
CORPORATE FINANCE 
WEEK 14: Efficient Market Hypothesis - EMH

Instructor: Dr. Charity Njoka (PhD)


By the end of this lesson you will be able to:
1. Understand the concept of market efficiency
2. Describe  various forms of market efficiency 
3. Discuss the anomalies to the EMH
4. Discuss the tests to the EMH

1.0 INTRODUCTION
The History of Efficient Market Hypothesis (EMH) can be divided in three steps, first being the construction of the theory in the 1960s, the second one being establishment of an empirical studies to corroborate the  theory in the 1970s, while the final is the increase of empirical studies challenging the theory since the 1980s. The efficient markets hypothesis (EMH), popularly known as the Random Walk Theory is the proposition that current stock prices fully reflect available information about the value of the firm, and there is no way to earn excess profits, (more than the market over all), by using this information. It deals with one of the most fundamental and exciting
issues in finance – why prices change in security markets and how those changes take place. It has very important implications for investors as well as for financial managers.  EMH authorship is attributed to  the works of Eugene Fama and Paul Samuelson in 1965. More recently, Adaptive Market Hypothesis has been fronted, but it gives different meanings to EMH.  The Efficient Market Hypothesis (EMH) theory introduced by economist Eugene Fama states that the prevailing asset prices in the market fully reflect all available information.

2.0 THE CONCEPT OF MARKET EFFICIENCY

When we invest in the stock market, or anywhere else for that matter, we expect to earn a return that commensurate with the risks we take, at the minimum. As a matter of fact, in choosing our investment, we would be going after securities that are expected to provide the highest returns, given the risks of those securities. Most investors usually expect to obtain high returns that are above market averages. In other words, investors want to outperform, or beat, the market. However, the ‘efficient market hypothesis’ (EMH) predicts that in markets where share prices fully reflect all available information, investors will not be able to beat the market. 

The essence of the efficient market is that, in a market dominated by many buyers and sellers, and when information is relatively freely available, market prices will fully reflect all available information. Whenever new information reaches the market, buyers and sellers will assess the information and adjust their valuation on the affected stock. They will do this immediately and competitively to beat each other in terms of accuracy of valuation and timing of trade. These actions will ensure the new information is immediately impounded into the market prices. Thus, according to the EMH, no single investor would have an advantage in predicting a return on a stock price because he/she would have the same set of information as everyone else in the market.
Theoretically, efficient market hypothesis (EMH) implies that if new information is revealed about the firm, it will be incorporated into the share price rapidly and rationally, with respect to the direction of the share price movement and the size of that market. Thus in an efficient capital market, security prices rationally reflect all available information. Thus current prices of securities are fair i.e. they are not overvalued or undervalued. This means that security prices reflect all relevant information. Therefore share prices cannot be influenced by irrelevant information such as earnings enhanced by changing methods of depreciation or inventory valuation

3.0   TYPES OF EFFICIENCY	
Efficient market hypothesis can be explained in 3 ways:
a) 1. Allocative Efficiency
A market is allocatively efficient if it directs savings towards the most efficient productive enterprise or project.  In this situation,  most efficient enterprises will find it easier to raise funds and economic prosperity for the whole economy should result.

Allocative efficiency will be at its optimal level if there is no alternative allocation of funds channeled from savings that would result in higher economic prosperity.  To be allocatively efficient, the market should have fewer financial intermediaries such that funds are allocated directly from savers to users, therefore financial disintermediation should be encouraged.

b) 2. Operational Efficiency
This concept relates to the cost, to the borrower and lender, of doing business in a particular market.  The greater the transaction cost, the greater the cost of using financial market and therefore the lower the operational efficiency.  Transaction cost is kept as low as possible where there is open competition between broker and other market participants. For a market to be operationally efficient, therefore, we need to have enough market markers who are able to play continuously.

c) 3. Information Efficiency
This reflects the extent to which the information regarding the future prospect of a security is reflected in its current price.  If all known (public information) is reflected in the security price, then investing in securities becomes a fair game. All investors have the same chances mainly because all the information that can be known is already reflected in share prices.  Information efficiency is important in financial management because it means that the effect of management decision will quickly and accurately be reflected in security prices. Efficient market hypothesis relates to information processing efficiency.  It argues that stock markets are efficient such that information is reflected in share prices accurately and rapidly. 

