Stock Price Movements

Are Unpredictable

An Interview with Burton G. Malkiel

Article Highlights

e Neither individuals nor professionals can predict the stock market’s direction.
e The patterns identified by technical analysis are not real; rather they are typical of a random series.
¢ |ndividual investors should, at least, have the core of their portfolios in low-cost index funds.

Burton G. Malkiel is a professor of econom-
ics at Princeton University. The 10th edition of
his widely read book, “A Random Walk Down
Wall Street: The Time-Tested Strategy for Suc-
cessful Investing” (W. W. Norton & Company,
2011), was published in Jannary. 1 spoke to bim
about the case for using index funds.

—Charles Rotblut, CFA

Charles Rotblut (CR): Conld you ex-
Pplain the term “random walk’?

Burton Malkiel (BM): Basically,
the concept is not that the market is random or capricious,
really, just the opposite: that the market is quite efficient in
reflecting new information and when news arises that’s true
news, the market adjusts without delay. The true news is
unpredictable—in other words, if we have a headline today
that says “New York digs out of yesterday’s storm,” that’s
not news. What was news is that the storm was much bigger
than anybody had predicted. So the true news is random or
unpredictable. It’s something that you didn’t know before,
such as “Egypt s in crisis.” The markets will then react with-
out delay. But since you can’t predict true news, the market
is generally unpredictable. It’s not that it’s capricious; quite
the contrary: It’s that it reacts to unexpected events. And if
you could predict the unexpected events, you could predict
the market. But since you can’t, markets are unpredictable.

The term “random walk” was first used in the science
magazine Nature. The problem presented was to try to find
a drunk who was left in the middle of a field at midnight.
Since you have no idea where the drunk is going to go, the
question was, how would you begin the search the next
morning? The answer was to begin at exactly where you left

the drunk, because you can’t predict in
what direction the drunk is going to go.
The drunk will stagger randomly around.
When you look at it, the stock marketlooks
very much like that kind of random walk
where tomorrow’s price change is pretty
much unrelated to today’s price change, and
it’s basically unpredictable. So the idea is
that neither individuals nor professionals
can predict the short-run direction of the
stock market.

CR: Since everything has become computerized, and trading firms
try to get as close as they can to an exchange, do you think that the
speed at which new news gets priced in has accelerated?

BM: Yes, if anything it should make the market even
more efficient. I think that you are exactly right, that this
new kind of trading, where you have an advantage if you
are milliseconds before somebody else is something that will
make the delay even less and would cause the adjustment of
markets to news to be essentially simultaneous. And when I
say “simultancous,” I mean within milliseconds.

CR: The flip side is that—and I know you're against technical
analysis—some people try to argue that they can look at charts and
identify trends and patterns.

BM: Well, that’s exactly the point; that’s exactly the dif-
ference between the “random walk” view and the view of
the so-called technical analysts who can “see” patterns. When
you examine those “patterns” with sophisticated statistical
analysis, you realize that they don’t exist; they’re nothing more
than the runs of luck of any gambler.

Let me give you an example. A teacher has a class write
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taxes, because short-

down simulated sets of numbers for
random flips of a coin; in other words,
to write down “Heads, tails, heads, tails,
tails, heads, tails.”” One student is asked

to flip a real coin. And the teacher says,
“Put them all on my desk after you’ve
done these simulated and actual flips
of a hundred coins.” Then the teacher

term capital gains are taxed at regular
income tax rates, whereas long-term
capital gains today carry only a 15%
tax rate.
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CR: What abont
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Figure 1 Continued

. 2010 Expected
Z,” that that can be/p Rate of Return | Length of Time Investment
investors? TYPE OF ASSET before Income Must Be Held to Get
BM: Well, most Sleeping Point Risk Level Taxes (%) Expected Rate of Return

people on Wall Street )
are fundamental ana- Nightmares DIVERSIFIED PORTFOLIOS OF 8-9 Same as above. The

. not RELATIVELY RISKY STOCKS OF average expected return
lysts, and certainly uncommon | SMALLER GROWTH COMPANIES assumes a fairly long
that’s how money is but, over the Risk Level : Substantial risk. In any one investment period and can
managed in the main. long run, well year the actual return could be negative. only be treated as arough
What my book has rested Diversified portfolios of very risky stocks guide based on current
done in each edition is have at times lost 50% or more of their conditions.

