





The Efficient Market Hypothesis <here> is a 
theory which states that share prices reflect all 
information. In other words, stocks always trade 
at their fair value on exchanges. So when 
markets move up or down quickly, what should 
investors make of dramatic price movements? 

A good place to start is with prices themselves. 
Prices reflect discount rates applied to the 
expected future cash flows of companies. One 
can interpret these discount rates as the expected 
return demanded in aggregate by market 
participants to hold shares of a company. Equity 
markets process approximately USD $650 
billion with of trades on an average day. The result of such activity is prices reacting to a vast 
amount of information relevant to discount rates. 

The link between prices and expected future cash flows through discount rates gives us a 
framework for interpreting changes in prices. If a stock’s price goes up, either expectations of 
cash flows have gone up, or the discount rate went down. In the case of the latter, a stock price 
moving higher means lower expected returns.  

Aggregate demand for securities and therefore discount rates can be driven by many variables. 
Investors may assess a company’s exposure to a myriad of risks, such as sensitivity to 
macroeconomic variables (inflation, interest rate changes, GDP growth, etc), its volatility and 
susceptibility to regulatory changes, just to name a few. The riskier the investment, the higher the 
discount rate. 

But investor tastes and preferences also play a role in setting discount rates for securities. If 
market participants prefer one company over another, the rate of return demanded to hold that 
company’s stock may be lower than another stock for that reason alone. This effect is analogous 
to colour preference of car buyers. If enough shoppers are averse to primary colours, you may be 
able to get a relative discount on that new, Big-Bird yellow car!  

Nearly a century of empirical data tells us that institutional firms can use market prices to 
systematically identify stocks with higher expected returns. This approach is indifferent to the 
specific considerations driving differences in discount rates. And the evidence for relying on 
market prices spans a history of different economic environments. 

https://www.investopedia.com/terms/e/efficientmarkethypothesis.asp


What hasn’t generally benefited investors is 
attempting to outguess markets and identify 
mis-priced securities. The degree of difficulty in 
anticipating market movements more quickly 
and effectively than the million of other market 
participants is consistent with the paucity of 
professional investment managers that have 
been able to outperform passive benchnarks. 
Our partnership with Dimensional is predicated 
on their adherence to the Efficient Market 
Hypothesis and their approach to harnessing the 
power of capital markets, not trying to outguess 

them. The strong performance of their funds are helping our clients realize their financial goals, 
including financial security in retirement. 

Be safe, be well! 
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