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| Random Walk

Burton Malkiel defines a random walk as
“one in which fulure steps or directions cannot be

predicted on the basis of past actions” Within the
context of the stock market, 3 random walk for a
stock's price means that it is as likely to fall ag to
rize, regardiess of previpus price performance
{Mamei ‘iQ%} Essentially, random walk implies
that “winners” could not consistently be picked.
The Wall Street Journal lends credence 1o this
hypothesis with its long-running contest of “danls
versus the experts” where siocks selected by darls
fossed at the financial page are matched,
pedarmance-wise, with stocks selected by market
experts. The random walk hypothesis is not
paticularly popular in the general financial
community as # implies that financial management
brings only 3 layer of cost ~ and the inveslor is
hetter served by investing in a fund that closely
reprasents the overall market.  "Random walk’ was
derided as an academic sontrivance by many in the
financial sector. However, the hypothesis gained
support as financial information Howed more freely
and in greater volume over time, angd
marketfindustryfirm transactions became more
ransparent

Random walk can be viewed as a2 variation
on the efficient market hypothesis. An efficient
market can be proposed to exist when the following
conditions hold:

& Many active, well-informed, and
rational investors parlicipate in g
market where no one individual has
any power to mampu?ate a security’s
price.

b, Information is relatively costless and is
equally available io alf investors.

¢, Newinformation is generated
randomly, with information events
independent of one another.
Ivestors act quickly and rationally in
response to new information.

To a large extent, these conditions reflect
the current state of securities markets. Moreover,
in their presence, new information about corpora-
tions will be quickly incorporated into stock prices,
Furthermore, price movements are independent of
one anather and tend 1o be random in nature. That
is, today’s price change is in response 1o new
information - different information from that which
drove yesterday's price change. {Jones, 2000}

The Efficient Market Hypothesis (EMH), 1o
the sxient that it is held, is disquieting v the
financial industry. A "true believer” wouid have no
use for technical analysis, evidence on deviations
from intrinsic value, or monsy management skills in
general; he/she would simply take what the market
gives them by buying into a fund {or ssiecling
individual stocks) that is/ are representative (3
binod sampilel of the overall stock market.

That being said, the EMH is most useful as
a benchmark for efficiency; a means of companson
between the ideal and the acfual, Many studies
have attributed strong deviations from EMH to
investor overreaction and undemreaction, the
January sffect, the smali-cap effect, the weekend
effect, herd behavior, momentum investing ~to
name a few. Most investors believe they can oul-
perform the stock market, otherwise, they'd place
their savings in index funds and be done with it

The decision to buy a particular slock at a
particular time and the choices among allernative
investments are grounded in psychological and
sociclogical factors as well as economics. Rational
economic man thomo sconamicus) recognizes that
irrational investor behavior is normal and must be
factored into the investment decision. In this day of
information overioad, few invesiors are zealots who




ascribe to only one theary of sound investing: be #
rial-valuation, tachmcaf analysis; or
behaviora) reacti
of this paper, marke! information
5 , fimely, accurate, and
le, the azix:xty of the Efficient
Markat Hypothass& may mtmsh

Fundammi Anaiysis ’

Contemporary investment ph;igsaphy can
be segmented into four loosely . ‘
fundamental value, technical a giih
and behavio st Fundamentalists aﬁemp& 1o arrive
at a firm’s intrinsic value by looking at samings,
dividends, samings growth, and income/balance
shest ratios. After calculating a stock’s intrinsic
value with a standard farmuia it is compared o

buy or a sell. John Bwr Wﬁizams in Theory of
investment Valus, was first to develop an actual
formuta, the Dividend Discount Model (DDM) for
calculating a stock’s fundamental valus, (Malkeil,
19668} However, the ‘value school of invesiment’
was instititionalized by Ben;amm Gfaham wha '
with David Dodd authores ;

individually, The intelligent investor

sonservative tack in his investment strategy
carefully drawing the i between "speculation”
and investment. Per Graham ‘An investment
operation is one which, upon tt}emugh analysis
promises safety of princi d an adeguale
retum, Gperatiens not meeting these requirements
are specuigtive” (Graham, 1873). ’

Technical Analysis

Technical analysts pride themselves in
being oblivious fo intrinsic value. Rather, it is the
potential supply (sellers) and demand {buyers) fora
stock that matter. Technicians study price and
volume data for trends that tend to repeat
themselves over time and form the basis for the
buy/sell decision. Applying pattems of past stock
performance to presen et data enables the
technician to identify buy and sell sxgnais

Momentum imasﬁﬁg

Momentum investing hinges about a
variation on the theme of inettia ~that a body in
motion tends 0 remain in motion. Hence, a
company whoss gmwiﬁ, fiat tends 1o remain that
way and a stock experienging rapid growth is likely
to do so for a considerable period of time.
Responding 1o sustainable growth signals,

ess. The irony, and the forus

investors exhibit lamming-dike behavior in rushing
into a stock, providing evidence of the ‘baﬂdwagcn
effect” where an sbject becomes more valuable as
num investors forgo
peraeatsbiy *dead”

expenemng some s*gn
drive stock price upwar

tmes. Momentum investo tand to iag behmévéiue

investors in buying a particular stock and tend to
hold the stock after vaiue mvesmrs have taken

 profits,

Animal Spirits and Behévmm

Behavioral investing involves the :
psychoiogical analysis of overall market behavior
and individual investors, who, in the aggregate,
comprise the market.  According to Shefrin (2000),
there are three psychological slements underying
investor behavior. First, investors tend o fall back

