring at one’s face but
had becn overlooked. On the other it consists of action in the face of
future uncertainty though futurc unccrtainty may well be the reason why
opportunities had been misscd in the past. Being alert, however, is not
merely to anticipatc the future but to also hclp create it. Such action is in
a sense sell motivating, but two factors induce such action. First, is the
conundrum of where one would be in the divergence/disco-ordination
spectrum if one fails to act.  Sccondly, there is the lure of profits to be
madec, the idca of getting something for nothing if only onc can sce what it
is that can be done.  As decision making is ex ante and not ex post, it is the
anticipation of profit and not actual rcalization which is important.  This
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is in stark contrast 10 Robbinsian maximization where comparison of
known altcrnatives is the incentive.

Being alcrt, however, docs not guarantee the discovery of the truth.
Despite their alertness participants crr in their decision making.  What it
emphasises is that participants possess a propensity to discover what is
useful to them and sct into motion a process.  In the words of Kirzner
‘(tlhe market process emerges as the nccessary implication of the
circumstances that pcople act, and that in their actions they err, discover
their errors, and tend (o revisc their actions in a dircction likely to be less
erroncous than before’.

Alertness assumes special relevance in relation to action in the face of
futurc uncertainty.  Participants formulatc the futurc as they cnvisage it
with a view to cnhancing their position in that future. By this they are
aware that other participants arc acting likewisc in studying the impact of
their action on cach other and to cnhance themscelves at the expense of
each other.  The extent of cach participant’s success is dependent on the
degree of divergence/disco-ordination of the future as unfolded and the
future as cnvisaged by cach of the participants.  What is cnvisaged and
what eventuates will of course be different. What is important is the
endeavour of each participant to glimpsc the future, peer through the fog,
to construct the cnvisaged future as ncar as possible to what will
eventuate, and to bring about as ncar a corrcspondence between the
envisaged and realized futures.'”  As Kirzner says, ‘werc man totally
lacking in alertness he could not act at al.'”! He g gocs on 1o say: 2

... his blindness to the future would rob him of any framcwork for
action. (In fact, were man totally lacking in potential for alcrtness,
it would be difficult to identify a notion of crror altogether: were
unalert man to act, it would not be on the basis of an erroncously
forecast futurc. It would be on the basis of no rclevant forecast at
all.  Not recognizing that he might - had he been more alert - have
avoided the incorreet picture of the future, he could not in any
mcaningful scnse blame himscelf for having crred.)

Vicwed in this sensc it becomes apparent that the problem of partial
ignorance and alertness or entreprencurial action in respeet of it are two
sides of the same coin.
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PART VI
CONCLUSION

Claims by EMH that sharc prices reflect all available information and
that no abnormal gains can bc madc by sharc trading (cxcept possibly by
the use of inside information) arc dircctly traceablc to the twin neo-
classical claims that markcts arc (1) perfectly competitive and (2) are in
equilibrium.  These latter claims also form an integral part of CAPM
which assumes markets to be ‘perfectly  compctitive’. Being
equilibriumw3 models they simply assume away what has to be explained,
viz, the process by which markcts become competitive and hence efficient.
Explanation of the proccss of market-efficicncy or the transformation
from disequilibrium to equilibrium is rclevant for several reasons, chief of
which is that what happens in discquilibrium is diffcrent from what
happens in equilibrium.  In cquilibrium priccs and quantitics do not
changc, in discquilibrium they do; in cquilibrium actions arc bascd on the
basis of corrcct knowledge, while in discquilibrium they are ‘on the one
hand, acting on thc basis of partial ignorance and, on thc other hand,
engaged in a process of learning’. The necd, therefore, is a theory of
markel procecss which takes explicit notice of the way in which systematic
changes in the information and cxpcectations upon which market
participants actions lead them towards cquilibrium.

The main obstacle to the scarch lor a theory explaining the market
price as being evolutionary has been the influence exerted by the ends and
means approach of Lord Robbins.  According to Robbins, cconomics is
the scicnce which studics human behaviour as a relationship between ends
and mcans which have alternative uses.  This given ends and mcans, secs
cconomics as being no more than an cxercise in the purc logic of
choice.'™  The fundamental failing of such a given mcans and ends
approach is the assumption that what is available and what is nceded arc
known, whercas, in reality, the fundamental problem is to catch a glimpse
of availability and nced.  What is available may not be available at a later
point, and morc importantly, not nccded tomorrow.  Again, whether it is
available and nceded will itsclf not be known till the next point of time.
The past and present are informative, but not conclusive of the future.
Economics as a subjcct then, relics on the presumption of ‘partial
ignorancc’,“5 and not on notions of perfect markets and cquilibrium,
This notion of partial ignorancc is casily comprehensible when it is
rcalized that to a decision maker not all of the cxisting information will be
known, nor will decisions being made by others (which will bear on our
decision maker’s plans), or dctails of future cvents.  Decisions will,
therefore, not dovetail perfectly; somce dcecisions will not be given effect
to, some opportunitics not cxploited, some decisions of others will be
wrongly guessed, while the import of onc’s own decisions will be
miscalculated. But this docs not mcan that market participants stand by
idly. Market participants arc very much alert to shortcomings of their
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own knowlcdge, of knowledge possessed by others, and of future
unccrtainty.  This lcads to decisions being constantly revised.  As
opportunitics are exploitcd by those in possession of knowledge, or thosc
willing to undertake risk, thc gap in knowledge narrows.  But new
uncertainty generatcd by the continual flow on of cvents kecps in
momentum the cycle of partial ignorance.  This continuous process of
knowledge seeking and of exploitation of opportunitics has been referred
to as ‘cnlrcprcneurship’l% a phcnomcena inherent in the competitive
process. In other words, there cannot be a compeltitive process devoid of
entreprencurship; and for cntreprencurship to manifest itsclf, the process
must bc competitive. It is for this reason that compctition and
entreprencurship have been likened to the two sides of the same coin,
where cach is crucial to the other.'”?  As deseribed by Kirzner: %

... the competitive market process is cssentially entrepreneurial.
The pattern of decisions in any period differs from the pattern in
the preceding period as market participants become aware of new
opportunitics. As they cxploit these opportunitics, their
competition pushcs prices in dircctions which gradually squecze out
opportunitics for further profit-making, The centrepreneurial
elcment in the economic behaviour of market participants consists,
as we will later discover in detail, in their alertness to previously
unnoticed changes in circumstances which may make it possible to
get far morc in exchange for whatever they have to offer than was
hitherto possible.

This compctitive-cntreprencurial cxplanation, unlike the cxplanation by
reference to cquilibrium conditions, touches the heart of the market
process itsell.  In equilibrium, there is no room for the entreprencur as
the dccisions of all market participants dovetail completely.  Lack of
information, lack of co-ordination, and the need to realign resources are
non-existent problems in a state of cquilibrium. By contrast, these are the
very problems the competitive-cntreprencurial process is concerned with
and sceks to explain.  Onc is nccessarily the antithesis of the other.  As
viewed here, the ‘cconomic problem’ is not the reconciliation of any given
‘ends and mcans’, nor docs it lic in the assumption of ‘cquilibrium’ in any
othcr form.  Rather, it is the gencration of sufficicnt information to
facilitatc the process of cxchange.  Economics is thus concerned with the
cfficicnt usc of knowledge and of the cxercise of choice in the face of
unccrtainty.  What is important is an undcrstanding of why pcople act in
the way they do and any acknowledgment of this fact.

The vicw that price transmits and aggregates information attempts to
portray an equilibrium condition.  Typically, as in the ‘cnds and means’
relationship and the ‘market cquilibrium’ approach considered carlier, this
view fails 1o explain the process of price formation, ic, how price changces
from onc point to another.  The cquilibrium approach simply presumes
the change. It also assumes a certainty of correspondence between
information and price. Such a mcchanical approach is acceptable only in



Securitics Market Efficiency Reconsidered 165

a world of perfect knowledge and perfeet prediction..  Neither of these
features is characteristic of the sccuritics market. What is characteristic is
the continuous flow of information and the constant revision of
expectations in the face of available information and anticipated
information. It is this unpredictability and imperfection in knowledge that
provides ‘alertness’, the opportunity (o co-ordinate  differcnces in
expectations between the various participants.

In terms of the sccuritics markets, what is important is how the
decisions of individual participants in thc market interact to gencrate the
market forces which causc price to change. This approach precludcs the
judging of price in terms of any supposed cquilibrium. Rather, it regards
price as the starting point for dccision making. While there may be the
possibility of cquilibrium and being aware of means and ends with respect
to each individual personally, this can never be so as between individuals.
The onc is not the other.  This is in stark contrast to what is suggested by
the means-cnds and equilibrium approach.  As noted previously, the
latter approach implies that all facts arc known and the discovery of new
facts has ceased. Such a precondition is inconsistent with the idea of a
continually adjusting information basc as in the casc of stock markets.
Almost all of sharc market trading is the result of changing plans
consequent upon changing knowledge most of which is of a subjcctive
naturc. To assert cquilibrium or given means-ends in this context is to
necessarily beg the issue. Dynamic time (and with it necessary change)
and ignorancc in the face of futurc uncertainty not only make economic
processes necessary, but affect the very character of these processes.
There is no stable cndpmnl toward which the process must lcad nor a
single path it must follow.'”  Devices such as the EMH assumptions not
only fail to tell us anything about the adjustment process but imply that
markcts adjust automatically without any process of adjustment at all. By
trcating compcetition as a sct of static conditions and not as a process,
EMH assumcs away the very essentials of competition.  In such a static
equilibrium, there can be no profit opportunitics, and in fact, no role for
the entrcprencur. By contrast, the approach adopted in this paper sees
the cntreprencur as the active co-ordinating agent in a market process
riddled with uncertainty.

In the theory of competition as a process, cfficicncy depends on the
degrec of success with which market forces can be relied upon to generate
spontancous corrections at times of discquilibrium.” 200 This process of
correction is the function of the entreprencur and is ever present in a
discrepant or dynamically hcterogencous market.  In such markets,
equilibrium conditions tend 1o be constantly disrupted by the changing of
plans following from the acquisition of ncw knowledge, most of it being of
a subjective nature.  All action is dirccted toward this ¢nd of influencing
the future, of the pcrl()d between initiation of the process and the period
toward which the action is dirccted.?"
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Underlying all this is the problem of future uncertainty.  As stated by
Kirzner: 2%

In the absence of uncertainty it would be difficult to avoid the
assumption that cach individual docs in fact alrecady know the
circumstances surrounding his dccision.  Without uncertainty,
therefore, decision making would no longer call for any imaginative,
creative determination of what the circumstances really are.
Decision making would call mercly for compctent calculation.  Its
results could, in gencral, be predicted without doubt.