, . value. Good inflation hedge.
to say, okay, I’'m skepti-
cal that it works, let’s Vividdreams | DIVERSIFIED PORTFOLIOS OF 8-11 Plan to hold for at least 10
look at how people apd occasional | EMERGING-MARKET STOCKS years. Projected returns
so-called “running nightmares Risk Level : Fluctuations up or down impossible to quantify
money” with funda- of 50% to 75% in a single year are not precisely.
. uncommon but have diversification
mental analysis have benefits,
done. Every time I
put out a new edition, Bouts of GOLD Impossible to | High returns could be
Insomnia Risk Level: Substantial risk. Believed

and it is certainly true
of the 10th edition, I
ask, “this is my thesis,
does it work?” Every

to be a hedge against doomsday and
hyperinflation. Can play a useful role in
balancing a diversified portfolio, however.

earned in any new
speculative craze as long as
there are greater fools to be
found.

predict

time I do it, I find that
two-thirds of active

Source: "A Random Walk Down Wall Street,” 10th Edition, by Burton G. Malkiel (W. W. Norton & Company, 2011).

managers using funda-

mental analysis are beaten by a simple
index fund, and those in the one-third
who win in one period are not the same
ones who win in the next period.

There’s also a chart from the de-
cade of the 2000s in the 10th edition
that looks at 14 mutual fund managers
using fundamental analysis who had
beaten the market in every single year
for nine years; the ones who clearly look
like they know what they’re doing. The
book shows that in the following year,
only one of the 14 beat an index fund.

Sure, you can get a lot of heads in
a row when you’re flipping a coin. Sure,
the reason you’ve got an average is that
some people are going to be above the
average. But they’re not above average
all the time, and in fact, the majority of
them are very much below average. The
thesis that a simple index fund can be
the best thing for the individual investor,
I think, continues to hold.

Now I realize that telling people that
you can’t beat the market is like telling
a six-year-old that Santa Claus doesn’t
exist, and I think it is fine if you want

to buy some individual stocks. It’s OK
if you think you have spotted a trend
that other people haven’t spotted and
that you’ve got something that’s really
going win. Do it. But at least put the
core of any portfolio in low-cost index
funds. And then you can try to pick
individual stocks with very much less
risk to the whole portfolio because its
core is indexed.

I’m very skeptical: I don’t think that
you can do it, and I don’t think profes-
sionals can do it. But you want to have
some fun? That’s fine. I think anyone
with a gambling instinct will probably
want to do a little selection on their own.
But do what institutional investors now
are increasingly doing: Index the core
of the portfolio. And then if you want
to make some bets around the edges,
that’s fine, and you can do so with very
much less risk.

CR: 1n terms of individual stocks, you
talk a bit in_your book about companies that
can “build castles in the sky.” Can you elaborate
on that a little bit?

BM: Think to early 2000, which was
really the beginning of the Internet tak-
ing over. I remember people telling me,
“The retail store is a thing of the past;
everything is going to be done over the
Internet. It will completely transform the
way we live, the way we shop, the way
we learn.” You know;, that’s right, but
what happened was, Internet stocks got
priced at over 100 times earnings. And
the crash that followed was absolutely
devastating for many people. Even a real
company like Cisco Systems (CSCO)
lost more than 90% of its value after
the Internet bubble popped.

1t’s not that the Internet wasn’t real.
It was and is real—it has transformed
the way we live; it has transformed the
way we shop—but that doesn’t mean,
as with any of these transformative
technologies, that you can necessarily
build the stock prices up to the sky.
This may very well be happening now
with cloud computing, You see a stock
like Salesforce.com (CRM) selling at
more than 200 times earnings. It’s not
that they don’t have something that’s
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very important, they do. But there’s a
tendency, when you have something new,
for investors to pay too much for these
ideas, and in general, they’ve turned out
to be very, very bad investments.
Now, again, what I say is, if you
think, “No, this time, the market’s got it
right. Salesforce.com’s growth process is
so great that it’s worth 200 times earn-
ings,” then fine, go out and buy it. But
don’t have these kinds of stocks as your
total portfolio. Don’t have a portfolio of
the hot stocks, the Salesforce.coms, the
Lululemons (LULU) of the present. If
you want to play that game, that’s fine,
but have the core of your portfolio

in low-cost index funds that are very
broadly diversified.