on past experience in establishing their future
-~ investment strategi

. The Oxford Df&tzonsaf and
Thesaurus defines the heuristic method 33 ° a
system of education under which pupds are trained
to find things out for themselves.” Investors
develop and adhere {o certain rules of thumb in
undenaking financial investments. These
benchmarks tend o be egor-prone and, as a result,
most investors tend to act in a pre-disposed and
biased manner. Investors will prefer certain
behavioral frames to others. Erroneous hauristic
guldelines and frame depeacisncs may, in tum,
affact stock prices and move them away from,
rather than toward, intringic value. it follows that

such behavior will make markets less, rather than

more, sfficient (Shefrin, 20&3}

John Maynard Keynes aptly tied the term

“animal spirits” 1o investor behavior. Animal spirits,
per Keynes, are not sx;ieiy instinctive reactions to
new market information; they are a positive for the
marketplace; driving frading and transactions when
informational signals are mixed - or absent. Given
uncertainty, and the lack of a clear {iodsstar}
course of action, animal apints provide the investor
with the impetus o overcoms risk aversion
{Matthews, 1881).

At the core of investor behavioriam and the
subsequent deviations of stock prices from fair
vaiua and bubble c’reaﬁoﬁ,; lies investor

’ i {1998) proposes that
vanatwns in mvesmr confi ence stem from “blased
seff-attribution.” ¥ the investor becomes
increasingly confident in his abiiity to ferret out




ortant data, assimilate and evaluate i,
ting ‘private information” he will under-
estimate his own forecasting errors while
overvaluing his sbilities as a stock-picker,
Moreover, the informed, overconfident investor will
overeact to his seif-generated private information
and under-react to public signals {stook split
announcements, dividend changes, insider buying
or selling) that may courder or corroborate his
personal perspactive on a stock. Studies indicate
that personal averconfidence, in general, tends fo
be stronger for more complex tasks {iilness
diagneses, stock analysia) than for relatively
straightforward, but cerebral, fasks — such as
mathematical caiculations. The overreaction —~
correction behavioe in the stock market is reflected
in negative fong run autocorrelation in market
retums such as excess volatility in stock prices
{Daniel, et al,, 1988). Moreover, when public
information supports investors' private signals,

sonfidence levels rise significantly. Howsver, when

 public information contradicts private signals,
confidence levels fall only modestly as investors
attnibute (investment) fallure to external events ~
beyond their control.

Psychologists find that people system-
atically digscount centain types of information when it
is inconsistent with a held set of beliefs while
placing a3 premium on information that fits their
paradigm. Odean (1998} notes that # overconfident
traders weigh their own {seff-generated) signals
more than public or common signals, the private
8§gna§s will be dissimilar among traders and result
in & higher volume of rading ~ than i all traders
gave a grealer weight o the common signals.
- Peychologists have opined that the motivational
state i characterized by impuises (animal spirits)
such as the particularly American taste for victory,
per sa, ard aggression {(Matthews, 1891). Applying
motivational theory to investor bahavmr Princeton’s
Daniel Kahneman writing in Psychology Today
{1989} proposes the following: () invesiors
{American) are enamored with their own skills and
regard themselves to be better than other investors;
{b) the disutiity of losses is greater than the utility
of gains, with the result that investors hold onfo
losers ~ in fack denial of having made a poor
choice; and, {c) investors like to be in control and
evidence this in (to0) frequent trading to create the
dlusion of a sinuctured appmach i weaith
enhancament.

individuals tend to weigh more recent
information more heavily and short weight older
information, If ail the traders in the stock market

wers homo economicus, the market would act as
it had a “single driver.” Biased seif-attribution
ingerts a “second driver” into the investiment seat
which, in tum, distorts prices and increases
volatility {and volume) while reducing market
efficiency {Odean, 1598).

Internet, Information Overicad,
Dimming Lodestar

Thie modest point of the paper is that
financial markets will become more volatile over

time. The added volatility, ironically, will stem in

large pan from improved technology which, in
theory, should make the very same markets more
efficient and less voiatile.

In lrational Exuberance, Robert Schiller
traces the various factors from the media, to the
maturing of the baby boomers, 1o the intemset, the
growth of mutual funds, hegemony of the US in the
intemational arena, that will be behind the growth of
future market bubbles. However, this author
proposes, it is the peculiar chemistry of optimism,
hubnis, and technology that will drive the market,
with larger gaps between fundamental and paper
values, increased market volume and volatility, and
racurent bubbles. in data compiled by the
Intemational Data Cormporation, the number of
intemet users in the US will exceed 175 million by
2003 (Bhiller, p. 208). The intemet dself, with its
immediacy of information, gives the viewer a sense
of empowerment; of being on top of any investment
situation, kindling investor confidence and hence
support for high market valuations. The number of
on-line brokerage accounts - while growing rapidly,
has much further to go till the saturation point. On-
line accounts numbered 3.1 million in 18898 and are
projected to grow fo 8 million in 2003 (Behiller),
The potential for explosive growth in on-ling
accounts will become a reality i 1%-2% of Qlid Age
and Survivors insurance tax (8.2% per individual) is
allowed 10 be funneled into private accounts. On-
line investing generates an exuberance of its own,
boosting confidence, trading, and volatility. Intemet
investment and financial sites can provide the
investor with encyclopedic information about a
particutar company or industry with a keystroke.

However, the torrent of information now
available to the individual investor is not without
cost. More than forty vears age, Herbert Simon
identified two factors which tended 1o negats
rationality in decision-making: (a) because of time
sonstraints, it is not possible to consider all the
information necessary fo arrive at a rational
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