And this precisely is what is not possible in a compctitive, efficicnt
sceuritics market according to EMH.
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FOOTNOTIES

* LL.B. Ceylon, LL.M. Sydncy. LL.M. Pcnnsylvania. LL.M. Columbia. Barrister N.S.W.,
Associate Professor of Law. Macquaric University.

! Sce B J Loasby. Choice, Complexity and Ignorance, (Cambridge University Press, 1976).
The assumption of rationality in human conduct has been criticised for being unrcal. It has
been shown that conduct is often impulsive and without scrious dcliberation and or
otherwisc constrained by organizational factors: sec Il Leibenstein, Bevond Economic Man,
(Harvard University Press. 1976). 1T A Simon ‘Rational Decision Making in Business
Organizations’, 69 American Economic Review 493 (1979).  The view cxpressed here,
however, is differcnt. It asscris that the very process of thoughtful, deliberate decision
making in a competitivc market sctting by individuals gives risc to uncertainty and
})mprediclahlc decisions as benveen individuals.

~ Sec Kirzner [1973). infra n 3.

The general tenet of Austrian Mcthodology is spelt out by I M Kirzner, *On the Mcthod
of Austrian Iiconomics. in The Foundations of Modern Austrian Economics, E G Dolan (Ed)
(Shced and Ward, Kansas City 1976). 40, 42 as follows:

The gencral outline of the Austrian position on mcthodology is well known.  Austrian
cconomists are subjectivists; thcy emphasize the purposcfulness of human action; they are
unhappy with constructions that cmphasize cquilibrium to the cxclusion of 'market
processes; they arc dceply suspicious of attempts to apply mcasurement procedures to
cconomics; they are sceptical of empirical *proofs’ of cconomic thcorems and consequently
have serious reservations about the validity and importance of a good deal of the empirical
work being carricd on in the cconomics profession today.  ‘These are the gencral features
of the position that we know very well; yet within this gencral view we can distinguish two
indcpendent strands of argument. [viz, that human action is purposcful and sccondly, that
there is an indcterminacy and unpredictability inhcrent in human preferences, human
cxpectations. and human knowledge.|
Works gencrally relicd on for this view in this paper include the following: G P O'Driscoll
and M J Rizzo. The Economics of Tunce and Ignorance (Basil Blackswell, 1985) cited
hereinafter as O'Driscoll and Rizzo: 1 M Kirzner, Competition and Entreprencurship,
University of Chicago Press 1973, cited hercinafter as Kirzner  |1973]; 1 M Kirner,
Perception Opportunity and Profit (University of Chicago Press 1979), cited hercinafter as
Kirzner [1982]; X G Dolan (cd). The Foundations of Modern Austrian Fconomics (Sheed
and Ward 1976). cited hereinafter as Dolan: 1. Spadaro (ed), New Directions in Austrian
Economics (Sheed. Andrews and McNcal Inc. 1978) cited hercinafter as Spadaro; G P
O'Driscoll. Economics as a Co-ordination Problem (Shced Andrews and McNeil Inc. 1977)
cited hercinafter as O'Driscoll 1977.

4 o'Driscoll, 10.

As O’Driscoll and Rizzo statc (at 19):

A dynamic thcory of price formation consists not only of showing how individual
valuations interact to form prices but also how the acquisition of knowledge and
the projection of expcctations arc involved.

And again (at 20):
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More precisely, our scif-imposcd question is: How can individuals acting in the
world of cveryday life unintentionally produce existing institutions or, more
gencrally, the overall patterns of social intcractions

The set factors referred to above have been cxpressed in the following simplified form
(where dividends arc expected to grow at a stcady annual ratc):

6

Forccast dividend
Expected return = pricc + growth

where expected return cquals dividend yicld plus the expected rate of dividend growth.

This expression has becn restructured (again. cxpected growth of dividends is at a steady
annual ratc):

pricc = forecast dividend
expected rcturn - growth

‘The abovc forccasts, where necessary. arc appropriately discounted for inflation.

L Bachclicr, Theorie de la Speculation (Gauwthiers-Villars, 1900).

See for cg G Foster, Capital Market Efficiency:  Definitions, Testing Issues and Anomalies
in Comtemporary Accounting Thought, Essays in Honour of R J Chambers, M J R Gaffikin
gcd). (Prentice-1all of Australia 1984) at 175-176, cited hercinaficr as Foster.

B Graham, D L. Dodd and S Cottle. Security Analysis, Principles and Techniques (McGraw
Hill, 4th ed. 1962.

104 28.29.
1 E F Fama ‘Efficicnt Capital Markets: A Review of ‘Thecory and Empirical Work’, 25
.{q,amal of Finance 383 (1970).

~ At 383.

13 W H Beaver ‘Reflections on the Efficicnt Market', Annual Accounting Review 1980, S
Wecinstein and M Walker (cds) (N 'Y Harwood Academic Publishers. 1980) 189.
4 Ac192.

Foster, supra n 8 illustrates the point by reference 1o the following fact situation (at 155-
156):

Tasminex was incorporated in August 1969 and held claims to cxplore for minerals
at Mount Venn in Western Australia.  ‘The 1969-70 period was onc of much
intcrest in Australian mining stocks.  Onc stock (Poscidon) reported finding ore
samples carrying both copper and nickel sulphides on 28 September 1969, Earlicr
that weck, the shares traded for $1.22,  Following some subscquent ncws relcascs,
Poseidon reachcd $190 on 23 December 1969, ‘The chain of cvents in Tasminex
was:

31 December 1969 - Tasminex closes at $3.30, with a high of $4.50 and a low of
S0.48 during 1969.

14th January 1970 - Company commences drilling at Mount Venn and geological
samples arc taken as drilling progresses.,

23 January 1970 - Discovery of a “sulphide residuc’ is made by an cmployce of
Tasminex (Johnson). who shows it 10 a geologist on the sitc (McCammon).
Geologist lcaves site with residuc to 1ake it to Sydney for testing. (Results of the test
were not known until 29 January.)
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24 and 25 January 1970 - Chairman of Tasminex (Singline) flics into Mount Venn
and is told of the discovery.  Another director and a party of people fly in and arc
also informed of the discovery.  ‘The party flics back to Perth, where they
cclcbrate. Phonc calls 1o Sydncy arc madc to dircctors of associatcd companies,
telling them of the discovery.  ‘T'he cciebration in Perth attracts notice. A
Melbourne Stockbroker stated that ‘latc on Sunday the 25th January he reccived a
phone call to the effcct that the people of Tasminex were celebrating something in
Perth and that "thc rumours were that they had discovered sulphides while they
were drilling for water"',

27 January 1970 - Increases in turnover and price of Tasminex occur.  Shares
closcd at $3.30 on the prior trading day (23 January) and closc at $16.00 on 17
January. Meclbournc Stock Exchange rcquests cxplanation from the company.
Sccretary of Tasminex reports 1o the Stock Exchange that ‘the Company's
Chairman and Managcr arc [at Mount Venn|. No information is available and the
Sccretary is unable to account for the fluctuation in its share price’. Later on 27
January, the Chairman of Tasmunex (Singline) is interviewed by a Melbourne
journalist (Sykes). The London market reccives a report of the interview two
hours before closing.  Tasminex sharcs scll as high as $96.00 in London.

28 January 1970 - Front page of Mclbournc morning ncwspaper has the headline
*Sharcs jump $86.00 and another nickel king born™.  Singline is quoted as saying,
“T'he Company's first drill holc at Mount Venn had struck massive sulphides. No
figurcs were available yet. but he cxpected assays “before long™. "I reckon it could
be better than Poscidon and bigger®, he said”.  Tasminex shares scll as high as $75
in Mclbourne and $90 in Sydncy.  Compiany's geologist issucs relcase to Stock
Exchange, disassociating company from “all recent newspaper speculation as to the
merit of the prospect’.  Following this announcement, price drops to a low os $30,
closing at $36.

2 February 1970 - Tasminex issucs a statement 1o Stock Eixchange referring to
‘disscminated sulphides including nickel and copper of minor values'.  ‘The
announcement is associated with a fall in the price of Tasminex sharcs to §20.

28 February 1970 - Sydncy newspaper reports a Perth story that ‘reports swept this
city today that boom nickel concern Tasminex may not be able to produce an assay
from its W A lcasc’.

3 March 1970 - Tasminex issucs a statcment to Stock Exchange referring to
'sparscly disscminated sulphides’ and adviscs sharcholders 10 minimize trading.
‘T'he price of Tasmunex closcs at $7.50.

5 May 1972 - Sydncy ncwspaper reports that Tasminex was reducing its sphere of
operations at Mount Venn. At this time. sharces trade at less than $0.50 a share.

Foster observes (at 158) that it docs not appear that the price between 24 January and 28th
January acted as if cveryone (cg investors on the London Stock Exchange) knew the
information possessed by the geologist.

Supra n 10.

Sec J M Murphy. “Efficient Markets. Index Funds. Hlusion and Reality. The Journal of
Portfolio Management. 6 (1977).

E F Fama, Foundations of Finance (Basic Books. N 'Y 1976) 133, 137.
19 Sec P J llcss and M R Reinganum. "Efficient Capital Markets® in Handbook of Financial
s,'gonomic.\‘. JL. Bicksler (ed) (North Holland. 1979). 5. cited hercinalter as Tess.
~" Ibid.
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a Modcrn Portfolio ‘Theory (MPT) has its origins in the pioncering work of Markowitz.
Markowitz showed that greater bencefits will flow 1o an investor from the holding of an
appropriatc portfolio of sccuritics rather than from the holding of a large number of a
single or fcw sccuritics. A desirable result is supposedly reached with a holding of around
twenty sccurities.  Until Markowitz ( 11 M Markowitz, ‘Portfolio Sclcction’ Journal of
Finance 77 (1952) thosc theorctical models which did exist failed to cxplain the
phenomcenon of diversification or the clement of risk.

Markowitz's thcory begins with the very simple assumption that investors like return and
dislikc risk, as a consequence of which, investors scck out portfolios which provide the
maximum rcturn for a given level of risk or the minimum risk for a given level of return. It
is left to the investor 1o sclect from the cfficicnt sct the single portfolio which best scrves
his needs. Markowitz’s formulation of the problcm assumcs that the only investment
objcctives arc to maximize the expected return and minimize the variance of rcturn from a
portfolio of sccurities.  This formulation. however. hides some serious theoretical and
practical limitations.