The value of an efficient market

It’s important that the share markets be efficient for at least three reasons
1) To encourage share buying
Accurate pricing is required if individuals are going to be encouraged to invest in private enterprise. Investors need to know they are paying a fair price and that they will be able to sell at a fair price. The market is a fair game

2) To give correct signals to company managers
Maximisation of shareholders wealth can be represented by the share price in an efficient market. Its important that managers receive feedback on their decisions from the share market so that they are encouraged to pursue shareholders wealth strategies. Correct share pricing not only requires reactions from investment community but also disclosure of relevant information from managers

3) To help allocate resources
Allocation efficiency requires both operating efficiency and pricing efficiency
. If a poorly run company in a declining industry has highly valued shares because stock market is not pricing correctly, then this firm will be able to issue new shares and thus more of society’s savings for use within its business. This would be wrong as funds would be better used elsewhere.

4.0 FORMS OF EFFICIENCY
Fama (1970) produced three level grading system to define the extent to which markets are efficient. Hence Informational efficiency is usually broken down into 3 different levels (forms):
a.    Weak form level of efficiency
This level states that share prices fully reflect information in historic share price movement and patterns (past information/historic information).  This implies that investors cannot predict future changes by extrapolating prices or patterns of prices from the past. E.g. If the company’s shares have increased steadily over the past few months to the current price of  $ 30, then this price will already fully reflect the information about the company’s growth and therefore the next change in share prices could either be upward, downward or constant with equal probability.  It therefore follows that technical analysis or Chartism will not enable investors to make arbitrage profits. In markets that have achieved this level then security prices follow a trendless random walk.

Studies to test this level have been based on the principle that:

· The share price changes are random
· That there is no connection between share price movement and new share price changes.  It is possible to prove statistically that there is no correlation between successive changes in price of shares and therefore trend in share price changes cannot be detected.  This can be done by using serial correlation (or auto-correlation) tests. if the market is at weak form efficiency, there should not exist a significant correlation between security prices over time.
· Likewise one can test weak form level by formulating trading strategies using security prices and compare their performance with stock market performance. Capital markets will be inefficient if investors trading strategy could beat th e market.

b)	Semi-Strong form level of Efficiency
This level states that share prices reflects all available public information. (Past and present information). Prices will only change if new relevant information arises. This implies then that an investor cannot outperform the market by analysing the existing company related or other relevant information. If the market has achieved this level, then fundamental analysis will not enable investors to earn consistently higher than average returns.  Fundamental analysis involves the study of company’s accounts to determine its theoretical value and thereby find any undervalued share.  Fundamental theory states that every share in the market has an intrinsic value, which is equal to the present value of cash flows expected from the security.

Tests to prove semi-strong form of efficiency have concentrated on the ability of the market to anticipate share price changes before new information is formally announced.  These tests are referred to as Event Studies.  E.g. if two companies plans to merge, share prices of the 2 companies will change once the merger plans are made public.  The market would show semi-strong form of efficiency if it were able to anticipate such changes so that share prices of the company would change in advance of the merger plans being confirmed.  Other events that can affect share prices are:

a) Stock splits
b) Death of CEO of company
c) Investment in major profitable projects
d) Changes in dividend policy, etc

Why then do some people gain from public information

1) Brokerage firms may have information that others do not have.  Brokers may receive information at a higher speed than others (flow aspect of information). They may also harness information on prices faster than others

