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Efficient market theory: It’s all relative

he efficient market theory,
or EMT, claims that it is
impossible for an investor

Diffusion of responsibility is
broadlydefined asasitustion inwhich
individuals in & group sssume less
personal respmnlbliily for negative

to outperfiorm the stock
market becs xisting
share prices already

and reflect all relevant information
and expectations.

Burion Malkiel, an economics pro-
fessor at Princeton University,
helped lay the foundations for EMT
in his book “A Random Walk Down
Wall Street.”

Tn it, he writes, “A blindfolded
chimpanzee throwing darts at the
Wall Street Journal can select & port-
folio that performs as well as those
managed by experts.”

As longtime observers and inves-
fors, we would like to set the record
straight —the stock market is any-
thing but efficient. As for the blind-
folded monkey, we do not doubt he
could mateh the investment perfor-
mance of many “experts,” but one
miust be carefiul when defining the
term “expert”

Mr. Malkiel defends his theary by
showing that during the past 30
yoars, more thnn two-thirds of pro-
fessional portfolio managers have
been sutperformed by the unman-
aged S&P 500 Index, and the manag-
ers who heat the index in one period
are unlikely to do so in the next.

This certainly provides compelling
evidence for EMT, considering that
mist investment managers are well-
edueated and experienced. Howe
er, wit believe thit when taken inits
proper contexd, the statistic cannot
only be explained, but provides sup-
port for our theory that the stock
market is inefficient

CANT GO WRONG BUYING INTEL

Established investment managers
and financial institutions have little to
gain by outperforming the stock mar-
ket and everything to lose by under-
performing. The slock market has
returned approximately 10 percent
per year over lime, and an average
investor would be happy with this
result 14 percent peryearwould earm
analysts and money managers a nice
paton the back, while 6 percent would
likely get them fired

As a resull, the majority of invest-
ment managers own a lange numberof
popular stocks such as Intel and
General Electric, many times in
excess of 50 to “diversify.” The end
result is a portfolio highly correlated
to the broad stock market or its
benchmark index, and when fees are
included, it is no surprise that more
than two-thirds of imestment man-
agers underperform. That a large
number of overprotective profes-
sionals settle for mediocre resulis
does not mean the markel itsell is
officiont. In fact, thelr actions help
maike the market less eficient

Each public company ﬁla it & boog
on Wall Street, such nall-cap
growth,” “mid-cap value” or “emerg
Ing international growth.

To appeal to consultants and other
Institulional clients, many investment
managers adopt management styles
that fit into these boxes, effectively
limiting theiropportunities. Each box
mlg]\lmnmlnmmdm(tmI‘QDrlmand
when the boxes are pl

larger. On Wall Street,
diffusion of responsibility might
sound something like this — “We all
ook a hit" or “No one saw this
coming”

In this regard, it makes perfect
sense 10 us that Mr. Malkiel recom-
mends Jow cost index funds as an
appropriate stock market Investment
vehicle. Compared with most mutual
funds, they are in fact an excellent
choice. Compared  with e
management of & small portfolio, they
o not measure up.

argue, and it is also what makes the
same stock chesp on some deys and
expensive on others. One of the
clearest laws of economics is “supply
and demand.” When there is more
demand for a stock than supply, its
price will go up, and vice versa
However, supply and demand are not
i und are not

money privately or start more lueea-
tive “hedge funds,” instead of man-
oging less flexible public mutual
funds,

EVIDENCE TO EMT CONCLUSION

Itis notuncommeon forzealots touse
selective data to support a predeter-

A company. Bﬂruanllllbr.ﬂlm said it
best

market isavoting machine; inthe long
run, the stock market is a weighing
machine.” Or, as others have pointed
out, day-o-day the market is driven by
emotion, butinthe longrun the market.
rewards earmings.

mined to the point where
they refuse to acknowledge evidence
that contradicts their beliel. As one
story goes, a linance professor and a
student come upon a $100 bill lying on
the ground. The student stoops to pick
it up. “Don’t bother,” the professor
says. “If it was really & $100 bill, it
wouldn't be there."
M

Large public ¢ Men have
as many as 10 or 20 analysts covering
them, and guess what happens when
um of these companies misses astep?
ks in: No

“Expert”Wall Streetana)
cease (0 amaze us with their pl’l’dlt‘-
tions for the future, especially in the
technology sector. It is common prac-
tice for analysts to create complex,
discounted cash-llow mod-
ols that predict growth

amb'sl wants to be the last to down-
grade o stock, and no one wants to be
holding Lhe bag when the Last inveslor

believe the mar-
ket cannot be beaten over time, and
they gather evidence thal supports
their beliel Such evidence is easily
found in the “experts" who cannot
reliably beat the market. Proponents
conveniently ignore the consistently
successful  investors,  partially

moves pastures. s like
aparty where the lastone to
leave has to clean up:

place (workhorses, mll-illn\: Eol;‘s]
nmi men]l_-, because they invalidate
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ing Mture cash fows, but ~ and Attieus o0y, 4y for investors to
moreas i “cocktail napkin” Lowe company’s stock price, mni chuom from, each an entirely differ-
ealoulation thana means of il may create opportunity  ent organism with & unigue capital
finding an exact price for others. In addition, structure and its own problems and
una‘t thanks 1o mod hnology, trading Al amy given time, each

are now available to mil-

ﬂ‘!’-‘u ratio of 25 must earn its current
year's profit for 25 years (after
accounting for options) before an
imvestor would effectively reclaim his
principal. Justifying this multiple
means that & grest number of
azsumptions must hold true over a
long period of time, including fsture
market share, pricing power and
growth rates. A P/E of 25 is not neces-
sarily unreasonable, bul investors
should have agreatdeal of confidence
befiore buying in.
Weareconfident that people will be
chewing gum in the year 2080, but will
they still be using Cisco routers or
Blackberry devices built by Research
In Motion? Possibly, but the future s
uncertain, and the risk is high. Inno-
vation in technology is a juggernaut
with low barriers to entry and a
seemingly endless amount of capital
rhasing the next improvements

lions of emotional investors with itchy
ingers, adding to the market’s vola-
|II|:) and inefficiency.