*Not least among thesc is the assumption that the variance is a good measure of
risk. ‘The use of variance assumes that deviations both above and below the level
of cxpected rcturn arc cqually undesirable.  Markowitz attempted to circumvent
this problem through the usc of the semi-variance. a measure of dispersion which
accounts for only the deviations on one side of the expected value.  Unfortunatcly,
the use of the semi-variance greatly complicates the computational problem.

In addition, the assumption that the only investment objectives arc the acquisition
of return and the avoidance of variance may be open 1o question.  The distribution
of returns between dividends and capital gains and the timing of the rcalization of
income are frequently objcctives which arc important to investors.

The Markowitz model is also a point in time analysis. 1t is run at a single time
period; the portfolio is purchascd and remains unchanged until the next run.  This
introduces problems in the choice of a time period for considcration.  The longer
the period between runs. the further the portfolio may drift from the cfficient
region. ‘The shorter the period, the greater the problem of data collection and the
morc costly the computer time involved'.

There arc also practical problems. for example data collection is an enormous problem. It
has been cstimatced thus

*for an analysis of 100 sccuritics. the sccurity analyst must cstimate 100 returns
cxpectations, 100 variances and 4950 covariances, a total of 5250 itcms of data.
‘This problem is further complicated by the fact that few individuals arc capable of
estimating such sophisticated measures as variances and covariances.  In addition,
the cnormity of the problem taxes the memory capacity of cven the largest
computcrs.  The IBM 7090, onc of the largest and fastest modern computers, can
handle a total of only 300 sccuritics. A computation time of 90 minutces is required
1o obtain the solutions to such a problem.’

Sec gencerally, B A Wallingford. *A Survey and Comparison of Portfolio Sclection Modcls 2
Journal of Financtal and Quantitative Analysis 85 (1967).

The assumption is that the investor uscs standard sccurity analysis to estimate the rcturns
and risk of diffcrent investments, and then uses portfolio theory to sclect an efficicnt
portfolio. Sce E M Miller. “Risk. Unccrtamty. and Divergence of Opinion 32 Journal of
Finance 1151 (1977). 1157.  Risk is most commonly defincd as the possibility that actual
returns may vary from cxpected returns.  “The origin of this definition lics in statistics. A
random variablc is onc for which actual outcomes may differ from the mean. See A A
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Robichek, *Risk and the Valuc of Sccuritics'. 4 Journal of Finance and Quantitative Analysis
(1970) at 514. In gencral, the assumption is made that investors as a group tend to be risk
averse (for example, that given equal cxpected returns, they prefer a security with no risk
(or less risk) to onc with more risk.  Robichek ibid and that the manncr in which risk
affects value can be defined independcently of the valuation process itsclf. It has, however,
been demonstrated that risk and valuation arc inseparable, as being two sides of the same
coin. Robichek. ibid. Markowitz’s analysis (and that of W F Sharpe, ‘Capital Assct Prices:
A Theory of Market Equilibrium Undcr Conditions of Risk 19 Journal of Finance 425
(1964)) and J Lintner. ‘Sccurity Prices, Risks and Maximal Gains from Diversification’ 20
Journal of Finance 587 (1965) showed that the risk of any individual sccurity depends on
how the addition of the sccurity to a portfolio affccts the risk of the portfolio. While each
finding contributed towards a broader understanding of financial theory, their underlying
assumptions appear qucstionable. Thesc assumptions include the claims that:

(1) The market is concerned only with the expected rate of rcturn and the variance

of portfolio.

(2) Investment dccisions arc made using a onc-period model.

(3) The adjustment for risk and time can be made in the form of a ‘rate per period’.

A number of writcrs have approached the problem of valuation in a ‘state prefcrence’
framework. Basically, this approach assumes that the present valucs of uncertain future
returns depend on the pattern of returns across various states-of-nature, the utility for
mongy in the various statcs, and the likelihood of occurrence of the particular states.
Howecver., it is incvitablc that in these various states of nature investors would differ as to:

(1) Investment goals. constraints, current incomes and consumption pattcrns;

(2) Assessments of the relevant probabilitics of states, rcturns, futurc purchasing
powcr, and utilitics toward monctary returns:

(3) Knowlcdge of the universe of opportunities and available information;

(4) Personal tax rates:

(5) Analytical capability. and possibly other factors.

Sec gencrally, A Robichek. *Risks and the Value of the Sccurities’. 4 Journal of Financial
and Quantitative analysis 513 (1970).

True diversification depends on having stock which is not all dependent on the same
cconomic variables.  Also. diversification should not be by rcfercnce to names or
industrics, but by reference 1o the determinants that influcnce the fluctuations of various
sccuritics and of a choicc of sccuritics that do not move in tandem with the gencral market:
B G Malkicl, A Random Walk Down Wall Sweet (W Norton and Co 2nd c¢d 1981), 196,
!,\;:rcinal'lcr cited as Malkicl.

;; E F FFama, “I'hc Behaviour of Stock Market Prices’, 38 Journal of Business, 34 (196S).
~ Hess, supra n 15, 6.
“7 § 8§ Alexander. ‘Pricc Movements in Speculative Markets: ‘Trends or Random Walks' 2
Industrial Management Review 7 (1961) and "Pricc Movements in Spcculative Markets:
Trends or Random Walks No. 2°, 5 Industrial Management Review 25 (1964).

E F Fama and M Blume. ‘Filter Rules and Stock Market T'rading Profits’, 39 Journal of
Business 226 (1966).
2 K. Ball and Brown, ‘An Empirical Fvaluation of Accounting Income Numbers, 6 Journal
%Accmmling Research 159 (1968).
“" E F Fama and L Fisher. M C Jensen and R Roll. “The Adjustment of Stock Prices to
5’,\;;:w Information 10 Internanonal Fconomu Review | (1969).
“ Hess, supra n 19 at 7-8. criticises the esumation procedure of Fama, ¢t al, their findings
‘naturally suffered from similar deficiencies’. Bicksler explains at 8:



172 University of Tasmania Law Review Vol 9, 1988

But to give the rcader a Mlavour of their analysis, it will be briefly sketched.
FFIR examincd the behaviour of the average and cumulative average of computed
residuals. ‘The idea is that the average and cumulative average for stocks that split
should not be diffcrent from zero after the stock split is publicly announced. FFIR
report their findings in numerical and graphical form. By inspection, the average
residuals appear to be ncarly zero. and the cumulative average residuals do not
change very much.  But FFJR do not present statistical tests to cstablish the
significance of their findings.

In their averaging process. FIJR time date the residuals relative to the split
month. Thus, thc residual of a stock that split in, say, October 1929 would be
avcraged with another stock that split in Junc 1953. Howecver, there is no reason
to suspect that the 940 residuals sampled from differcnt securities and at different
time periods are drawings from the same population.  The implication is that the
IR average residual is not an cstimatc of a mcan residual drawn from the same
population. Rather, the avcrage residual itsclf is a ncw random variable.  In
particular, the undcrlying distribution of the average residual can be intcrpreted as
a lincar combination of 940 random variables ... ‘The problem is that onc cannot
rcliably test any hypothesis on the basis of onc drawing from a probability
distribution.

They go on 10 say at 9:

FIIR and Ball and Brown concluded that their studics were consistent with the
cfficient market hypothesis.  Howcever. it is questionable whether the studics
actually tested the efficicnt market hypothesis within the context of the market
modcl because of scrious cstimation difficultics.  As noted, the difficulties arise
from non-stationary return distributions and the aggregation of error distributions

29 which differ across sccurities and over time.
~” Malkicl, 199.
Supra n 15. a1 9. Scc also R Roll. "A Critique of the Assct Pricing ‘Theory's ‘Tests; Part
1: On Past and Potcntial Testability of the ‘Theory'. 4 Journal of Financial Economics, 129
Sl;)77) infra n 161,
Infra.

~ Rational Lixpectations hypothesis (REIT) is the most recent of the line of Expectation
formations.  The best known of its predecessors arc the Static and the Adaptive
Expectation hypotheses.  However, ncither of these latter modcls anticipate the likely
affect of uncertain future cvents on present conduct. The Static Expectation hypothesis
assumes that cxisting conditions will prevail in the futurc, with the result, expected future
valuc become identified with current values.  Such a fundamental assumption is in itscll
unrcalistic. Adaptive cxpectations, on the other hand, assumes that one lcarns from past
experience, particularly past mistakes.  Whilc it anticipates future unccriainty, its means of
accommodating it is far from satisfactory. Thus if an itcm was tradcd at $11 instcad of the
anticipatcd $10, then its future price was cstimated around say $10.50.  Such a response is
weak at both fronts: (1) it offers no defensible explanation for the precise change in price it
is prepared to recognisc, and (2) in the implication that participants will continuc to use the
same expectations rulc when its past performance has proved unsatisfactory.  Since sharc
prices move randomly and arc not dependent on past experience alone or on any form of
systematic change. neither of these hypotheses provide much direction in that they are no
morc than rules of thumb.  REH grew in response 10 neo-Keynesian policy prescriptions.
Unlike the Static and Adaptive Lixpectation systems it is forward looking. is bascd on

maximising behaviour, and assumces that cven the formation of expectations is part of the
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optimization process. However, all of these assumptions are contentious in themselves.
Scc generally, D K H Begg, The Rational Expectations Revolution in Macrocconomics,
Thesis and Evidence. Philip Allan, 1982, 254:  B. Kantor, ‘Rational Expecctations and
Economic Thought’ 17. Journal of Economic Litcrawre 142, 1424 (1979); S.M. Sheffrin,
Rational Expectations (Cambridge University Press. 1983) 1. G.K. Shaw, Rational
Expeciations, An Elementary Exposition (Wheatsheaf, UK 1984), 26; J.R. Wimble, ‘The
Rational Expectations Tautologics' § Journal of Post Keynesian Economics 199, 200 (1982-
83); J.F. Muth, ‘Rational Expectations and the ‘Theory of Pricc Movements 29
Economerrica 315 (1961). Comparc Ierbert Simon's notion of boundcd rationality.

33 J F Muth, ‘Rational Expectations and the Theory of Price Movements', 29 Econometrica,
315 (1961). Contrast Ierbert Simon's notion of bounded rationality, see S M Sheffrin,
Rational Expectations (Cambridge University Press, 1983).

Stated differcntly. agents form cxpectations in the samc way as they undertake other
activitics - that is, they use cconomic theory to predict the valuc of the variable and this is
their ‘rational’ expectation.  Rational expectations are thus simply predictions from
cconomic theory. using the information available at the time the predictions arc made.  Sec
K Holden. D A Pecl and I P ‘Thompson, Expectations, Theory and Evidence, (MacMillan,
1985) 18.

S In Muth’s words (supra n 33. 316):

Expectations since they are informed predictions of future cvents, are essentially
the same as the predictions of the relevant economic theory.

