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Chapter 4 deals with the concept of efficient securities markets, and the implications this theory holds for accountants. One basic implication of efficient securities markets is the notion of full disclosure. This idea will be expanded later in this summary. The efficiency of securities markets is viewed through the interaction between different investors in the securities markets. Accounting is the vehicle through which investors are fed information regarding the various securities they have purchased. In essence, accounting enables those inside a corporation (managers) to communicate with those outside the corporation (investors). The fact that in many cases investors do not have all information about a security leads to the concept of information asymmetry. When information asymmetry is present, illegal activity, such as insider trading, can result. Although the theory of efficient securities markets generally holds true, there are certain cases where the behaviour of securities cannot be explained by efficient market theory. Before going any further in our discussion on efficient market theory, we will define exactly what we mean when we say that a market is efficient.


Efficient markets can be described as strong, semi-strong, or weak in regards to efficiency. For the purposes of this discussion, when we refer to markets being efficient, we mean that securities markets are efficient in the semi-strong form. From the text, “an efficient securities market is one where the prices of securities traded on that market at all times ‘properly reflect’ all information that is publicly known about those securities” (pg. 85). In our analysis of efficient securities markets, we look at how new information affects the way in which securities are traded. Although there are many investors who do not use new information to evaluate securities, our concept of efficient markets says that there are enough ‘informed investors’ in the market so that current prices reflect all publicly known information. We now know that the goal of efficient markets if to have prices reflect available information.


The ‘informed investors’ mentioned above demand information on securities, with each investor interpreting the information in a different manner. Eventually this leads to investors acting differently as a result of the same information. Through the theory of rational expectations it is believed that, on average, the market will correctly value securities. In other words, the differing actions of investors will be averaged out in the prices of securities, thereby creating an efficient market.


One method used by investors to determine the relationship between risk, expected return, and the price of a security is the capital asset pricing model (CAPM) derived by Sharpe and Lintner. The CAPM uses the risk-free rate, the expected return on the market, and the beta of the security to determine the appropriate price. Beta is described as the relative risk of the security when compared to the market portfolio. To go along with the concept of risk averse investors, a security with a higher beta will have a higher expected return. The higher return is normally referred to as a risk premium. The CAPM can be used as a predictor (ex ante) or evaluator (ex post) of a security’s performance. When the CAPM is used to evaluate performance, return can be divided into its expected and unexpected characteristics. Following the theory of efficient markets, the expected price calculated using the CAPM is an average of the expectations of all investors.


Now that efficient markets have been sufficiently defined, we will look at some aspects of these markets that cannot be explained by efficient markets theory. Prospect theory, post-announcement drift, and the market response to accruals are just three of the areas that efficient markets theory cannot rationalize. In each case, theorists have put forth studies with the attempt to disprove the anomalous nature of these events, but in each case conclusive evidence supporting efficient markets theory could not be attained. After determining and accepting that these types of anomalies do exist, we conclude that securities markets are reasonably efficient.


The information provided above seems to deal more with finance theory than accounting theory. So what types of implications does the theory of efficient securities markets hold for accounting? According to W.H. Beaver, there are four major implications. The first implication is that the selection of accounting policies does not affect security prices as long as the selected policies are disclosed in financial statements along with sufficient information to convert the values across different policies and the policies have no differential cash flows. The second implication is that efficient securities markets lead to the need for full disclosure in financial statements. Thirdly, firms should not be concerned with the naïve investor in an efficient market. An efficient market implies that investors will be “price protected” by the market. Lastly, it is important to note the accountants are not the only source of information for investors. If financial statements are not informative, they become useless to investors. The reason financial statements are needed relates back to the concept of information asymmetry.


Information asymmetry, as discussed previously, occurs when one party to a transaction has more information than the other party. A realistic example of information asymmetry is used car sales. The seller has an obvious information advantage over the buyer by knowing the history of the car and how it has been driven. In financial markets, information asymmetry relates to the use of inside information for insider trading. Insiders take advantage of this information to make profits. The two types of information asymmetry that can occur are moral hazard and adverse selection. To differentiate, moral hazard occurs after a transaction, whereas adverse selection occurs before the transaction. Financial statements are one way to reduce the problems of information asymmetry. From the text, “we can think of financial reporting as a device to reduce the adverse selection problem, thereby improving the operation of securities markets and reducing incompleteness” (pg. 107). In the end, it is unlikely that inside information can be eliminated, but through full and timely disclosure insider trading and adverse selection can be reduced.