Humsn emotion 15 quite possibly
the most diflicult aspect of investing.

company may be underpriced, fairly
priced, or overpriced relative to an
investor's alternative opportunities
such as real estsle, bonds o other

stocks.

Similar to Albert Einstein's theory
of relativity, we believe that every-
thing in the stock market is relative
and must be taken in its proper con-

Trulysuee
thing in common — patience. Buying
astock for $50 per share and watching
the price drop to $40 is extremely
vexing, and the temptation to sell
before it drops further is a common
reaction. Stop loss orders and margin
ealls get triggered in the process, and
an all out stock massacre occurs on
occasion. Such was the case in 2002,
when vizble businesses were trading
at or below net cash value.
Owning a share of stock is the same
asowning partofabusiness, and when
a share drops from $50 to $40, the

lext we do not believe that
market-beating retumns can  be
achieved over the long run by using
trading strategies based on technical
analysis or specific valuation matrix.
Nor should we base decisions on his-
torical patterns that have been iden-
tified by scientificinvestors promising
arbitrage opportunities. Lel us not
forget the “Super Bowl Indicator,”
which has been a fairly accurate pre-
dictor of how the stock market will
perform based onwhich team wins the
Super Bowl

We consider inefficiencies to e

and listic expecta-
lwus create irrational belavior b:..

ownership remains the same. . This is

imvestors who have litthe
base decisions on.

Warren Buffell: [ dont have the
faintest idea how to evaluate what
telecom companies will look like
down the road. | only understand a
little of what they do. [ suppose if you
gave me some information, T could
regurgitate it back to you, but in terms
of understanding their economic
charncteristics down the road, [ don’t
know, Charlie, what do you know
about the telecom business?

Charlie Munger: Less than you do.
Mr. Buffeti: Then you're in trouble.
I people will be drinking Coke,
wing Gillette blades and eating
Snickersh d

create a “diversified” portfolio, llw
end result is a mediocre performing
investment vehicle with layers of fees.
This is a classic example of “di-

arough ideaofhow much profit they'll
be making But I don't know anything
shout telecom. It doesn't bother me.
Somebody will make money on cocoa

an as many
investors view a share of stock as a
piece ol paperwith a price attached to
it, when in fact it is a fractional own-
ership of o business and its future
profits. An investor must make deci-
sions based on the value of the busi-
ness, nol the value of the stock.

WHAT ABOUT WARREN BUFFETT?

Oneobvious response o EMT isthis
question: How have Warmen Buffell
and Charlie Munger of Berkshire
Hathaway continued to trounce the
performance of the broad stock mar-
ket for 50 many years? EMT propo-
nents might dismiss Berkshire as &
rareanomaly, butwhen one looksback
at the majority of its major invest-
ments, one generally says, “Wow, that
really made sense.”

By concentrating its investments in
asmall numberofcompanies, many of
Berkshire's investments made a sig-

and limit our invest-
ments to what we believe are the best
10t 15 opportunities (within our cir-
cle of competence) in the entire stock
markoet. It is our belief that concen-
trating our investments in a small
number of thoroughly understood
companies lowers our risk of losing
eapital and enables each selection o
have o meaningful allect on our
results. Beyond ownership of 12 (o 15
stocks, we feel the benefits of diver-
siflcation are marginal

By monitoring a list of companics
within our circle of compelence and
contimuing to add companies to the
list, we are sble o see and take
advantage of opportunities as they
ocenr. If few opportunities cross our
path, we maintain o greater cash bal-
ance, but with more than 10,000 com-
paniesiochoose from, wearenot hard

St

EMT claims that the stock market
cannot be beaten, except through
insider trading or incredible luck
Forgive our trite response, but as the
old saying goes, “The man who says it

worsification,” taking the prudent beans, but not me. I dont worry about  nificant impact on its portfolio and

practice of diversification 1o what I don't know — I worry about ded investors hand: Had

counter-producti 3 being about what I do know, Gillette and Coca-Cola ltpmscllled
To further illustrate the conceplof  Mr. Munger: Berk initshistory 1 percent of

di-worsification, let us reference the
copcept known a5 “diffusion of
responsibility.”

This social psychological phenom-
enon has been studied since 1964,

has made money betting on sure
things.

LEMMINGS FOLLOW WALL STREET

wheen st least 38 people the
murder of Kitly Genovese in New
York City, and not o single person

helped her or even called the police.

Wi i [the stock
markel, famous financier Bemard
Baruch replied, “It Muctuates™

This is one truth that no one can

punfnlm an original Ehall nf Brrk
would noth

the man who is doing it™

Poul va'nim is the, ﬁrmﬁrr af Kinko's

today. In other words, Mr. Buffett and
Mr. Munger excelled by betting big
when they knew the odds were in their
favar.

This brings us to another point
Muny of the world's most talented
investors choose to manage their own
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WEsT COAST ASSET MANAGEMENT, INC

and of West Coast Asset
Management Larnee Heffert is WCAM's

it and Atticus Lowe i vice
president. They can be reached ol
imfoEpcamine.com. The principals of
West Coast Asset Momapement, or its
elients, may own shares i the compa-
mies 1evitten about in this columm.