At the risk of confusing this purcly descriptive hypothesis with a pronouncement
as to what firms ought 1o do. we call such cxpectations ‘rational’. It is sometimes
argucd that the assumption of rationality in cconomics lcads 1o thcorics
nconsistent with, or inadcquate 1o cxplain. obscrved phenomena, cspecially
changes over time (cg Simon).  Our hypothesis is bascd on cxactly the opposite
point of view: that dynamic cconomic models do not assume cnough rationality.

The hypothesis can be rephrased a little more preciscly as follows:  that
expectations of firms (or. more gencrally, the subjective probability distribution of
outcomes) tend to be distributed, for the same information sct, about the
prediction of the theory (or the *objective’ probability distributions of outcomes.

36 S M Sheffrin, Rational Expectations, (Cambridge University Press, 1983) 112,
See D K H Begg, The Rational Expectations Revolution in Macrocconomics, Theories and
Evidence (Philip Alan, UK 1982). 65.

Infra n 181.

) See C L. FF Autfield, D Demery and N W Duck. Rational Expectations in Macroeconomics,
An Introduction to Theory and Evidence (Basil Blackwell, TU 1985), 197.  Scc also W 11
Butler. “The Macrocconomics of Dr Pangloss. A Critical Survey of the New Classical
Macrocconomics' 90 The Economic Journal, 34 (1980) where it is stated at 38:

How good an assumption arc Muth-rational cxpectations?  Unfortunately the
hypothesis is scldom tested inisolation.  Instcad compositc hypotheses tend to be
tested:  natural rate cam  Muth-rational cxpectations, tcrm  structure cum
expectations. etc.  The hypothesis appears 1o be in danger of being consistent with
any conceivablc body of empirical cvidence. because the assumption of optimal use
of the availablc information cannot be tested independently of an assumption
about the available information sct.

40 Aufield, ¢t al. 30.  As they explain, Cit is always possible 10 devisc a non-rational
expectations model which has cexactly the same implications for any given sct of data as the
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rational cxpectations model.  ‘The data themsclves cannot discriminate between the two
theories which are said therefore to be obscrvationally cquivalent.'  [bid.

4 K J Arrow, ‘The Future and the Present in Economic Life' 16 Economic Inquiry 157, 160
31978)

D G Maycs, ‘The Controversy over Rational Expectations, National Institute Economic
Review, (May 1981) 53, 58.

Sce R I Hall, *Stochastic Implications of the Lifc Cycle-Permancent Income Iypothesis:
Theory and lividence. 86 Journal of Political Economy, 971, 972 (1978) citcd in B Kantor,
44pra n 32

O'Driscoll and Rizzo. 218
45 W. Aldcrson, Dynamic Marketing Behaviour (Richard 1) Trwin, 1965) 207, cited in W D
Reckic and R Savitt *Markcting Behaviour and Entreprencurship: A Synthesis of Alderson
and Austrian Economics’, 16(7) European Journal of Marketing. SS, 60-61 cited hercinafter
as Reckic and Savitt.

16 Rcekic and Savitt, 61.
7 vid.

8 Sce F. Knight, Risk, Uncertainty and Profit (University of Chicago Press, 1921).
49 l.dchman 1978.p 2.

O Driscoll and Rizzo. 60.

As O'Driscoll and Rizzo illustrate (at 61):

Supposc that an individual trics to predict an cvent.  Paradoxically, cven if it
occurs “exactly’ as predicted.it will not be experienced exactly as predicted.  ‘The
simplc rcason is that before he made the forccast his standpoint was diffcrent.
Aftcrwards, his memory incorporated the forccast and this changed his perspective
(citations omitted).

52,

Ibid.

33 O'Driscoll and Rizzo. 2.
54 Loasby, 7.
55 Loasby. 8.

Statcs Loasby. at 8:

Iiven the state of risk produces uniquely optimal decisions only if the cxpected
value criterion is accepted:  and the state of uncertainty necessarily allows for a
varicty of possiblc criteria. depending both on the decision-maker’s attitude to risk
and the way in which hc may choose to deal with the abscnce of a probability
distribution. These criteria, such as optimism (aim for the best possible outcome),
pessimism (assume that the worst will happen, and make that choice which
minimiscs the damage). and minimum regret (in cffect, minimisc the opportunity
costs) may. not surprisingly. lead to contradictory solutions.

37 Loasby. at 9. Loasby continucs:

Much of thc content of decision theory consists of a varicty of devices by which the
trick may be donc.  Even this docs not wholly resolve the analyst’s problem, for he
must still somchow predict the decision-maker's subjective asscssment.

9 O’Driscoll and Rizzo, 4.
O'Driscoll and Rizzo at 24.  They offer in the following five propositions a construct of

58

dynamic subjcctivism (at 22):
n ‘The decision 10 take a specific course of action is the outcome of a
process of projecting and weighting the consequences of the various course of
action.
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) This projecting 1s based on a stock of knowledge. part of which is
indwidually acquircd and part of which s socially transmiticd through institutions.
3) An individual's chosen course of action fit into an ovcrall plan.

(C) The social world consists of many such acting individuals.

) There is a social distribution of knowledge and plans and,

consequently, of choscn courses of action. Not all individuals know or do the same
things.
60 K.P. Popper, Objective Knowledge (Oxford University Press 1979), 240.
O’Driscoll and Rizzo, p 29.
62 1976, p 131.
3 A 31132,
G L S Shackel, Expistemics and FEcononucs, (Cambridge University Press 1972), 245.
65 Lachman, 1978. 7.
66 1978, 25.
67 Purposcfulness according to the Austrian traditions has many variants and is illustrative
of the problem discussed here.  As described by L von Mises, The Ultimate Foundations of
Economic Science (Sheed. Andrews and McNeil 1976), 34.

‘The characteristic fecaturc of man is action. Man aims at changing some of the
conditions of his cnvironment in order 10 substitute a statc of affairs that suits him
less ... Action is purposive conduct. It is not simply behaviour begot by
Judgments of valuc. aiming at a definite end and guided by ideas concerning the
sunability or unsuitability of dcfimte means.

Kirzner [1976] at 45 cxplains the point by reference to his well-known illustration of a
Martian trying 10 make scnse of busses stopping to drop and pick up passengers at
scheduled times:

Now this Martian rescarcher may be able to predict just when the person is going
10 miss the box [bus] entircly without refcrence to the fact that someonc is trying to
catch the bus because he wants to get to work on time.  But if he docs so, he has
not told us cverything there is to be Icarned about this situation. A theory of
moving bodics and boxes that docs not draw attention to the dimensions of
purposc [ic stopping to drop and pick up passengers| gives a truncated picturc of
the real world.  This is what cconomics. in the Austrian vicw, is all about.
Ficonomics has to make the world intelligible in tcrms of human motives.

What Kirzner is attempting 1o convey 1s that there arc matters besides the facts of
the external world and the relationships that may be postulated between these bare
facts, viz, the ‘realm of reality’ encompassing human plans and motivations.  Any
attempt to cxplain the facts of the world without regard to the human purposcs
underlying these facts, says, Kirzner. will fail to explain everything there is to be
cxplained. and fail 1o sct forth cverything there is to set forth.  ‘This notion of
purposefulness is quite distinct from the notion of nco-classical rational man. In
fact, it rejects the very assumptions on which nco-classical cconomics rests, viz, total
knowledge about the range of choices man is confronted with, given tastes,
consistency and transitivity between preferences. and time and taste changes as
being exogenous.  Instead. purposcfulness contemplates goal dirccted behaviour
and the adoption of individual strategies towards achicving thesc goals.  Its
cssential feature is recognition that participants differ in tastes and abilitics and
that action is dirccted toward a future framed by time and ignorance.  In this
scheme. participants Icarn from both past expericnce of their own and of others,
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such cxpericnce having a bearing on their current action.  What is cmphasised is
the subjectivity of knowledge and of action.

@8 At 76. Emphasis addcd.

69 Ibid, citing H. Bergson. The Possible and the Real in the Creative Mind (Trans) M L

Andison (Westport 1946). 111.  Stability refers not only to those features which have been

repeated, but those features which are also repeatable in the sense that they arc not

affecicd by thc mere passage of ime.  ‘Thus stability refers to the pattern of anticipated

conduct. ccrtain or probable. ‘The latter is in turn influcnced by both the statc of the

cavironment and individual intcraction. mcaning rules of thumb and certain kinds of

creative activity.

At 8S.
7 See I’ A Hayek, ‘Economics and Knowledge'. 1V Fconomica, 33, 38 (1937).
O’Driscoll and Rizzo offer the following illustration (at 85-86):
Consider, as an illustration, Profcssors A and B, who tcach in the samc

department and who plan to discuss their forthcoming jointly authored book.
‘Their plans arc co-ordinated with respect to the typical features of their activities if,
for example. cach cxpects the other to be in his officc on the day he actually plans
1o be there.  Since ncither has decided his position on the book’s central concern
beforchand, the contents of their discussions can be scen as the unique feature.
What they will say depends on the “insights’ that will arisc only in the course of
conversation.  ‘These insights are surcly time-dependent.  ‘The plans of A and B
arc co-ordinatcd, therefore. in the sense that cach will come into the office on the
proper day and at the proper time. but they arc not co-ordinated in the sense that
cach has planned what to say to the other.  There is an open-cndedness to their
plans that allows for spontancity or novclty. This is a pattcrn co-ordination.

There is also a looscr form of pattern co-ordination, which we can call *stochastic
pattern co-ordination’. In this case. the typical features of activities arc
probablistically co-ordinated.  Thus. in the above illustration. both A and B may
‘envisage’ a probability distribution over the days of the week of the other coming
into the officc.  They cach deaide when 1o come based on this probability
distribution.  somctimes the typical aspect of their activities will mesh in the exact
sensc and sometimes they will not.  Overall, however, cach individual is doing the
best he can undcr the circumstances and so an cquilibrium has been attained. ‘The
exact contents of the discussions. when they do occur. remain time-dependent.
‘Thercfore, this aspect of cach individual's plans is not subject to stochastic
characterization and must be truly open-ended.

B s,
™ Auss.
s Kirzncr [ 1973} obscrves (at 217) as follows:

The world of market cquilibrium cannot be judged on its success in co-ordinating
scattered driblets of information: ignorance is simply assumed not to cxist ... Such
a world cxhibits no ignorancc. no absence of co-ordination. no opportunitics for
entreprencurial profit, and in fact. no entreprencurs at all.