In recent years, new developments have occurred in the field of full disclosure. Management discussion and analysis and future oriented financial information are two examples of these new developments. The management discussion and analysis requirement applies only to those firms with revenues and shareholders equity greater than $10 million. Disclosure is required in regards to current operations and financial condition, specifics of risks and uncertainties, the nature and magnitude of financial instruments, along with descriptions of known trends. Management discussion and analysis is not a part of the framework of GAAP, but is rather a requirement of the Ontario Securities Commission and the Securities and Exchange Commission. Future oriented financial information provides help in predicting future security values. This information is not a requirement, but is an incentive for businesses to build a reputation for full, timely disclosure. The assumptions used in the future oriented financial information must be clearly stated, while following the format of historical financial statements.


Despite the anomalies presented, we can accept the theory of reasonably efficient securities markets. And with the requirements being put in place by the various securities commissions, we can expect the efficiency of financial markets to increase. 

MULTIPLE CHOICE – (1 mark each)

1) The price of securities traded in a market that at all times properly reflects all information that is publicly known about those securities is a(n):

a) Efficient securities market.

b)   Inefficient securities market.

c)   Non-operational securities market.

d)   None of the above.

2) Which of the following are True:

a) Market prices are efficient with respect to publicly known information.

b) Market efficiency is a relative concept.

c) Investing is fair game if the market is efficient.

d) a, b, and c are all true.

3) An investors’ unbiased estimation of security values is an example of:

a) Anomaly

b) Rational expectations

c)   Prospect Theory

d)   Non of the above

4) An investor considering a risky investment will separately evaluate prospective gains and losses.  This is based on:

a) Prospect theory

b) Anomaly theory

c) Efficiency theory

d) Market theory

5) When all available information is already reflected in market price, the price is:

a) Partially Informative

b) Half Informative

c) Fully Informative

d) None of the Above

SHORT ANSWER –

1) List and discuss one reason why information asymmetry is of such importance to accounting theory. (2 marks)

2) What is Financial Reporting? (2 marks)

3) List and define 2 policies that accountants have used to reduce adverse selection. (4 marks)

4) List and describe the 2 conditions that have to be met in order for the social benefit of properly working securities markets is to be attained. (2 marks)

5) List 5 Internal and External risk factors that affect a company. (5 marks)

LONG ANSWER – (10 marks, 1 mark for each point)

Using the theories and policies listed in Chapter 4, discuss and compare the interaction of investors in a securities market, and how this interaction results in appealing properties.

ANSWER KEY – 

Multiple Choice:

1) a

2) d

3) b

4) a

5) c

Short Answer:

1) Securities markets are subject to information asymmetry problems.  This is due to insider information and insider trading.  Insiders will always know more about the information presented then outsiders would.  This fact should be taken into consideration when looking at risks and rewards. 

2) Financial reporting can be thought of as a device to reduce the adverse selection problem, thereby improving the operation of securities markets and reducing incompleteness.

3) Full disclosure – To increase the amount of information that is publicly available

    Timeliness – Reporting information in a manner so that it does not benefit or hurt a    

    party.  Reduce insider trading.

    Both of these policies will help increase the usefulness of financial statements by   

    Investors.

    (Any other reasonable policies can be accepted as long is there is reason for 

     choosing them).

4) 1.All relevant information is in the public domain, at least up to the ability of 

       penalties and incentives to cost-effectively motivate the release of inside 

       information.

    2.Securities market prices are efficient relative to this information.

5)External:      -     Consumer environment

· Competition

· Seasonality

· Weather

· Merchandise sourcing

· Foreign exchange rates

· Interest rates

· Share trading information

   Internal:
-    Customer service

· Sales blend

· Marketing strategies

· Store openings and closings

· Expense rates in payroll, advertising, occupancy and systems

· Inventory levels

· Liabilities-to-equity levels

· Foreign exchange exposure

   (any other relevant factors will be accepted)

Long Answer:

1. Security market efficiency has important implications for financial accounting

2. Concept of Full Disclosure

3. Importance of the information

i. Relevant

ii. Reliable

iii. Timely

iv. Cost-effective

4. Insider information and the advantages and disadvantages that is associated.

5. Benefit of good accounting information

i. better investor decisions

ii. equality for all investors

iii. more stable market

6. Anomalies (what they are and how they affect the information) If an investor’s behavior appears to contradict the theory of efficient securities markets.

7. Any other relevant point that was presented will be accepted