2) Its possible to make temporary earnings by chance

To establish that capital markets is semi strong efficient, researchers have    employed event studies. One can study effects of events such as earnings /dividend announcements, bonus issue, rights issue, changes in accounting policies etc. The semi strong EMH implies that the security prices reflects an event or information very quickly and therefore it’s not possible for an investor to beat the market using such information

c)	Strong form level of Efficiency
This level states that price reflects all the available public and private information (past, present and future information). If the hypothesis is correct, then, the mere publication of information that was previously confidential should not have impact on share prices. This implies that insider trading is impossible. It follows therefore, that in order to maximize shareholders’ wealth, managers should concentrate on maximizing the NPV of each investment. 

Tests that have been carried out on this level have concentrated on activities of fund managers and individual investors.  If the markets have reached the strong form levels, then fund managers cannot consistently perform better than individual investors in the market.

Are capital markets perfect?

Efficiency refers to information efficiency. The degree of efficiency depends on the level of information disclosure and the speed of with which information is processed by the market and incorporated in share prices.  A prefect capital market envisions stringent conditions. These are 

1 No entry barriers- suppliers and users of funds can enter the market and deal with others 
2 Large number of buyers and sellers – there’s is presence of large number of buyers and sellers such that no single market participant can affect security prices
3 Divisibility of financial assets- financial assets are divisible and therefore affordable investments are made by all participants
4 Absence of transaction costs –there are no transaction costs, participants can buy or sell securities with ease and without  much costs
5 No tax differences- ideally there should be no taxes. One set of investors should not be favoured over others
6 Free trading-any one is free to trade in the securities in the capital market. there should be no government restrictions on trading.

NB in practice markets have imperfections, namely tax asymmetries, information asymmetries and transaction costs. Thus efficient markets may not be necessarily perfect.

5.0 IMPLICATIONS OF EMH FOR FINANCIAL DECISION MAKERS
a) a) The Timing Of Financial Policy
Some financial managers argue that there is a right or wrong time to issue securities i.e. new shares should only be issued when the market is at the top rather than the bottom. If the market is efficient, however, price follows a trendless random walk and its impossible for managers to know whether today’s price is the highest or the lowest.  Timing other policies e.g release of financial statements, announcement of stock splits, etc has no effect on share prices.

b) b) Project Evaluation Based Upon NPV
When evaluating new projects, financial managers use the required rate of return drawn from securities traded in the capital market. For example, the rate of return required on a particular project may be determined by observing the rate of return required by shareholders of firms investing in projects of similar risk.  This assumes that securities are fairly priced for the risks that they carry (i.e. the market is efficient).

If the market is inefficient, however, financial managers could be appraising projects on a wrong basis and therefore making bad investment decisions since their estimate on NPV is unreliable.

c) c) Creative Accounting
In an efficient market, prices are based upon expected future cash flow and therefore they reflect all current information.  There is no point therefore in firms attempting to distort current information to their advantage since investors will quickly see through such attempts.  Studies have been done for example to show that changes from straight-line depreciation to reducing balance method, although it may result to increasing profit, may have no long-term effect on share prices.  This is because the company’s cash flows remain the same.  Other studies support the conclusion that investors cannot be fooled by manipulation of accounting profit figure or charges in capital structure of company.  Eventually, the investors will know the cash flow consequences and alter the share prices consequently.

d) d) Mergers and Takeovers
If shares are correctly priced then the purchase of a share is a zero NPV transaction.  If this is true then, the rationale behind mergers and takeovers may be questioned.  If companies are acquired at their correct equity position then purchasers are breaking even.  If they have to make significant gains on the acquisition, then they have to rely on synergy in economies of scale to provide the saving.  If the acquirer (or the predator) pays the current equity value plus a premium, then this may be a negative NPV decision unless the market is not fully efficient and therefore prices are not fair.

e) e) Validity of the current market price
If markets are efficient then they reflect all known information in existing share prices and investors therefore know that if they purchase a security at the current market price they are receiving a fair return and risk combination. This means that under or over valued shares or market securities do not exist. Companies shouldn’t offer substantial discounts on security issues because investors would not need extra incentives to purchase the securities.