And again (at 219):

‘The price system in cquilibrium presents cach decision maker with a fully co-
ordinated sct of signals which, if followed. will permit all plans to dovetail. In the
market process, on the other hand. these price signals arc themselves developed
through a process of Icarning that is governed step by step by the intcrim scts of



Securities Market Efficiency Reconsidered 177

prices; it is the latter process to which we refer as a process of communication of

information (cmphasis in onginal).

76 Sce generally S Grossman and J Stiglitz on the “Impossibility of Informationally Lfficicnt
Markets'. 70 American Econonuc Review 393 (1980) cited hercinafter as Grossman and
Stiglitz (1980).

S Grossman and J Stiglitz, ‘Information and Competitive Pricc Systems, 66 American
Economic Review 246 (1976), cited hercinafter as Grossman and Stiglitz (1976).

S Grossman, ‘On the Efficiency of Competitive Stock Markets where ‘I'raders have
Diverse Information, 31 The Journal of Finance. 573 (1976) cited hercinafter as Grossman
%976).

B Allen. *Generic Lixistence of Completely Revealing Equilibrium for Fconomics with
Uncertainty when Prices Convey Information’, 49 Economerrica 1173 (1981).

0.,

Kirzncr, 10.

! F A Tlayck. “The Usc of Knowledge in Society. 35 The American liconomic Review 519,
526 (1945).
82 .

Ibid.

8 Scc also S J Grossman, "On the Efficiency of Competitive Stock Markets Where Traders
have Diverse Information, 31 Journal of Finance 573, 574 (1976), who obscrves that Hayek’s
argument breaks down when the price system is noisy. In such cases Grossman states, each
individual will want 10 know why the price has risen (ic what exogenous factors make the
pricc unusually high).  Such information though not self revealing, will be scarched for.
Grossman also obscrves that an optimal allocation of resources involve knowing why the
gjicc has risen (ic knowledge of the states of nature determining current price).

Infra. n 94 and (f.

3 As O'Driscoll and Rizzo obscrve (at 106-107):

They outgiess market prices when these prices do not scem consistent ..
Whether we  call this cntreprencurship a capacity to find out “particular
circumstances’ ... or ‘alertness’ ... it is a sine qua non of a market cconomy.  Yet
this ‘driving force’ or market cconomics is absent from models of perfect
competition.

W D Reckic, Markets, Entreprencurship and Libery: - An Austrian View of Capitalism
gthalshcaf Books 1984). 35.
7 IF A Tlayek. “The Use of Knowledge in Society’. 35 American Economic Review 519, 526

86

(1945).  Scc also the following articles by Ilayck: * Fconomics and Knowledge'. 1V
Economica 33 (1937): “The Mcaning of Competition” in Individualism and FEconomic Order
(University of Chicago Press 1945). 92 -Competition as a Discovery Procedure’ in New
Swdics in Philosophy, Politics, I:cononucs and the listory of Ideas (Chicago University Press
1978), 179; “The Pretence of Knowledge™ in éd. 23.

“T'he Use of Knowledge in Socicty'. 521.

O’Driscoll and Rizzo. 103.

2 14, 104,

%L 14, 105.

2 O’Driscoll and Rizzo comment (at 105) as follows:

89

Since much information is tacit and cannot be communicated. even in equilibrium,
not cveryone will know cverything.  Fconomic systems do not move toward a
sitwation in which information s fully disseminated. at Icast not explicitly.  Somc
knowledge will remain private.

9 There are two alternative methods ol measuring whether prices reflect all available

information.  The ev ante method examinmes the information content reflected in prices.



178 University of Tasmania Law Review Vol 9, 1988

By its nature, it avoids thc nced to specify the correctness of expectations.  This approach
becomes inappropriate when imperfections in the naturc of transaction costs and
restrictions on short sales arc taken into account.  Prices cannot reflcct all information
since there will exist individuals who have not revealed their information via trade - except
by abstaining. J Mayshar. *On Divergence of Opinion and lmperfection in Capital
Markets'. 73 American Economic Review 114 (1983), 126, cited hercinaftcr as Mayshar,
Even if it is assumed that the information of non-active investors is not of importance,
rcalization that the prices and identity of active investors arc simultancously dctermined
makes unccrtain the nature of information reflected or conveyed by cquilibrium prices.
Ibid. I'he ex post method uscs sccond-period hindsight to determine whether first-period
prices of altcrnative asscts were in some sense correct given all the information available at
the latcr second-period.  This mecthod secems to have been the more widely used.
According to E M Miller, *Risk, Uncertainty. and Divergence of Opinion’, 32 Journal of
Finance 1151 (1977) 1157, ex post investment results cannot be uscd to mcasure ex ante
investor cxpectations for the average investor as prices tend to reflect the expectations of the
minority who buy the stock.  Rcalized returns, as such. arc not a good surrogate for the
cxpectations of investors generally.  Disrcgard of this appears to be the flaw with EMIH
and conscquently the CAPM. “Thus ncither method s totally appropriatc.

k IL F Fama, "Efficient Capital Markcts: A Review of ‘Theory and Empirical Work’,
Journal of Finance 383 (1970).

M C Jensen. “Risk. ‘The Pricing of Capital Asscts. and the Evaluation of Investment
Portfolios'. 42 Journal of Business 167 (1969).  Scc also M C Jensen, “The Performance of
Mutual Funds in the Pcriod 1945-1964°. Jowrnal of Finance 389 (1968).

N E Mains, ‘Risk, The Pricing of Capital Asscts, and the Lvaluation of Investment
Portfolios: Comment’, Journal of Business 371 (1977).

7 At 384,
% Ibid.
» S J Kon and F C Jen. “T'he Investment Performance of Mutual Funds: An Empirical
Investigation of “Timing. Sclectivity and Market Efficiency’. 52 Journal of Business 263
1979).

Thus it statcs at 288:

The cmpirical results on sclectivity performance provide evidence both for and
agamst the EMIL  The case against the EMIH, given the SLM cquilibrium
benchmark model. is that many more individual funds were able 10 generate
significant supcrior selectivity performance for a subsct of obscrvations in the
measurement intcrval, Given the Black (1972) cquilibrium  model, the
mcthodology also displaycd this cvidence. In addition, given thc SLM naive
strategy, thc cstimates of overall sclectivity performance did indicate that, on
average, the sample of 49 mutual funds sclected superior portfolios.

The case for the EMIT in response to the above evidence is based on the bias in
favour of low-risk sccuritics using the SEM benchmark.  ‘That is, the average
superior overall selectivity performance that characterized the mutual fund sample
can be attributed 10 78% of all risk-level decisions being less than 1.0 and the scts
of funds with significantly positive and ncgative performance  during  the
mcasurement interval were into disjoint subscts. We provide cvidence that is not
inconsistent with the joint hypothesis that the Black (1972) model is cmpirically
valid and that mutual fund managers individually and on average arc unablc to
consistently forecast the future prices on individual sccuritics well cnough to
recover their rescarch expenses. management fees, and commission cxpenses.



Securitics Market Efficicncy Reconsidered 179

101 See generally, B G Malkiel. “The Valuation of Closed-end Investment Company
Shares’, 32 The Journal of Finance 847 (1977).  Malkicl concludcs that the pricing of closed-
end fund shares sccm to provide an illustration of a market imperfcction in capital asset
%izcing.

See A Kraus and H R Stoll, ‘Price Impacts of Block ‘I'rading on the New York Stock
Exchange'. The Journal of Finance 569 (1972).

A Kraus and H R Stoll. ‘Price Impacts of Block Trading on the New York Stock
xchange. The Journal of Finance 569 (1972).

M § Scholes. “The Market for Sceuritics:  Substitution Versus Price Pressure and the
Effects of Information on Share Prices’. Journal of Business 179 (1972).

Scc generally P A Grffin, “Uscfulness 1o Investors and Creditors of Information
provided by Financial Reporting: A review of Lmpirical Accounting Rescarch’, Rescarch
ﬁ_;:é)()rl Financial Accounting Standards Board 1982, cited hercinafter as Griffin.

F Allen and A Postlewaite, “Rational Iixpectations and the Mcasurcment of a Stocks
Elasticity of Demand’, Journal of Finance 1119 (1984).

Ie, shares of different companics. barring the risk factor, are substitutable for one
another.

108 Ie, when a large block is traded price necessarily falls to induce purchase of additional
shares.

109 LY Dann. D Mayers and R J Raab Jr. “I'rading rulcs. Large Blocks and thc Speed of
Price Adjustment’. 4 Journal of Financial Fconomics 3 (1977).

At 20.

1l E F Fama, L. Fisher, M C Jenscn and R Roll, “T'he Adjustment of Stock Prices to New
Information® 10 International Economic Review 1 (1969).

2 Sec however, R A Schwartz, *Discussion of Fama, Efficicnt Capital Markcets’ 25 Journal
of Finance 422 (1970). Schwartz states:

While the market adjustment is thus completed before the occurrence of the event
which stimulates it, this cvidence also indicates that the process of adjustment takes
placc over a 29 month period.

FFama ¢t al refer, as well. to the behaviour of the residuals computed for specific
stocks. and note that, preceding the split date. successive residuals arc not scrially
dependent, and tend to be “abnormally lurge and positive for only a few months.
Apparcntly, the few months of large. positive residuals varics from stock to stock,
and thus the average, across stocks. is observed to be positive over the longer time
span.  This suggests that the adjustment process spans a few months rather than a
29 month period.

The length of the adjustment process if relevant for considerations of market
cfficicncy, and a few months might appear long cnough to suggest incfficiency.
Becausc the Fama. Fisher, Jensen, and Roll study utilized monthly price data, it
docs not provide a sufficiently precisc mecasure of the length of the adjustment
period which might be of about a month’s duration.  Thus, it does not yield evidence
for or against ¢fficiency in this particular sense.  Further cxamination. utilizing,
perhaps. weekly data. nught clarify the issuc.  One would also likc to have
knowledge of the systematic dispersion of information durning the adjustment
period before formulating a final judgment of market efficiency. (Emphasis
addced).

G. Charest. *Split Information. Stock Returns and Market Efficicncy’ 1, 6 Journal of
Financial Economics 265 (1978).
ES

113
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15 L Lowecnstcin. ‘Pruning Decadwood in Hostile ‘Takcovers: A Proposal for Legislation’,

83 Columbia Law Review 249, 283 (1983).
16 K G Ibbotson. ‘Pricc Performance of Common Stock Issues’. Journal of Financial
Economics 235 (1975).

Scc the following rcason as 10 why underwriters may deliberately underprice an issuc,
Ibbotson supra n 116. at 264:

(Y] If regulations requirc underwriters 1o sct the offcring pricc below the
expected value. (We have carlicr indicated that implicit rcgulations may prévent
undcrwriters from sctting prices above the cxpected valuc.  However, it appears
very unlikely that regulations would cven implicitly requirc underwriters to set the
offcring pricc below the cxpected valuce.)