CR: And what about individual stock-
picking of small-cap value stocks? I know
Lbbotson has shown higher long-term returns
Jor both small-cap and value stocks.

BM: I think that there is evidence
that small-cap stocks have generally
done a little better than large-cap stocks,
and this is a big controversy within the
economics profession. Some people say,
“Well, that shows you the market isn’t
efficient, because otherwise you couldn’t
make more money by buying small-cap
stocks.” The other explanation is that
small-cap stocks tend to be riskier, and
the idea that markets are efficient does
not mean that if you take on more
risk, you shouldn’t get a higher rate of
return. The idea is that instead, risk
and return are related, and if you take
on more risk, you should get a higher
rate of return. The fact that some of
these patterns hold historically is not
inconsistent with efficient markets and
may simply reflect that risk and return
are related. The second point to make
on this is that while it’s true that small
has generally done better than large, and
“value” has done better than “growth,”
it doesn’t happen every year, so it’s not
a sure way of getting higher rates of
return each and every yeat.

CR: 1o go back to indexing, the one
question 1 hear—and 1I'm sure you've heard
the same thing—is that indexing didn't work
over the last decade. What is the answer to

people who have the perception that indexing
bas failed?

BM: This is probably the best les-
son for investors in the book. The first
decade of the 2000s has been called the
“lost decade,” because most people lost
alot of money. They lostin index funds,
they lost more if they were invested in
growth funds. But if they were diversi-
fied across markets and different invest-
ments, and they rebalanced each year, 1
find that they could have doubled their
money during the “lost decade.” This
isn’t something I made up after the fact.
This is using the asset allocations I have
had in earlier editions of the book. The
thing you needed to do was to have some
bonds in the portfolio and you needed
to be diversified internationally, includ-
ing in emerging markets. You shouldn’t
have a portfolio of simply U.S. stocks.

In terms of the stocks, youdon’tjust
buy the S&P 500 index. To the extent
that you're in the U.S., you buy a total
stock market fund, which includes all of
the small companies—something like
the Wilshire 5000 index or the Russell
3000 index. And, secondly, the US. is
only about 20% of the world economy.
You don’t just buy U.S. stocks; you buy
foreign stocks, and you buy emerg-
ing market stocks. It’s something I've
emphasized in the 10th edition of the
book. China is now about 10%, at of-
ficial exchange rates, of the world GDP
(gross domestic product), and if you
make a purchasing power adjustment,
it’s probably got 13% of the world’s
GDP. You want to have a very strong
allocation to emerging market stocks,
and you want to rebalance those alloca-
tions once a year. What I show is that
if you used the allocations that I’ve had
in my book over the years, then even
in this “lost decade,” using index funds,
you doubled your money. You had to be
very broadly diversified, with not only
stocks but stocks and bonds, and not
simply U.S. stocks, but U.S. stocks and
foreign stocks, including a very strong
allocation to the emerging markets of the
world, which are growing much faster
than the developed world.

CR: W hat about gold? 1 know you wrote

about a 5% allocation to that.

BM: I think that’s fine. I think com-
modities are going to be higher in price
over time, but my preference would be
to do it through companies. Rather than
buying gold and copper, which are two
commodities that have been very strong,
I would rather buy individual companies
that mine these metals. I think it would
make a great deal of sense to get com-
modity exposure through your stocks.
Make sure you are sufficiently diversified
so that you have some natural resource
companies.

Again, that goes back to what I said
about being diversified internationally.
One of the countties of the world that’s
doing so well now is Brazil, because it
is a country that is very rich in natural
resources. Brazil has the biggest oil find
in the Americas. Brazil’s got the copper
and lots of agricultural land. You can
access countries rich in raw materials
with index funds—a Brazilian index
fund, an Australian index fund. Australia
is doing very well, because it is very rich
in natural resources, iron ore and so
forth. My own preference would then
be, rather than buying the raw material or
the gold bullion itself, which doesn’t pay
any dividends, to get exposure through
owning stocks of producers.

CR: In terms of index investing, some
peaple prefer equal-weighted indexes versus
the market-cap-weighted index funds. Any
thoughts?

BM: You take on a little more risk
with an equal-weighted index because it
takes a small company and gives it the
same weight as Exxon Mobil (XOM) and
Apple (AAPL). It’s a way of getting a
small-cap effect. I think it is something
you could do; however, there are some
problems with it. You have to rebalance
very often and that may incur transac-
tion costs and higher taxes. I do some
rebalancing, but only once a year, so that
if I do sell some of the things that have
gone up to bring the allocations back to
equal weight, at least I pay a long-term
capital gain rather than a short-term
capital gain.