6.0 ANOMALIES TO THE EMH
There are many market anomalies that are important areas of theoretical and practical interest in behavioural finance. As many market anomalies have been observed that EMH cannot explain, many academics have to think of a new theory to explain market anomalies found, and this make a very important new area in finance, behavioural finance, which can be used to explain many market anomalies. Empirical studies of the behaviour of individual stocks or the aggregate  stock markets  have unearthed  a phenomena  referred to as anomalies in finance which are hardly explained using models where agents are rational and markets efficient.  Literature defines calendar anomalies in stock returns as the tendency of financial asset returns to display predictable seasonality at certain days of the week, week of the month and, month of the year among others.

Market anomalies are exceptions to the notion of market efficiency. They may be present if a change in the price of an asset or security cannot directly be linked to current relevant information known in the market. Market anomalies are only valid if they are consistent over long periods of time and not the result of data mining or examining data with the intent of developing a hypothesis. There is much debate if market anomalies truly exist after making appropriate adjustments for risk, transaction costs, sampling errors, and other factors. Market anomalies can be categorized as time-series anomalies, cross-sectional anomalies, or other anomalies.

i) Time Series Anomalies
a). Calendar anomalies: significant differences in returns on different days, months, or years. The most commonly known calendar anomaly is the January effect, in which stocks tend to outperform in the month of January. Part of this effect may be explainable by individual investors or fund managers selling off during the previous December either for tax reasons or to show off impressive end-of-year results. 
Another frequent calendar anomaly is day of the week effect. According to this phenomenon, daily average returns at different trading days of the week are different. Scholars argue that the day of the week effect is as a result of most unfavourable news appearing during the weekend which causes investors to sell their investments on Mondays. The increased supply of stocks in the market lowers the prices which translate to negative returns on shares.  The scholars also point that investor psychology plays a role in causing this anomaly in that most investors consider Monday as the worst day and thus become pessimistic and are optimistic about Friday because it is the last day of the working week. 
Another calendar anomaly is turn-of-the-month effect, where stocks perform well and reach a new high level during a period of time that usually consists of the last few days of a month and the first few days of the next month. Turn of the month effects were first documented by Ariel in 1987 and later by Lakonishok and Smidt in 1988. Several authors have argued that turn-of-the-month effect may be partly explained by the timing of corporate news and macroeconomic news releases

b).Momentum/overreaction: The momentum anomaly refers to the empirically observed tendency for rising asset prices to rise further and falling prices to keep falling. Stocks with strong past performance continue to outperform stocks with poor past performance in the next period. It is termed an anomaly because in finance theory, an increase in asset price, in and of itself, should not warrant a further increase in asset price unless it is backed up by new information or changes in demand and supply. The momentum anomaly suggests investors should buy past “winners” while selling past “losers.” 


ii) Cross-Sectional Anomalies
Two of the most researched of these anomalies in financial markets are the size effect and value effect. The Fama and French three-factor model attempts to adjust for these anomalies.

Size effect: small companies tend to outperform larger companies. This argument has indeed been validated through historical analysis, at least until the 1980s. However, some empirical studies have declared the size effect to be “dead” after the early 1980s.
Value effect: value stocks, which generally are stocks with below-average price-to-earnings and market-to-book ratios, and above-average dividend yields, have consistently outperformed growth stocks. However, this effect seems to have weakened or disappeared after the papers that highlighted it was originally published.

iii) Other Anomalies
Earnings surprise: stock prices have a tendency to underreact to new information, allowing for a momentum strategy (buying stocks with recent positive developments and selling stocks with recent negative developments) to be potentially profitable.
Initial public offerings (IPOs): Investors can purchase a stock at its initial offering price to earn excess returns. This is somewhat understandable as investment banks arranging the IPOs are often incentivized to set a low price.
Prior information: some researchers have found that equity returns relate to prior information like interest rates, inflation rates, stock volatility, and dividend yields. However, this is not evidence of a market anomaly as abnormal returns cannot be earned using such information