2 If undcrpriced new issucs “lcave a good tastce in investors’ mouths’ so
that futurc undcrwritings from the same issucr could be sold at attractive prices.
(Although this cxplanation is prevalent on Wall Strect. it clcarly violates an
cfficicnt market framework.)

3) If underwriters collude or individually cxploit incxpericnced issuers to
favour investors. (Since the population of underwriters is very large, onc would
cxpect competition among underwriters to climinate cxploitation possibilitics.)

“) If firm commitment underwriting sprcads do not include all of the risk
assumption costs. so that the undcrwritcr must underprice 1o minimize thesc risks.
(Underwritcrs could reccive side payments from investors that are cqual to the cost
of the one-sidcd risks.)

) If through tradition. or some other arrangement, the underwriting
process consists of underpricing offerings with full (or partial) compensation via
side payments from investors 10 underwriters 1o issucrs.

©) If the issuing corporation and underwriter pereeive that underpricing
constitutes a form of insurance agmnst legal suts.  For cxample, crrors in the
prospectus may be less likely to result in legal suits when the stock’s initial
performance is positive.

18 Sce generally Griffin, 58.

M C Jensen, ‘Some Anomalous Evidence Regarding Market Lifficiency’, 6 Journal of
Financial Economics 95 (1978). citcd hercinafter as Jensen.

Griffin, 183-187. Griffin sums up the rescarch (at 187 as showing thrcec major results:

(O] Sccuritics prices respond contemporancously with the announcement
of carnings. despitc the availability of other. more timely data such as dividend and
forccast announcements. (2) At the time of announcement, uncxpected carnings
and uncxpected price changes arc positively correlated in both direction and
magnitude.  (3) ‘The responsiveness of unexpected price changes to unexpected
carnings is positive but small (though statistically significant). llence, it is almost
inconccivable that investors do not find information about carnings uscful for
investment decision making.

He concludcs that it is almost inconceivable that investors do not find information about
earnings uscful for investment dccision making.

Sce B Lev and J A Ohlson, ‘Markct-Bascd Iimpirical Rescarch in Accounting: A
Review. Interpretation and Extension’. 20 Journal of Accoumting Research 249. 261 (1982).
Griffin, 196 sums up the position thus:

Unfortunatcly. cxcept in some fairly trivial situations, accounting rcscarchers can
offcr little in the way of conceptual guidance that would enablc managcers. uscrs,
and policymakers to predict the uming. direction and magnitude of the market’s
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response, if any. ‘T'he result is that most of the *accounting change’ studics simply
describe what happened to security returns when information about the accounting
change was thought to have been conveyed to the market.  Such studics provide a
122 plausible explanation of the findings.
~ Griffin 209. Sce also the evidence cited therein.
123 Ibid.
124 O M Joy, R II Litzenberger and R W McEinally, “The adjustment of Stock Prices to
Announccments of Unanticipated Changes in Quarterly Earnings', Journal of Accounting
Research. 207 (1977).
2 S L Brown, ‘Earnings Changes. Stock Prices, and Market Efficiency’, Journal Finance,
17 (1978).
2 H Latanc and C Joncs. ‘Standardized Uncxpected Earnings - A Progress Report’,
J(;umal of Finance, 1457 (1977).
=" J F Jaffe, ‘Special Information and Insider T'rading’, Journal of Business, 410 (1974).
Joy et al examined market reaction to the interim carnings announcement of 96 New York
Stock Exchange firms over the period 1963-68 and concluded that for a group of firms with
large positive unexpected carnings changes. post announcecment abnormal rcturn for a 26
weck period was over 4.0% with the comparable figure for large negative carnings changes
being 2.6%. These results were common for several aliernative estimates of systematic risk
and residual rates of return.  Sce R D Hines, “T'he Uscfulness of Annual Reports: The
Anomaly between the Efficient Markets [lypothesis and Sharcholder Surveys’. Accounting
and Business Research. 296, 304 (1982) cited hercinafter as Hines.  Brown's study with
respect to quarterly and annual carnings announcements comprised of 158 companies on
the New York and American Stock Exchanges for the period 1968-71.  Brown concluded
that these announcements created significanr pricc trends around 45 days of their
announcement. This view is further confirmed by the studics of Latanc and Joncs who
found unexpectedly high (low) carnings were significantly associatcd with high (low)
holding period returns over the 3 months following the announcement, Ilines at 304,
Protracted pricc adjustments to carnings announcements are also rcported in the study by
D Morsc. "Price and Trading Volume Rcaction Surrounding Earnings Announcements: A
Closer Examination®, Journal of Accounting Rescarch (Autumn 1981). 374-83.  'This body of
accumulated cvidence  suggests the mcean of post-disclosurc drift to bc virtually
undistinguishable from the predisclosure drift.  Sce B Lev and J A Ohlson. ‘Market based
Emprrical Rescarch on Accounting: A Review, Interpretation, and Extension’, 20 Journal of
Accounting Rescarch, 285.  Further cvidence of less than complctec and instantaneous
impounding of information into sccuritics is found in the study of J F Jaffc, ‘Special
Information and Insider Trading'. Journal of Business (1974) 410.  ‘The study shows that
investment in shares following required disclosure by ‘insiders’ (as defincd under the
Securities Exchange Act (1934) undcer s 16(a) of the Securities Exchange Act (1934), would
have yiclded an cight month cumulative abnormal return of 4.93% - an abnormal return
significant at Icast at the 0.001 significance level. Sce Hines, supra 304.
~ R Ball. *Anomalics in Relationships between Sccurities Yiclds and Yicld Surrogates’, 6
Journal of Financial Economics 103 (1978).
2 Scc also Jensen, supra n 119, 97.
130 2 L waus. ‘Systematic "Abnormal” Returns after Quarterly Earnings Announcements’,
6 Journal of Financial Economics. 127 (1978).
See also R Thompson, “The Information Content of Discounts and Premiums on Closed-
end Fund Shares’, 6 Journal of Financial Fconomics 151 (1978). Thompson found that a
relatively simple trading rule (bascd on discounts for closed end funds) earned statistically
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significant abnormal rcturns. ‘Thompson attributes the abnormal returns to inadequacies
of the assct pricing model and not 10 market incfficiency 'since the date was widcly available
over the cntire period and extensively discussed in the professional press’.  Sce M C
Jensen, supra n 119. 9.

Cf also J B Long, “I'hc Market Valuation of Cash Dividends, A Casc to Consider’, 6
Journal of Financial Economics 235 (1978). where the writer concludes that the cxplanation
for diffcrent market valuation of cash dividends over stock dividends with respect to
otherwisc identical stocks (a slight premium on cash dividends) lies in the inadcquacy of the
two parameter valuations modcl.

1 D Givoly and J Lakonishok, “The Information Content of Financial Analysis Forecasts
of Earnings’, Journal of Accounting and Iconomics 165 (1979).

A Cowles, ‘Can Stockmarkct Forccasters Forecast’, 1 Econometrica 309 (1933).

S Coker, *An Analysis of Sccurity Recommendations by Brokerage Ilouses’ 3 Quarterly
Review of Economics and Business 19 (1963).

R Dicfenback. "Tlow Good is Institutional Brokerage Rescarch’, 28 Financial Analysts
Journal 54 (1972).

D lLoguc and D ‘Tutile, ‘Brokerage Touse Investment Advice', 8 Financial Review 38
$l973).

Cowles examined the sceuritics recommendations of 16 financial services, 25 financial
publications and thc cditors of The Wall Street Journal and concluded that the stocks
advocatcd typically underperformed broad market averages by around 1-4% per annum in
periods immcdiately following the obscrved recommendations.  Colker analysed a sample
of retail brokerage house rescarch studics reported in The Wall Street Journal during 1960
and 1961 and concluded that an investor who accepted the advice offcred would have ended
up doing as well as the markets’ overall trend.  Dicfenback appraised the stock sclections
of a group of institutional brokcrage firms between late 1967 and mid 1969 and concluded
likewise.  Loguc and Tuttle examined sceuritics reccommended by six major brokcrage
houscs as compiled in The Wall Street Journal (comparing them with concurrent acturn on
randomly sclected stock portfolios over holding periods of 3, 6 and 12 months after the
rccommendation appearcd and found little difference in aggregate performance though
they also found that onc of the firms considered did in fact secm to have fairly consistent
success in picking winners. Scc gencrally J C Groth, W G Lewellen, G G Schlarbaum, and
R C Leasc, ‘An analysis of Brokcrage Ilousc¢ Sccurities Reccommendations’, Financial
Analysts Journal, 32, 33, (1979).

H Cheney. ‘Ilow Good arc Investment Advisory Scrvices?, 37 Financial Executive 30
il%‘)).

F Black, ‘Yes Virginia. There is Hope: ‘Fest of the Value Line Ranking System, 29
I‘Yt(;ancial Analyst Journal 10 (1973).

P Lloyd-Davics and M Cancs. “Stack Prices and the Publication of Sccond Hand
Information. S1 Journal of Business. 43 (1978).

D Givoly and J Lakonishok, “The Information Content of Financial Analysts’ Forccasts
of Earnings: Somc FEvidence of Semi-Strong Incfficiency, 1 Journal of Accounting and
Economics 165 (1979).

R Groth, W Lewcllcn, G Schlarbaum and R Lcasc, ‘An Analysis of Brokerage House
Securities Recommendations’, 35 Financial Analyst Journal, 32 (1979).

2D Fried and D Givoly. ‘Financial Analysts’ Forccasts and Earnings, A Better Surrogate
for Market Expectations’, 4 Journal of Accounting and Economics. 85 (1982).

J 11 Bjerring, J Lakonishok and I" Vermaclen. ‘Stock prices and Financial Analysts’

Recommendations®. 38 Journal of Finance 187. cited hereinafter as Bjerring, ct al.  Scc also
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the study of T Copcland and D Mayers, “I'he Value Linc Enigma’, Working Paper UCLA
1981 cited in Bjerring, ct al, supra.

