The Stock Market
(Chapter 7 of Mishkin)



Previous Lecture (1)

 \We see many interest rates offered
to us in financial markets.

e Forinstruments with similar terms to
maturity, this shows risk structure of
Interest rates.

 We think that default risk and
liquidity play important roles in
explaining risk structure of interest
rates.



Previous Lecture (2)

e For instruments with similar risks, this
shows term structure of interest rates.

e We use Liquidity Premium Theory to
explain the characteristics of yield
curve.

e Up to this point, we should be able to
explain how a factor, e.g. inflation
expectation, affects the appearance of
the yield curve.



Computing the Price of Common Stock

e Basic Principle of Finance

Value of Investment = Present Value of Future Cash Flows

e One-Period Valuation Model
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Generalized Dividend Valuation Model
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Gordon Growth Model

 Assuming dividend growth is constant, Equation 3
can be written as
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 Assuming the growth rate is less than the required
return on equity, Equation 4 can be written as
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Why stock price so fluctuated? (1)

What is the growth rate, g, of dividends from PTT
stock?

What is your expected return?

With higher perceived risk on the growth rate, g,
people require more expected return.

The investor with the lowest perceived risk is willing
to pay the most for the stock, and sets its price.



Why stock price so fluctuated? (2)

e When new information is released about firms
(or, maybe, macroeconomic conditions),
expectations change and prices change.

* New information may cause changes in
expectations about the level of future
dividends or the risk of those dividends.



Adaptive Expectation

e Expectations are formed from past experience
only.

 Changes in expectations will occur slowly over
time as data changes.

* However, people use more than just past data
to form their expectations and sometimes
change their expectations quickly.



Rational Expectation

Rational expectation (RE) = expectation will be identical to
optimal forecast (the best guess of the future) using all available
information

2 reasons expectation may not be rational
1. It takes too much effort to make the expectation the best
guess possible
2. They are unaware of some available information

e Rational expectation, although optimal prediction, may not be
perfectly accurate

e Rational expectations makes sense because it is costly not to
have optimal forecast



Formal Statement of RE

X e _ X of
X*® = expectation of the variable that is being forecast
X °" = optimal forecast using all available information



Implications of RE

e |f thereis a change in the way a variable moves,
the way in which expectations of the variable
are formed will change as well

— Changes in the conduct of monetary policy (e.g.
inflation targeting)

 The forecast errors of expectations will, on
average, be zero and cannot be predicted ahead
of time.



Efficient Markets Hypothesis (1)

* This is just an application of rational
expectations to the pricing of securities

* Prices of securities in financial markets fully

reflect al
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Efficient Markets Hypothesis (2)

* At the beginning of the period, we know P, and C
* P,., is unknown and we must form an expectation of it

 The expected return then is

Re: Pt—el—l_Pt_I_C
P

t

e Expectations of future prices are equal to optimal
forecasts using all currently available information so
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Efficient Markets Hypothesis (3)

e Supply and Demand analysis states R¢ will equal the
equilibrium return R*, so R = R*

“Current prices in financial market will be set so that the
optimal forecast of return (using all available
information) equals the equilibrium return.”

In an efficient market, a security’s price fully reflects all
available information



Efficient Markets Hypothesis (4)

Why the Efficient Markets Hypothesis makes sense?
Arbitrageurs eliminate unexploited profit opportunities
fRY>R* =P T,R7{
fRY<R* =P |, R7T
until RY = R*

1. All unexploited profit opportunities eliminated

2. Efficient Market holds even if there are
uninformed, irrational participants in the market



Evidence on EM Hypothesis (1)

Favorable Evidence

1.

2.

3.

Investment analysts and mutual funds don’t beat
the market

Stock prices reflect publicly available information:
anticipated announcements don’t affect stock price

Stock prices and exchange rates close to random
walk

Technical analysis does not outperform market



Evidence on EM Hypothesis (2)

Unfavorable Evidence

1. Small-firm effect: small firms have
abnormally high returns

Market overreaction

Excessive volatility

New information is not always immediately
incorporated into stock prices



Implications for Investing

1.Published reports of financial analysts not very
valuable

2.Should be skeptical of hot tips
3.Stock prices may fall on good news

4.Prescription for investor
1. Shouldn’t try to outguess market

2. Therefore, buy and hold
3. Diversify with no-load mutual fund



The Stock Exchange of Thailand

As of 30 December 2007

Unit: Billion Baht
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The Stock Exchange of Thailand

Sizes of the Markets
Unit; Billion Baht
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At the End of 2011, there are 545 companies listed in SET

Number of companies listed in SET and MAI
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The Stock Exchange of Thailand

Total number of listed companies = 535
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Total Market Cap = 5,912 billion baht
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The Stock Exchange of Thailand

Total nominal return 1975-2007

Unit: index (point)
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The Stock Exchange of Thailand

Market dividend yield (%)
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Source: http/www set.or.th/setresearch/presentation_pl.html
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