7.0 COMMON MISCONCEPTIONS ABOUT THE EMH 
Since its inception, EMH has received a lot of attention. Despite its relative simplicity, this hypothesis has also generated a lot of controversy. After all, the EMH questions the ability of investors to consistently detect mis-priced securities. Not surprisingly, this implication does not sit very well with many financial analysts and active portfolio managers. Arguably, in liquid markets with many participants, such as stock markets, prices should adjust quickly to new information in an unbiased manner
However, much of the criticism leveled at the EMH is based on numerous misconceptions, incorrect interpretations, and myths about the theory of efficient markets. 
Some of the most persistent “myths” about the EMH below. 

Myth 1: EMH claims that investors cannot outperform the market. We have some of the successful analysts such as George Soros, Warren Buffett, outperforming the market. Therefore, EMH must be incorrect. EMH does not imply that investors are unable to outperform the market. We know that the constant arrival of information makes prices fluctuate. It is possible for an investor to “make a killing” if newly released information causes the price of the security the investor owns to substantially increase. What EMH does claim, though, is that one should not be expected to outperform the market predictably or consistently. It should be noted, though, that some investors could outperform the market for a very long time by chance alone, even if markets are efficient. The theory would only be threatened if you could identify who those successful investors would be prior to their performance, rather than after the fact. 

Myth 2: EMH claims that financial analysis is pointless and investors who attempt to research security prices are wasting their time. “Throwing darts at the financial page will produce a portfolio that can be expected to do as well as any managed by professional security analysts”. Yet we tend to see that financial analysts are not “driven out of market”, which means that their services are valuable. Therefore, EMH must be incorrect. There are two principal counter-arguments against the equivalency of “dart-throwing” and professional analysis strategies. First, investors generally have different “tastes” – some may, for example, prefer to put their money in high-risk “hi-tech” firm portfolios, while others may like less risky investment strategies. Optimal portfolios should provide the investor with the combination of return and risk that the investor finds desirable. A randomly chosen portfolio may not accomplish this goal. Second, and more importantly, financial analysis is far from pointless in efficient capital markets. The competition among investors who actively seek and analyze new information with the goal to identify and take advantage of mis-priced stocks is truly essential for the existence of efficient capital markets. We can conclude that financial analysis is actually the engine that enables incoming information to get quickly reflected into security prices. So why don’t all investors find it optimal to search for profits by performing financial analysis? The answer is simple – financial research is very costly. Financial analysts have to be able to gather, process, and evaluate vast amounts of information about firms, industries, scientific achievements, the economy, etc. They have to invest a lot of time and effort in sophisticated analysis, as well as many resources into data gathering, purchases of computers, software. In addition, analysts who frequently trade securities incur various transaction costs, including brokerage costs, bid-ask spread, and market impact costs Therefore, any profits achieved by the analysts while trading on "mis-priced" securities must be reduced by the costs of financial analysis, as well as the transaction costs involved. For mutual funds and private investment managers these costs are passed on to investors as fees, loads, and reduced returns. There is some evidence that some professional investment managers are able to improve performance through their analyses. However, this may be by pure chance. In general, the advantage gained is not sufficient to outweigh the cost of their advice. In equilibrium, there will be only as many financial analysts in the market as optimal to insure that, on average, the incurred costs are covered by the achieved gross trading. For the majority of other investors, the chasing of "mis-priced" stocks would indeed be pointless and they should stick with passive investment, such as with mutual funds. 