144 Lloyd-Davies and Cancs cxamincd the cffect on market prices of the publication of
analysts’ recommendations in The Wall Sireet Journal column ‘Ilcard on the Street’. In
cach of the situations clients of the analysts had reccived the information before being sent
to The Wall Swreet Journal. The interval between the clients’ reccipt of the
recommendation and publication of the Journal is between a few days to a fortnight.  On
the basis of this analysis Lloyd-Davics and Cancs found that stock prices do adjust to
revisions 1n analysts rccommendations. ‘T'hey go on to say (at 55):

Further, we reject the hypothesis that purchase or scll rccommendations
released to a small group of investors are immediately and fully reflected in the
stock price.  Instcad. it appears that subscquent dissemination of the information
as a significant impact on the price.  This is consistent with the idca cxpressed
carlier that a few investors with inside information will not climinatc all abnormal
rcturns because of the abnormal risks that such a portfolio shift on their part would
entail.  Our evidence also gives some indication that investors who usc analysts’
scrvices are getting something of value.  In othcr words, there is here some
evidence that analysts” recommendations do provide inside information and arc not
mere sclf-fulfilling prophccics.

At the same time they point out that mformation readily available by rcading ‘IHeard on
the Street’ appears to be very quickly incorporated into stock prices.  The obscrvation is
crucial as 1t puts in perspective claims of cfficiency made by [Fama, Brown and Ball ctc
bascd on information appcars on The Wall Stweet Journal.  ‘They also note that the
information in the ‘Heard on the Street’ column cannot be used to power a trading rulc
when transaction costs must be paid.

Givoly and Lakonishok found that financial analysts’ forccasts (and revisions thercof) had
information conter.t and that markets do not adjust instantancously. Thus while abnormal
returns began to form around two months prior to the releasc of the revision, contrary to
the cfficicnt markets hypothesis, significant abnormal returns continucd to prevail during
the two months subscquent 1o the revision. ‘T'o quote from their study (at 86):

Not only arc the reported abnormal returns significant, but they arc of
considerable magnitude as well.  Holding a stock during four months surrounding
an upward revision of over 5% results, on average, in an abnormal return of 4.7%
representing a 195% improvement over a buy-and-hold policy.  Furthermore, a
substantial portion of this abnormal rcturn, 2.7% is obscrved in the two months
following the revision month.  ‘This implics that an investor acting on publicly
available information and incurring the full transaction cost could still earn an
abnormal return of 0.7% during this two-month period (outpcrforming and buy-
and-hold policy by 58%).

It must be noted that the experimental design adopted in the study follows the conditions
outlined by Ball 6 Journal of Financtal Fconomics 103 (1978). supra to avoid any
overcstimating bias.

Groth, lLewecllen, Schlarbaum and lLcase studies returns from a brokerage housc’s
recommendations 10 its individual customers during the  1960's. They found the
recommendations 10 be genuinely valuable even after allowing for transaction costs and
risk. However, abnormal returns were found to be associated primarily with buying rather
than scll reccommendations.  The stock was found positive in the six months prior to the
recommendations and remaincd cssentially zero thereafter.  They reason that if the large
positive rcturns in the month of the recommendation were mercly the result of trading
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pressurc induced by the rccommendation. thosce returns would have been followed by
reversals.  ‘The absence of such reversals. they say, suggests that the brokerage houscs’
rccommendations were associated with genuine changes in the valuc of the sccuritics.
45

At 187.

Secc C Holloway, “T'esting and Aggressive Investment Strategy Using Valuc Linc Ranks:
A Reply, 38 Journal of Finance 263 (1983).
Sce Bjcrring. ct al, supra n 143.
At203. ‘
At 202-230. Thc writers further statc at 202:

The superior results reported here. however, cannot be cxplaincd by such ‘luck’

149

for the following rcasons:

First, the brokerage firm was successful in outperforming both the ‘I'SE 300 with
their Canadian reccommendations and the SP 500 with their US recommendations,
though conditions in the two markets were different.  In particular, the Canadian
markct was a bull market with the “I'SE 300 advancing 24.3% per ycar during the
test period. whereas the SP 500 barely kept up with inflation with a nisc of 9.7% per
year.

Sccond, many of thc 93 companics floated between the rccommended and
rcpresentative lists. Since the rccommended list did much better than the
representative list (.279% abnormal return per week for the reccommended list
versus .056% for the represented list) we must conclude the brokerage firm has
timing ability.

Finally, in onc analysis the performance of cach case while it was on the list
(active period) was compared with its performance during the 1S weeks before
appcaring on the list and the IS weeks after being removed from the list (control
period). Morcover, cach week in the test period was involved in the active period
about as often as it was in the control period.  Thus, the 93 companics did betier
when on the recommended list than when off. even though the individual ‘on’ and
‘off” times were spread pretty cvenly across the test period.

Onc source of potential bias could be the practice of analysts to recommend
stocks aftcr an abnormal pricc decline. so that the abnormal returns during the
rccommendation period arc biased upwards.  Note that this bias will creep in
rcgardlcess of whether we use the Market Modcl approach or the Control Period
approach bccausc part of the control period includes the period before the
recommendation.  However. our results cannot be explained on the basis of this
bias for the following reasons.

150 D Fricd and D Givoly. ‘Financial Analysts’ Forecasts of Earnings. A Better Surrogate
for Markct Lxpectations’, 4 Journal of Accounting and FEconomics 85. 99 (1982).

S Basu. "Investment Performance of Common Stocks in relation to their Price-l1iarnings
Ratios: A T'est of the Efficient Market Hypothesis®, Journal of Finance 663 (1977).

Using two diffcrent analytical procedures he found that from a sample of 753 firms on
the New York Stock Exchange for the period 1956-69, portfolios comprised of low pricc-
earnings ratio stocks carncd 2-4 1/2% more than implicd by their lcvel of systematic risk,
while high price-carnings portfolios carned 2 1/2% to 3% per annum less than implicd by
their level of risk.  Sce Hines, supra n 127, 303-304.

33 Supra n 131.
Sce also Lev and Ohlson, supra n 121,

D Galai. "Empirical Tests of Boundary Conditions for CBOL Options’. 6 Journal of
Financial Fconomics 187 (1978).

155
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156 S - R . . . . . o
D P Chiras and § Manaster, “I'he Information Content of Option Prices and a ‘l'est of
Market Efficiency’, 6 Journal of Financial Economics 213 (1978).

D R Harnngton. Modern Portfolio Theory and the Capital Asset Pricing Model (Prentice

Hall 1983), 66, hereinafter cited as Harrington.
8 1d, 68-60.
159 Malkiel, 218,

Harrington, 66.

Roll has shown that by changing thc market index against which betas arc mcasured one
can end up with different mcasurcs of the risk level of individual stocks or portfolios
leading to differcnt predictions about the expected rcturns.  Roll’'s argument is that it is
impossible to observe thc markets’ rcturn because the market, in principle, includes all
stocks, numcrous other financial instruments and cven ccrtain non-markctable assets such
as an individual's investment in cducation.  ‘I'hus mcasuring market risk by using an
imperfect proxy will incvitably result in a quite imperfect estimate of markcet scnsitivity.
Sce R Roll. "A Critique of the Assct Pricing Theory's Test: Part 1@ On Past and Potcntial
Instability of the Theory', 4 Journal of Financial I:conomics 129 (1977). Sec also Malkicl,
225.

162 .

Harrington. 67.

The market model, while rescmbling CAPM differs from the latter in that it does not
rely on any of the assumptions inhcrent in CAPM. It simply states that the returns
gencrating process is a lincar rclationship between the rcturns from the assct and the
returns from the market. Sce Harrington, 71.

Harrington identifics the problems of the historical bera as follows (at 89):

Thus, we find that beras for indwvidual sccuritics are not particularly stable, nor do
most securitics remain in the same rish class from onc period to another.  Analysis
of mean squared crrors shows that although some components of crror can be
reduced. the major portion of standard crror can be lessened only by adding more
sccuritics to the portfolio.  Finally. we find that the best way to cstimate a
correlation cocfficient is to use the average cocfficient for an entirc universe of
stocks.  If historical beras arc not particularly stable and we cannot refinc them
significantly, they cannot be very uscful in cstimating future betas.  After revicwing
these data. one of my collcagucs commented: *Stock betas arc very ncarly random
variables with almost no cconomic content’.

Still, bera (or relative volatility) is risk:  Over time, rcturns from their sccurities
arc profoundly influenced by sociocconomic and political cvents.  Other firms’
returns have been (and perhaps will continue to be) dominated by micro-cconomic,
firm-specific factors:  supcrior management. market power. patent protection, or
process innovation.  Nonctheless. no firm and thus no sccurity can cscape the
direct or indirect cffect of events in the larger world.

And previously (at 80):

How should betas be measured. using history? The disconcerting answer is that
wc do not know. Finding the best way to mecasurce beta is not mercly a theoretical
problem; it is a practical onc. The scarch still rcquires trial-and-error
experimentation.

G W Douglas. *Risk n the Fquity Markets:  An Empirical Appraisal of Market
Efficicney’, Yale Econonuc Essays 3 (1969).
D Iarrington cxplains that theorctically. the minimal rate of rcturn from the portfolio

165

(the intercept) and the actual nsk free raie for the period should have been cqual though

they were not.
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167 M Miller and M Scholcs. ‘Rate of Return in Relation to Risk: A Re-cxamination of

Recent Findings', Studics in the Theory of Capital Markets (Td) M Jensen (Pracger, 1972).

J Lintner, ‘Security Prices. Risk and Maximal Gains from Diversification’, 20 Journal of
Finance 587 (1965).

F Black, M Jensen and M Scholcs. “T'he Capital Assct Pricing Model: Somc Empirical
Tests, in Studics in the Theory of Capital Markets (1id) M Jensen (Pracger, 1972).

n See Harrington, 44-45.

171 Matkicl, 218.
12 Malkicl. 231.

Scc gencrally. Harvingron, 22.

W Beaver, P Kettler and M Scholes. *Association between Market Determined and
Accounting Determined Risk Mcasures', 45 Accounting Review 654 (1970).

Barr's ‘bionic betas’, Malkicl. 224.
176 B Roscnberg and V Marathe. “T'ests of the Capital Assct Pricing Hypothesis', Working
Paper No 32 of the Rescarch Program in Finance, Berkeley: Graduate School of Business
and Public Administration, University of California. May 1975, cited in llamington, 90.

As cxplained by R Roll and § A Ross. *An Empirical Investigation of the Arbitrage
Pricing ‘Theory. 35 Journal of Finance 1073 (1980). a1 1074:

The APT is a particularly appropriate alicrnative because it agrees perfectly with
what appcars to be the intuition behind the CAPM.  Indceed, the APT is based on a
lincar rcturn gencrating process as a first principle. and requircs no utility
assumptions bcyond monotonicity and concavity. Nor is it restricted to a single
period: it will hold in both the multipcriod and singlc period cascs.  Though
consistent with cvery conccivable prescription for portfolio diversification, no
particular portfolio plays a rolc in the APT.  Unlikc thc CAPM, there is no
requircment that the market portfolio he mean variance cfficicnt.