CR: Many of our members are in retire-
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ment, so theyre faced with a required mininum
distribution. In terms of rebalancing, how do
they factor that in?

BM: What I always want to do is
minimize transaction costs. So in a year
like 2010, say, which was a good year, 1
would use the asset class that went up
the most and take the money out of
there. In other words, I'm going to get
my rebalancing in the same way that I
get my minimum distribution. To make
a simple example, let’s say you were half
stocks and half bonds, and the year is
2008. The stock market fell out of bed
in 2008; the Federal Reserve had begun
its program of reducing interest rates,
so bonds were way up. In that kind of
portfolio, you take your minimum dis-
tribution out of the bonds part. You’re
taking the minimum distribution and
you’re rebalancing at the same time.

CR: Regarding bonds, if you're indexing
bonds, there’s a lot of fear about what will be
bappening with interest rates. Do you suggest
peaple just index the bond portion and not
worry about interest rates?

BM: You can never predict what
interest rates are going to do, any more
than you can predict what the stock
market will do. I suggest you have a
total bond market index. I know a lot
of people think interest rates are too
low and the bond market is not a good
place to be. It’s true that government
interest rates are low, but the fact is that
there are still some good risk premiums
on corporate bonds and on the old
Build America bonds, particulatly as
people now are so worried about our
municipalities. A total bond market fund
should be a part of the portfolio. It not
only has government bonds but it also

has corporate bonds, Build America
bonds and so forth. Don’t think you’re
going to be able to predict interest rates.
It’s quite possible that the low interest
rates on government agency securities
and government bonds could last for a
very long period of time. That’s what
the Federal Reserve said at its recent
meeting and has said at every previous
meeting. So, yes, bonds should be part
of aportfolio. Don’t try to outsmart the
market and say, “No, stocks are better
than bonds now” or “Bonds are better
than stocks.” You cannot do that kind
of timing—nobody can do it, neither
individuals nor professionals.

CR: | know you've talked about closed-
end funds as an alternative to mutual funds.
Can _you comment on that?

BM: I'm skeptical of active manage-
ment. Closed-end funds are generally
actively managed funds. And while I’'m
skeptical that they can beat the market,
if you can buy a closed-end fund at a
20% discount, you are buying assets at
80 cents on the dollar. Then even if the
manager can’t beat the market, you’re
going to beat the market because you
bought $100 worth of assets for $80.
Closed-end funds, when available at at-
tractive discounts, are even better than
index funds, and I have, in the 10th
edition of the book, listed a number of
them. You’ve got to look and see what
the discount is at the time you’re going
to buy, but I’ve listed a number of them
that I think can be quite attractive.

CR: s there anything we didn’t discuss
that you think is important for investors to
think abont?

BM: The book is always going to

change because it’s an investment guide,
and the kinds of instruments that are
available to people are going to be differ-
ent from year to year. One of the things
that is new in the book is its focus on
exchange-traded funds (ETFs). I think
ETFs are a great, low-cost way to index.
And there are a lot of brokers who will
give you ETF trades at no commission at
all. I putalot more emphasis on ETFsin
this edition. They are the fastest-growing
part of the financial market, and I think
for good reason.

The final thing I would say is, 1
don’t think people are diversified enough
internationally. As I said, China is the
fastest-growing major economy in the
world. It’s probably 10% or more of the
world’s GDP. I know very few investors
who have anything like that percentage
of their portfolio in China. China, India,
Brazil—these are the countries that are
growing the most rapidly, and I think
investors need to look at their portfolios
and ask if they are diversified enough
internationally. My guess is, when they
look at their portfolios, the answers
will be no.

CR: Is there a guide for how much people
should diversify internationally?

BM: Obviously, it’s a little riskier to
be in Chinese stocks, to be in Brazilian
stocks, and it depends on your age, on
your capacity to bear risk. The percent-
age will be different for each person. In
the book I give a number of guidelines.
In the model portfolio that I have, only
27% is in U.S. stocks. So that gives you
some idea of where you might start. |
would say in an all-equity portfolio, you
certainly should not have more than half
of it in the United States. 4
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