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Abstract

Market efficiency is one of the most important topics in financial theories. Efficient Market
Hypothesis (EMH) has been the dominant theory until the 1980s. However, from the 1980s, more
and more evidence showed that there were a lot of anomalies in the capital market.
The volume and volatility of stock market is too large, people can predict the stock
return not only from its historical price, but also from the new public information.
And the trading prices of closed-end funds are far away from their net asset values.
These anomalies are the first challenge to EMH.

The proponents of EMH try to say that it’s not because of market inefficiency,
but because of the mistake of the Expected Return Model, or Capital Asset Pricing
Model (CAMP), and the mistake of methodologies. They believe that most of the
anomalies will disappear when using three-factor model instead of CAPM.

However, the challenges never disappear. By introducing the psychology of
investors, Theory of Behavioral Finance tries to beat EMH completely from empirical
evidence and theory.

This paper focuses on the controversy between the EMH and the Theory of
Behavioral Finance. The rest of the paper is organized as follows. Chapter 1
introduces the theory and empirical studies of EMH. Chapter 2 talks about what
anomalies were found in the market. Chapter 3 describes explanations about the
anomalies from proponents of EMH. Chapter 4 and 5 show the critics from behavioral
finance to EMH from empirical evidence and theory, respectively. Chapter 6
concludes the focus and outcome of this controversy, and the further engagement

about Theory of Behavioral Finance.
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