HIGH QUALITY (Q4 DEC 2008)

MARKET MECHANISM

It seems to me that the market mechanism referred in the introduction is the flow of information from the company to the shareholders. This idea often referred to as the EMH (Efficient market hypothesis).

EFFICIENT MARKET HYPOTHESIS

The EMH hypothesis that information flows freely from the company to shareholders (and information that is then used rationally by shareholders)

COMMENT

So if markets are efficient then it is true that additional disclosure is not required

EVIDENCE

EMH is old and much researched so there is plenty of evidence but the evidence is contradictory.
EVIDENCE OF EFFICIENCY

One piece of evidence often put forward as evidence of efficiency is that often markets hardly move often announcement. Almost as if the markets already knew. The believers in EMH say this is because the market did know.
EVIDENCE OF INEFFICIENCY

But there is loads of evidence that markets are inefficient. Often if appears markets do not even understand the information presented to them.

ENRON

A classic example is Enron. It is true that Enron Financial Statement were manipulated. But it is also true that the Cash Flow Statement showed a huge cash outflow.

INTERPERTATION

But the US markets failed to interpret this information precisely because the disclosure in the Financial Statement was so dense and complex that market place gave upon the Financial Statement.

SINCE
Since then US Financial reporting has improved enormously and new standards on all areas have made US Financial Statements easier to use.

CUNCLUSION

This is why accounting standards are needed to help the market mechanism work efficiently for the benefit preparers and users.

