
Public and Insider Information 

 
• Outer circle: total information set potentially available about the underlying true fundamental value 

of the firm 

• However of that total set, only a part of that total is available to the publicly available  
• Public information - that set of information that is currently and publicly available to the public 

• The other part of that total information in called insider information 
o There may be certain types of information that management know that they have not yet 

released to the public 
� Eg performance of R&D drug trial 

 
Public Information - Overview 

1. Rational decision making (ie following Bayes theory) leads to an efficient market with respect to 
public information 

       -  What does this mean (next slide) 
   -  How is this achieved (slide 13) 
2. What does this mean for a rational risk-averse investor (slide 14)  

o What are the implications of an efficient market for an investor and their investment 
decision? 

3. What are the implications for financial reports which are public information (slide 18 to 20) 
o What are the implications of an efficient market if you were a CEO/CFO in your preparation 

of financial reports? 
 
Efficient Securities Markets: Public information 

• Definition: “an efficient securities market is one where the prices of securities traded on that 
market at all times fully reflect all information that is publicly known about those securities” 

o Two statistical attributes in the definition:  
� For the definition to hold, the public reaction to the announcement of public 

information must be instantaneous 
� For it to fully reflect, the reaction must be correct and unbiased – not under/over-

reaction 

• Points to note: 
o Many rational individuals making investment decision in a securities market 

 
Efficient Securities Markets  

• All publicly available information i.e. the semi-strong form of EMH 
o Definition above refers to an efficient market with respect to publicly available information 

� This definition does not rule out the possibility of insider information  

• A relative concept 
o Relative to publicly available information 
o Prices not necessarily ‘real’ value 

� Total information set made up of two parts – public info and insider info. Since insider 
information has not yet been released to the public, that information is therefore not 
impounded in security prices so security prices might not always reflect the 
underlying true value, even though they might be efficient wrt to public information. 

o However, new information will cause rapid revision of beliefs about future performance as 
rational investors scramble to revise their beliefs 



• Investing is a fair game if the market is efficient 

• Investors cannot expect to earn excess returns, where the normal return allows for risk  

• A security’s price should follow fluctuate randomly over time 
o There should be no serial correlation of share returns 
o If a firm reports GN today, its share price will rise to reflect this news the same day 
o The market’s expectation about firm events will be unbiased on average 
o The only reason prices will change is if some relevant but unexpected news is reported 
o Unexpected news will occur randomly, and hence the firm’s price should fluctuate randomly  

 
How do market prices fully reflect all available information? 

• The answer:  
o Investors’ estimates of security values must be, on average, unbiased. 
o The differences in forecasting ability of individual forecasters tend to cancel out when combined, 

leaving a market price that outperforms the ability of any of the market participants 
o The market does not systematically misinterpret the valuation implications of information 
o Any one individual may not be correct, but on average the market uses all available information 

� Individuals’ estimates are subject to RANDOM error, but on average, that random error 
of a group = 0 

� Experiments have found that the group’s average is very close to the underlying value of 
the figure being estimated 

o Assume individual decisions are independent so that individual differences cancel out in their 
effect on price 

� If a sufficient number of investors display a collective bias in their reaction to new 
information, the resulting share price will be bias, or if investors’ views reflect that of a 
dominant investor  

o Therefore, the market price fully reflects all publicly available info 
 
If the market is efficient, what does this mean for a rational risk-averse investor?  
• Investing is a fair game – an individual cannot earn abnormal returns  

o If the market is efficient, all stocks are priced so that anyone who purchases the stock will earn a 
rate of return that will compensate them for the systematic risk of holding that stock. Normal rate 
of return, not one that is in excess of bearing that risk. 

• Market prices follow a random walk 
o Today’s change in price tells you nothing about the direction of tomorrow’s change in stock price 
o Past price changes do not predict future price changes 
o We do not know what will happen in the future 
o All of today’s news is impounded in today’s price but we don’t know what will happen tomorrow 

• The naïve investor is price protected by an efficient market 
o If the market is efficient, all public information would be fully impounded in the stock prices. 

Therefore, if you were an uninformed investor and the market is efficient, the stock would be 
priced correctly. You can just buy the stock – no need to research and seek information about 
price as all information is already reflected in the price! 

 
Eugene Fama – efficient market hypothesis 

• Examined short-term predictability in the 1960s 
o Past price changes cannot predict future price changes – prices follow a random walk 
o New information is quickly incorporated in prices 
o When new information is announced, it is immediately impounded into stock prices in an 

instantaneous manner 
 
 
 
 
 
If prices are nearly impossible to predict over days or weeks, then shouldn’t they be even harder to predict 
over several years?  
• The answer is no, as Robert Shiller discovered in the early 1980s.  

• Claims that markets are not efficient (next week) 

• He found that stock prices fluctuate much more than corporate dividends, and that the ratio of prices to 
dividends tends to fall when it is high, and to increase when it is low.  