There are two major differences between the AP and the original Sharpe
‘diagonal’ model. a single factor gencrating model which we belicve is an intuitive
grey ecminence behind the CAPM.  First, and most simply, the AL allows more
than just onc generating factor.  Sceond. the API' demonstrates that since any
market cquilibrium must be consistent wath no arbitrage profits, every cquilibrium
will be characterized by a lincar relatonship between cach assct’s expected return
and its rcturn’s responsc amplitudes, or loadings, on the common factors.  With
minor cavears. given the factor generating modcel. the absence of riskless arbitrage
profits - an casy cnough condition to accept a priori - lcads immediatcly to the
APT. Its modcest assumptions and its pleasing implications surcly render the APT
worthy of being the object of empirical testing (citations omitted).

178 See for cxample M R Reinganum, "Empirical Tests of Multi-Factor Pricing Models,
The Arbitrage Pricing Thcory: Some Empirical Results’, 36 Journal of Finance 313 (1981)
concluding that the evidence indicates that a parsimonious APT fails the test (at 320). that
APT was unablc to account for the empincal anomalics that arise within the CAPM (at
320). ‘

7()Supra. n 11S.

Sce Kirzner [1973).

181 Noisc, ic indisccrnible randomncess or the unobscrved variation of another factor.  Scc
D W Diamond and R I Verrecchia. Information Aggregation in a Noisy Rational
I*Zx;)eclal ions Economy', 9 Journal of Financial Economics 221, 223 (1981).

~ Sce the series of essays by $ Grossman (cited hercinafter as Grossman) and J E Stiglitz
(cited hercinafter as Stiglitz): Grossman. *On the Efficiency of Competitive Stock Markets
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Where ‘T'rades Have Diverse Information'. Journal of Finance, 573 (1976), “T'he Existence
of Futures Markets, Noisy Rational Fxpectations and Informational [ixternalities’, Review
of Economic Studies 43 (1977). ‘Furthcr Results on the Informational Efficiency of
Compcetitive Stock Markets’, Journal of I:conomic Theory 81 (1978), ‘An Introduction to the
Theory of Rational Expectations under Asymmetric Information’. 1 Review of Economic
Studies 541 (1981), Grossman and R J Shiller. “I'he Determinants to the Variability of Stock
Market Prices’. American Economic Review 222 (1981), R J Shiller, *Do Stock Prices Move
Too Much to be Justificd by Subscquent Changes in Dividends?', American Economic
Review 421 (1981):  Stiglitz, "Some Aspects of the Pure Theory of Bank Finance:
Bankruptcics and Takcovers', Bell Journal of Economics (1973) 458; LEquilibrium in
Product Markets with Impcrfect Information’. American Economic Review 339 (1979),
‘Potential Competition May Rcduce Wclfarc® Amcrican Economic Review 184 (1981);
‘Information and Economic Analysis’. in J M Parkin and A R Norbay (Eds) Current
Economic Problems (Cambridge University Press. 1975). 38;  ‘Owncrship Control and
Efficient Markets: Somc Paradoxcs in the ‘Theory of Capital Markets’, K D Boyer and W C
Shepherd (Eds) Essays in Honour of J R Nelson (Michigan State University Press, 1982),
311; “Information and Capital Markets’. W I Sharpe and C M Cootner (Eds), Financial
Economics:  Essays in lonour of Paul Cooner (Prentice Hall, 1982), 118; ‘Information and
Economic Analysis: A Perspective. The Economic Journal 21 (1985);  Grossman and
Stiglitz. *On the Impossibility of Informationally Efficicnt Markets’. American Fconomic
Review, 393 (1980). ‘Information and Compctitve Price Systems'. American FEconomic
Review, 246 (1976);  "On Value Maximization and Alternative Objectives of the Firmy',
Journal of Finance. 389 (1977): ‘Stockholder Unanimity in Making Production and
Financial Dccisions’, Quarterly Journal of Iiconomics. 543 (1980); Stiglitz and D M G
Newberg, The Choice of Techniques and the Optimality of Market Equilibrium with Rational
Expectations (Mime: 1979).  See also N C Niclsen. “T'he Investment Decision of the Firm
under Uncertainty and the Allocative Ffficiency of Capital Markets', Journal of Finance,
587 (1976): M C Jensen and J B Long. Jr. “Corporate Investment under Unccrtainty and
Pareto Optimahty in the Capital Markets’. Bell Journal of Economics 151 (1972). R
Schmalensce, “Imperfect Information and the Equuability of Competitive Prices’, Quarterly
Journal of Economics. 441 (1984).

“ In the sense that prices will summanse all the information in the market.  Sec
Grossman (1976) 593.

Grossman (1976) 585.
As Grossman and Stiglitz obscrve (at 248-249):

Indecd, it is only because prices do not accurately represent the true worth of the
securities (ie, the information of the informed is not fully conveycd through the
price system, to thc uninformed) that the informed arc able to carn a rctura to
compensate them for the costs associated with the acquisition of the information.
(Emphasis added)

... But contrary to strong versions of the cfficicnt market hypothesis, prices do
not fully reflect all available intormation. in particular, that of the informed: the
mformed do a betier job in allocating their portfolio than the uninformed.
‘Efficient markets” theornists state that costless information s a sufficient condition
for prices to fully reflect all available mformation (Lugene Fama. p 387). They are
not awarc that it is a nccessary condition as well.  But this is a Reductio ad
absurdum, since priccs arc important only when information is costly. (Sce
Friedrich A Hayck and Grossman 1975b). Thus, an individual who throws darts at
a dartboard to allocate his portfolio will not do as well as the informed individual;
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what can be decided by a toss of the coin s not the allocation of the portfolio but

whether to be informed or uninformed. (Citations omitted)

The discussion so far as focuscd on the decision of whether to be informed or
uninformed.  There is an altcrnative way of looking at this qucstion, which may
shed some light on an old question discusscd by John M Kcynes (p 156). He
suggested that the stock market might be viewed as a bcauty contest, where the
participants arc not concerned with judging who is the most beautiful woman, but
with judging who the other judges will belicve is the most beautiful woman. Keynes
madc these remarks with more than a hint of disapproval; our analysis suggests
that this may be unwarranted. It may be more cfficient for some individuals to
obtain information from others - through the price system or by other mechanisms
- rather than obtain it dircctly. (Citations omitted).

Similarly. with respect to market aggregation they obscrve (at 2500):

‘This paradox can be put another way. If the markct aggregated their
information perfectly, individuals® demands would not be bascd on their own
nformation, but then, how would it be possible for markets to aggregatc
information perfcctly? ...

So far. we have discussed some of the basic propertics of our approach to
cquilibrium when information is costly.  These modcls can also be uscd to address
conventional questions related to cxistence. comparative statics and welfare,

Grossman and Stiglitz (1980) 393.
Secec M Gray. ‘Futures Trading. Rational Lxpectations. and the Efficient Markets
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Hypothesis®, 49 Econometrica 575 (1981). Bray develops a model in which traders were
both produccrs and spcculators.  “I'raders form rational cxpectations about market
demands (based on the spot price and consequent to holding futures) and their own supply
(bascd on their production division).  Constant absolute risk aversion utility functions and
normal distributions arc assumed in the model.  In general, the market price is found not
to communicate all availablc information to the traders.  Information about the demand
side of the market is found to interfere with information from the supply side and prevents
the markct price from summarizing all the information.
Kirzner [1979] at 28 cxplains the concept of human action as follows:

Iuman action. in the sensc developed by Mises. involves courses of action taken
by the human being “to remove uncasiness’ and 10 make himsclf ‘better off”.  Being
broader than the notion of cconomizing. the concept of human action does not
restrict analysis of the decision to the altocation problem poscd by the juxtaposition
of scarcc means and multiple ends. ‘I'he decision, in the framework of the human
action approach. is not arrived at merely by mechanical computation of the solution
to the maximization problem imphcit in the configuration of the given ends and
mcans. It reflects not merely the manipulation of given mceans 1o correspond
faithfully with the hicrarchy of given ends. but also the very perception of the ends-
mcans framework within which allocation and cconomizing is to take place ...
Miscs’ homo agens ... is endowed not only with the propensity to pursuc goals
efficicntly, oncc ecnds and mcans arc clcarly identificd, but also with the drive and
alertness nceded to identify which ends to strive for and which mcans arc available
[Emphasis in original].

189 11979] at 30.
Kirzner [1979] 149-50.
! bid.
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The notion of cquilibrium has been described in many ways.  According to one
description it means ‘if and only if market pricc and quantity traded arc stationary over
time’. O'Driscoll, ‘Economics as a Co-ordination Problem’, p 23. footnotc 31. Where
there arc a multitude of transactions such as in a stock market. cquilibrium is secn as a
state of affairs characterized by universally corrcct anticipations of the actions of other
people.  Neo-classical cquilibrium theory has its origins in the Marshallian cross (and its
subscquent development by others) and the Walrasian auctioncer.  Marshall focused on
quantity adjustment to arrive at cquilibrium in his supply and demand diagrams, while
Walras introduced the process of tatonnement where an imaginary auctioncer continuously
adjusts prices until the market clearing price is rcached.  The weakness of both of these
approaches is the claim (1) to uniquencss. ic. they rule out the possibility of more than onc
price even in disequilibrium.  In other words, cach datc is associated with onc and only one
price; (2) that all participants arc price takers, with the result that they arc able to buy or
scll thc amount they choose without price being changed as a result of their actions; and
(3) that price changes come about not through the deliberate decisions of any market
participants (sincc everyone is a price taker) but through the agency of an imagincd
individual such as the Warasian auctioncer.  Rejection of the mythical auctioncer thus
creates a vacuum in the theory as no alternative means of cxplanation as to how prices
changc 1s offered.
As Kirzner [1973] comments at 32-33
.. this analytical vision of cconomizing. maximizing. or cfficicney-intent individual
market participants is in significant respects. mislcadingly incomplcte. It has led to
a view of the markct as madc up of a multitude of cconomizing individuals, cach
making his decisions with respect to given scrics of cnds and means.  And in my
opinion this vicew of the market 1s responsible for the harmful exclusive cmphasis
upon cqulibrium situations already discussed. A multitude of cconomizing
individuals cach choosing with respect 1o given ends and mcans cannot, without the
introduction of further exogenous clements. gencrate a market process (which
involves systematically changing scrics of means available to market participants).
195 Loasby. 7.
% Sce Kirzner [1973).
Sec Kirzner [1973). 16.
Id 15-16.
99 oy .
O’Driscoll and Rizzo 10-12.
200 Kirzner, 1974, 6-7.
201 Reekie and Savitt, supra n 45. 63.
202 1982, at 145,