Myth 3: EMH claims that new information is always fully reflected in market prices. Yet one can observe prices fluctuating (sometimes very dramatically) every day, hour, and minute. Therefore, EMH must be incorrect. The constant fluctuation of market prices can be viewed as an indication that markets are efficient. New information affecting the value of securities arrives constantly, causing continuous adjustment of prices to information updates. In fact, observing that prices did not change would be inconsistent with market efficiency, since we know that relevant information is arriving almost continuously. 

Myth 4: EMH presumes that all investors have to be informed, skilled, and able to constantly analyze the flow of new information. Still, the majority of common investors are not trained financial experts. Therefore, EMH must be incorrect. This is an incorrect statement of the underlying assumptions needed for markets to be efficient. Not all investors have to be informed. In fact, market efficiency can be achieved even if only a relatively small core of informed  and skilled investors trade in the market, while the majority of investors never follow the securities they trade.


8.0 EVIDENCE IN FAVOR OF THE EFFICIENT MARKETS HYPOTHESIS 
Since its inception, the efficient markets hypothesis has been examined extensively vast majority of research indicating that stock markets are efficient. Here we examine evidence regarding the weak form, semi-strong form, and strong-form versions of the efficient markets hypothesis 

The weak form of market. The random walk hypothesis implies that successive price movements should be independent. A number of studies have attempted to test this hypothesis by examining the correlation between the current return on a security and the return on the same security over a previous period. A positive serial correlation indicates that higher than average returns are likely to be followed by higher than average returns (i.e., a tendency for continuation), while a negative serial correlation indicates that higher than average returns are followed, on average, by lower than average returns (i.e., a tendency toward reversal). If the random walk hypothesis were true, we would expect zero correlation. Studies have return correlations, across different time periods and countries. Another strand of literature tests the weak form of market efficiency by examining the gains from technical analysis/Chartism. While many early studies found technical analysis to be useless, reserch by Brock, Lakonishok, and LeBaron (1992 finds evidence to the contrary. They find that relatively simple technical trading rules would have been successful in predicting changes stock returns. However, subsequent research has found that the gains from these strategies are insufficient to cover their transaction costs. Consequently, the findings are consistent with weak-form market efficiency. 

The Semi-strong Form The semi-strong form of the EMH is perhaps the most controversial, and thus, has attracted the most attention. If a market is semi-strong form efficient, all publicly available information is reflected in the stock price. It implies that investors should not be able to profit consistently by trading on publicly available information. However investment managers / mutual fund managers are skilled investors who are able to beat the market consistently. Unfortunately, the empirical evidence does not support this view. Multiple studies have demonstrated that mutual funds, on average, do not exceed the return of the market index. This has been demonstrated in both large markets and smaller, supposedly “less-efficient” markets. Equally important to investors is whether or not they can identify some managers or mutual funds that can consistently beat the index. 
Event studies’ findings generally indicate that the market reacts quickly to these various corporate announcements - often in a matter of minutes. Thus, investors cannot expect to earn superior returns by trading on the announcement date. Conventional wisdom had long held that stock splits were good news for investors, because they were generally followed by dividend increases.. However, following the split, researchers have observed no evidence of abnormal stock price performance. That is, investors would not be able to profit by purchasing the stock on the split date. This evidence is consistent with the efficient markets hypothesis. 

The Strong Form. Empirical tests of the strong-form version of the efficient markets hypothesis have typically focused on the profitability of insider trading. If the strong-form efficiency hypothesis is correct, then insiders should not be able to profit by trading on their private information. Research finds considerable evidence that insider trades are profitable. Research by  Rozeff and Zaman (1988) finds that insider profits, after deducting an assumed 2 percent transactions cost, are 3% per year. Thus, it does not appear to be consistent with the strong-form of the EMH. 