 
Implications of Efficiency for Financial Reporting 

• If the market is efficient, investors are pricing expected future cash flows of firm using publicly 
available information (including accounting information) 
o When valuing a stock, we only use information if it affects expected future cash flows 

• Therefore only accounting information that affects expectations of future cash flows is priced 
 
Implications of Efficiency for Financial Reporting (if the market is efficient…) 
1.  Accounting policies adopted by the firms do not affect security prices (assuming no differential 

cashflow effects and full disclosure) 
o Choice will not matter/affect stock price 
o Eg1. Two companies are exactly the same except they use different depreciation methods for 

the exact same truck. Their earnings will differ but if the market is efficient and all information is 
disclosed, investors will understand that the acc policy choice will not affect future expected 
cash flows so both stocks will be priced in the same way. 

o Eg2. Accounting standard requires employee stock options to be expensed and recognized in 
the income statement. Previously, they were simply disclosed. The company’s reported earnings 
has declined but their future expected cash flows are exactly the same. An efficient market 
would understand that the change in acc policy choice would not affect expected future cash 
flows and therefore will not react to the change in reported earnings simply due to the change 

o Investors only interested in future cash flows & dividends 
� Policy chosen will only affect net income, not cash flows or dividends  

2. Full disclosure enhances efficiency 
o All info will be used, managers should disclose as much as cost-effective 

� All publicly known information will be used 
� If a market is efficient, it does not matter whether you report this in the financial reports 

as an asset, liability, etc  
� As long as you disclose it somewhere, a fully efficient market will entangle the 

implications of that information on future expected cash flows and impound it into the 
stock price 

� Disclosure is important, recognition isn’t  
o More disclosure, less concern about inside information 

3. “Naïve” investors are price-protected 
o If enough investors understand the disclosed information, they will engage in buy/sell decisions 

on the basis of that information, moving the market price towards its efficient level 
o Naïve investors can hire their own experts to interpret the information for them or they can mimic 

the actions of the informed investors  
o Might not need to prepare reports in a simple and understandable manner as efficient investors 

will fully impound the information into prices so there is no need to present simple fs to naïve 
investors. 

4.   Accountants are in competition with other providers of information 
o Must provide relevant, reliable, timely and cost-effective information (relative to other sources) 
o Responsibility to public 
o There may be other information providing services that present information more efficiently and 

timely than accountants and that information would have already been incorporated into share 
prices, so accountants may be redundant 

 
 
 
 
 
 
Is there information asymmetry in an efficient capital market? 

• Yes, given the chosen definition of information asymmetry. Efficiency is only with respect to publicly 
available information.  

• Corporate managers still have more information (insider information) than the information available 
to the public. 

• If the (insider) information is not available to the market, they cannot impound it into security prices 

• Insider Information may not be in price, giving rise to information asymmetry 
 



Inconsistency 
� If prices are fully informative then there is no motivation for us as investors to acquire additional 

information, we can simply rely on the price in the market as it would be efficient.  
� We would believe we are price protected, so we won’t undertake information search and as a result, 

prices will no longer be true, then we will no longer be price protected.  
� However, this does not occur because we know there are insider information and hence excess 

returns can be obtained. Therefore, we are motivated to search for more information to gain excess 
returns. 

 
 
Is come degree of information asymmetry good or bad? 

• Good: encourages information search 
o Information asymmetry implies that there is some information that is not impounded in stock 

prices (eg, they might find an undervalued share and buy it. In doing so, the price of the 
share will increase, pushing it towards its true value) 

o Creates ince 
o Creates incentives for economic agents, such as analysts and fund managers to do research 

to discover that uncovered information, which may lead to the possibility of finding abnormal 
returns 

o From a society point of view, their research will effectively result in the information more 
quickly being impounded into prices. Eg when they discover an underpriced stock, they 
purchase the stock and this partially pushes up the price of the stock 

• Bad: Gives rise to Adverse selection 
o If information asymmetry exists, then there is a potential for a counter party to have better 

information than you, and that creates an information risk from your viewpoint. Gives rise to 
adverse selection problem and moral hazard problems! 

o Inside information may give rise to insider trading 
� Even if securities market prices fully reflect all publicly available information, it is still 

likely that insider know more information than outsiders  
� They may take advantage of this information to earn excess profits. This is adverse 

to the interests of investors, hence adverse selection problem.  
� Investors will be aware of this estimation risk and will lower the amounts that they 

would otherwise pay for the shares to reflect their expected losses at the hands of 
the insiders  

 
 
Social Implications of Adverse Selection 

• Security prices do not reflect fundamental value 
o Information asymmetry suggests that there is some information that is not reflected in the stock 

price, therefore investors are aware of the estimation risk  
o Since investors don’t know which firms are would subject them to the adverse selection 

problem, they might withdraw from the market or lower the amount they are willing to pay for any 
security. 

o As a result, firms with high quality investment projects will not receive a high price for their 
securities and they will underinvest relative to the socially efficient level 

o  stocks might be under or over priced in the cross section. Therefore, as a society, we are 
misallocating capital. 

o Stock prices guide the allocation of capital away from underperforming companies to high 
performing companies 

o Misallocation of scarce resources 

• All share prices suffer (cost of capital increases) 
o All shares can suffer if one stock is mispriced 
o Due to information asymmetry problems, we know that some stocks are mispriced but we don’t 

know which ones they are 
o If you don’t know which stock is mispriced, you will lower the offer price for all stocks  
o Increases Estimation or Information risk 
o Thin markets as investors withdraw 
o Akeloff’s (1970) Markets for Lemons 

� Analogy with used car market 
o In extreme cases, market collapses or doesn’t develop in first place 


