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A Christmas Story

Act One
At a Starbucks in Tacoma, WA
While drinking your eggnog latte one morning, you read in the newspaper that 2 litre bottles of Coke are selling in Seattle for $2.00.  This attracts your attention because you know you can buy 2 litre Cokes at your local grocery store for $1.50.  You decide to take advantage of this pricing anomaly, make a quick 33% profit, and fund some Christmas shopping.  At Safeway you fill up the back seat and trunk of your car with bottles of Coke.  In fact; you need a rope tied to the bumper to hold the trunk closed.

Entering I5 northbound, you notice that the traffic is unusually heavy for a Tuesday morning.  "Must be a lot of Christmas shoppers on the road today," you say to yourself. You see another interesting thing.  There are many cars that have rope tying the trunk to the bumper, and you see several pickup trucks filled with bottles of Coke.  You think to yourself, “Coke must be the Christmas gift of choice this year.”

Traffic is very heavy as you approach Seattle; you turn off and head towards the holiday lights of the Seattle Center. You think this will be the perfect location for your entry into the retailing business.  Suddenly, you realize that on almost every corner someone in a Santa Claus suit is ringing a bell and selling 2 litre Cokes for $1.25.  You don’t even bother to stop, get back on I5 and head home - just one more money-losing investment on your part.  What in the world went wrong? You ask yourself, “Do I know anyone who would like Coke for Christmas?”  

Welcome to the world of the efficient market.  When news is transmitted instantly and is accessible to everyone, the ability to profit from a temporary mispricing vanishes quickly.  It doesn't matter whether you're selling Cokes or shares of Microsoft, prices rapidly correct as equilibrium is produced between supply and demand.  

In our story, Cokes were in short supply in Seattle last night.  Unfortunately for you, this became public knowledge. Entrepreneurs attempting to take advantage of the mispricing flooded the market with Coke, driving down the price. Did anyone make any money in this market?  Sure, the first few people who arrived in Seattle with trunks full of Coke.  By the time the news reached you, it was too late.

In economics classrooms, it's called the Efficient Market Hypothesis.   Today’s closing price of any stock represents the cumulative judgment of all decision-makers as to its value.    All the facts about a company are public knowledge and only new facts will change the current price.  These new facts reside in the unknowable future.  The next piece of information will be random as to whether it will be better or worse than the market expects. As a result, any stock's next price movement will also be random and unpredictable.  Once the new information becomes known, prices will instantly adjust. 

This explains why active management does not produce index beating returns over long periods of time.  Information is rapidly distributed to all money managers, generators of 90% of all trades.   The ability to take advantage of a stock that is either over or under priced for its true value, vanishes quickly.  For an active manager to succeed, he must be able to continually find mispriced securities of which his competitors are unaware. This cannot happen frequently enough to overcome the additional costs of trading, active management fees, and research.  Your active manager would love to have access to information not available to others, but this is not going to happen. Therefore, there is only one way he can succeed.  His analysis of all present known information must be correct while all others are wrong.  Unfortunately for you, all other major decision-makers are just as smart.  They attended the same universities, stare at the same computer screens all day and read the same reports.  A recent trend among mutual funds is also revealing.   According to the Wall Street Journal, fund companies are now moving away from solo managers and moving towards team management.    In this new environment, outperforming the competition will become even more difficult, since the few brilliant managers will be part of a decision making team, unable to act on their own.  Grandma would have instantly seen this as having too many cooks stuffing the Christmas turkey.    The logic of this argument against active management is undeniable and intuitively obvious. 

 So in the end, you waste a day driving to Seattle and come home with less money in your pocket for Christmas presents.  Does anybody win?  Sure, Seattle Coke buyers.

Act Two
On a street in Seattle, WA
Two passive index investors, Larry and Moe, are walking down the street discussing the virtues of the efficient market.  Larry looks down and says, "Hey Moe, there's a $100 bill lying on the sidewalk."  "That's impossible Larry,” says Moe. “If it was a real $100 bill, someone would've come along and picked it up by now."  "I guess you're right," says Larry.  They continue on their merry way, rejoicing over the fact that by paying no front end loads or active management fees they have saved enough money to buy their brother Curley an HDTV for Christmas.

So goes the old joke told by believers in active management.  I would change it slightly.  After Larry tells Moe about the $100 bill, Moe gives Larry a bonk on the head, an eye poke, and dives after the bill.  Moe knows that any $100 bill lying unclaimed on the sidewalk will not be there very long and this anomaly is not likely to occur again anytime soon.  People are just too efficient picking up unclaimed currency.  Only the first person on the scene can profit, and this profit is the result of random chance, not skill or intelligence.  If your fund manager puts a sell order in for 100,000 shares of Microsoft an instant before news hits the wire that Bill Gates and his secretary have disappeared and the corporate safe was found open and empty, don't confuse his incredible luck with skill or intelligence.

Act Three
Christmas Eve in the home of John and Mary Boomer
Twas the night before Christmas, and all through the house not a creature was stirring, not even Junior.  In fact, since his graduation from the U.W. last June, Junior has been sleeping until noon and spending most of the day on the couch with the TV remote in hand.  Long-suffering dad, regretting the fact that there is no such thing as Wasted Tuition Insurance, says, "Junior, you need to get a job -- go buy a paper and start looking at the help-wanted ads." Junior leaves and comes back a half-hour later humming the first few bars of "We wish you a Merry Christmas". Dad asks, "Why are you so happy?"  "I was walking down the sidewalk on my way to buy a paper and I saw these two funny looking guys walk right past this $100 bill.  They didn't even slow down to pick it up!" "Did you buy a paper?” asks Pops. Junior replies, "No, who needs a job when there are $100 bills lying on the sidewalk all over town?"

Of course, what Junior doesn't realize is that a random chance piece of good fortune cannot be expected to repeat itself on a regular basis.   Investing in actively manage mutual funds that have done well in the recent past is the financial equivalent of Junior looking for another $100 bill every day.  Many investors have an investment philosophy that can be summarized as trying to find the next Microsoft. (Passive index investors own the next Microsoft, but that's another story.)  Much like Junior's inevitably futile search for lost money, their efforts will bring frustration and disappointment.

For each of the last 12 months, I have tried find something interesting and educational to put in this newsletter.    Hopefully, you have found it a valuable addition to your financial education.  I have only one thing left to say for 2005 -- Merry Christmas to all and to all a good night.

Disclaimer 

  The information in this article is educational in nature.   It should not be considered as personal investment, tax or legal advice.   Investing in stocks and mutual funds involves risk and the potential loss of principal.   Historical data is from sources believed to be reliable.   Past performance is not a guarantee of future returns.
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