I. Chapter 13: Corporate Financing Decisions & Efficient Capital Markets
A. Financing

1. What are financing decisions

a) How much debt and equity to sell?

b) What types of debt and equity to sell?

c) When to sell them?

d) Tell this all using NPV

2. How to create value through financing

a) Fool investors

(1) But if capital markets are efficient, then you can’t!

b) Reduce costs or increase subsidies

(1) Gain a tax advantage

(2) Change an interest rate

(3) Don’t forget the administrative cost of changing capital structure

c) Create a new security
(1) One that can’t be duplicated by combining existing securities in some way

(2) One that’s particularly useful to some set of people

(3) And one that you can sell at a premium!

B. The Efficient Market

1. Efficient Market Hypothesis

a) New information is reflected in prices immediately

(1) So investors can’t gain from new information, because it’s priced in as soon as it’s available

(2) So firms always receive fair value for their securities, because they get the present value of these securities

2. Foundations

a) Rationality

(1) With new info, investors’ prices for stock adjust in a rational way

b) Independent deviations from Rationality

(1) With new info, investors don’t act rationally

(2) Some overreact, but some underreact

(3) About the same number of people will do each, so they balance each other out

c) Arbitrage

(1) If individual investors act irrationally, then skilled professionals will take advantage of them

(2) Thus, the market returns to equilibrium

3. Types of Efficiency

a) Weak Form

(1) Market fully incorporates information on past stock prices

(2) Pt=Pt-1 + Expected return + Random errort
(a) Expected return = f(risk)

(b) Random errort = new information

i. Unrelated to Random errort-n
(3) “Random Walk”

(a) So past prices do not predict future prices

(b) It’s like walking in a random pattern!

(c) No cycles, even, because investors will take advantage of these and flatten out the curve, leaving only randomness

(d) No serial correlation

ii. Correlation with own security’s past performance

iii. Continuation

(a) Continues past patterns

iv. Reversal

(b) Reverses past patterns

v. Random Walk = 0 serial correlation

b) Semistrong Form

(1) Prices incorporate all publicly-available information

(a) Historical prices

(b) Earnings reports

(c) Etc.

(2) = Weak + additional info

(3) Abnormal return

(a) AR = R – (α + βRm)
vi. R = actual return

vii. Rm = Market return

viii. AR = Random errort
(a) At least if markets are efficient

(b) CAR = Cumulative abnormal return

ix. CARs only move before announcements, not after

x. Because the market is efficient and has already priced the announcement in!

c) Strong Form

(1) Prices incorporate all information

(a) Including insider information

(2) = Semistrong + additional info

(3) No evidence

(a) Insider trading actually works, but shouldn’t in strong form

4. Behavioral challenges to Efficiency

a) Rationality

(1) Some people are irrational

b) Independent deviations from rationality

(1) People have a representativeness bias

(a) They think what they see = a representative sample

(b) Leads to bubbles

(c) Leads to overreaction

(2) People exhibit conservatism

(a) Slow to adjust to new information

(b) Prices adjust slowly

(c) Leads to underreaction

(3) Actual evidence

(a) About half overreaction, half underreaction

(b) Supports randomness

c) Arbitrage

(1) Involves substantial short-term risk

(2) If pros are outnumbered, may not be able to take on enough risk to stand up to amateurs
5. Implications of Efficiency

a) On average, a fund manager will not be able to achieve an abnormal or excess return

b) “The efficient market protects the sheep from the wolves, but nothing can protect the sheep from themselves”

c) Investors don’t need to worry that they’re paying an unfair price for a stock, just that the stock doesn’t fit their portfolio’s risk profile

d) If market is semistrong efficient, and appropriate information is released, accounting choices don’t affect stock prices

(1) This is borne out by evidence

e) Timing of debt, equity issue may be unimportant because securities are always correctly priced, so your issue has already been priced in

(1) But IPOs and SEOs underperform similar companies

(2) And stock buybacks outperform similar companies

f) Speculation

(1) If semistrong efficiency holds, managers will do well at timing their own company’s equity and debt activities, because they have insider information, but do poorly at arbitrage with other stuff, like interest rates, currencies, other firms, etc.

g) Business activities

(1) If the market knows what’s going on, and it pushes your stock down after a certain business activity, maybe that activity is a bad idea

(2) Market seems to react accurately to executive firings and compensation