9.0 EVIDENCE AGAINST THE EFFICIENT MARKETS HYPOTHESIS 
Although most empirical evidence supports the weak-form and semi-strong forms of the EMH, they have not received uniform acceptance. Many investment professionals still meet the EMH with a great deal of skepticism.
 Over-reaction and Under-reaction. The efficient markets hypothesis implies that investors react quickly and in an unbiased manner to new information. In two widely publicized studies, DeBondt and Thaler present contradictory evidence. They find that stocks with low long-term past returns tend to have higher future returns and vice versa - stocks with high long-term past returns tend to have lower future returns (long-term reversals). The results appear to be inconsistent with the EMH. However, they have not survived the test of time. 

One of the most anomalies documented in the finance literature is the empirical observation that stock prices appear to respond to earnings for some considerable time after they are announced. Prices of companies experiencing positive earnings surprises tend to drift upward, while prices of stocks experiencing negative earnings surprises tend to drift downward. This is known as “post-earnings-announcement drift”.

 Another study reported that stocks with high returns over the past year tended to have high returns over the following three to six months (short-term momentum in stock prices). A variety of other anomalies have been reported. Some indicate market over-reaction to information, and others under-reaction. Some of these findings are simply related to chance: if you analyze the data enough, you will find some patterns. However some apparent anomalies, such as the long-term reversals of DeBondt and Thaler, may be a by-product of rational (efficient) pricing. This is not yet conclusive until alternative explanations are examined appropriately.

Value versus growth. A number of investment professionals and scholars argue that so called “value strategies” are able to outperform the market consistently. Typically, value strategies involve buying stocks that have low prices relative to their accounting “book” values, dividends, or historical prices. In a provocative study, Lakonishok, Schleifer, and Vishny find evidence that the difference in average returns between stocks with low price-to-book ratios (“value stocks”) and stocks with high price-to-book ratios (“glamour stocks”) was as high as 10 percent. Surprisingly, this return differential cannot be attributed to higher risk (as measured by volatility) - value stocks are typically no riskier than glamour stocks. Rather, the authors argue, market participants consistently overestimate the future growth rates of glamour stocks relative to value stocks. 

Consequently, these results may represent strong evidence against the EMH. It was also interesting that nearly the entire advantage of the value stocks occurred in January each year. However, current research indicates that the anomalous returns may be caused by a selection bias 

Small Firm Effect. Researchers have  found that average returns on small stocks were too large to be justified by the Capital Asset Pricing Model, while the average returns on large stocks were too low. Subsequent research indicated that most of the difference in returns between small and large stocks occurred in the month of January. The results were particularly suprising because for years financial economists had accepted that systematic risk or Beta was the single variable for predicting returns. Current research indicates that this finding is not evidence of market inefficiency, but rather indicates a failure of the Capital Asset Pricing Model.

10.0 IMPLICATIONS OF MARKET EFFICIENCY FOR INVESTORS 
Much of the existing evidence indicates that the stock market is highly efficient, and consequently, investors have little to gain from active management strategies. Such attempts to beat the market are not only fruitless, but they can reduce returns due to the costs incurred (management, transaction, tax, etc).
 Investors should follow a passive investment strategy, which makes no attempt to beat the market. This does not mean that there is no role for portfolio management. 
Returns can be optimized through diversification and asset allocation, and by minimization of investment costs and taxes. 
In addition, the portfolio manager must choose a portfolio that is geared toward the time horizon and risk profile of the investor. The appropriate mixture of securities may vary according to the age, goals, tax bracket, employment, and risk aversion of the investor

11.0 SUMMARY& CONCLUSIONS 
The goal of all investors is to achieve the highest returns possible.  The intense competition between investors creates an efficient market in which prices adjust rapidly to new information. Consequently, on average, investors receive a return that compensates them for the time value of money and the risks that they bear – nothing more and nothing less. 

 Although no theory is perfect, the overwhelming majority of empirical evidence supports the efficient market hypothesis. The opponents of the efficient markets hypothesis point to some evidence suggesting that there is under- and over-reaction in security markets. 

However, it’s important to note that these studies are controversial and generally have not survived the test of time. Ultimately, the efficient markets hypothesis continues to be the best description of price movements in securities markets
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