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STOCK MARKETS AND CLOUDS: THE
PATTERNS ARE JUST AS MEANINGLESS

If someone looked at
the U.S. stock market on Jan.
19th and 20th, they might
conclude that prices were in a
downward spiral. Over two
days the Dow Jones Industrial
Average plummeted by 336
points.

But if they looked from
March 9, 2009 through Jan.
20, 2010, they might con-
clude the opposite: the mar-
ket was in an upturn as the
Dow soared by 3,843 points.
Again, the same observer
looking at the Dow between
October 2007 and January
2010 would see a pattern
that indicated a downturn,
with the Dow falling 3,774
points.

What’s going on here?

Patterns everywhere

All of these observations
are true as far as they go. So
which pattern is right—up or
down?

Neither: in fact, there is
no pattern. This is a typical
case of our human tendency
to see patterns where they do
not exist. In fact, the move-
ments essentially are random.

As one set of researchers
noted in 1974: “People have
a very poor conception of
randomness; they do not rec-
ognize it when they see it and
they cannot produce it when
they try.”

The stock market’s
movements between those
dates did not indicate a pat-
tern tied to causes but rather
was random movement, just
like fair tosses of a quarter.

Even though, on average, coin
tosses should split about
evenly between heads and
tails, given enough tosses
there will be all types of seem-
ingly meaningless patterns
that appear to be determined.

In a series of one million
tosses, for instance, several
strings of 50 straight tails
would not violate the rules of
randomness.

A random market

Burton Malkiel, a Prince-
ton professor and author of “A
Random Walk Down Wall
Street,” argues that enough
research has shown that the
performance of stocks is so
random that unless you have

fair

Trying to find patterns in the stock market is as hard as trying to identify a
pattern in a

roul ette wheel:

insider information you can-
not hope to profit by trying to
exploit changing prices.
Numerous studies show
that investment experts—
whether highly paid Wall
Street analysts or famous
newsletter writers- fail to
beat the market on average.
Then why do some of
them individually beat the
market, and, more impres-
sively, beat it year after year?
It is a phenomenon simi-
lar to the coin tosses: given
enough people involved, one
or more are likely to beat the
market merely by chance.

(Continued on page 2)
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SOMEONE WILL COME OUT ON TOP
OF THE MARKET DUE TO CHANCE

(Continued from page 1)

Consider famous mutual
fund manager Bill Miller of
Legg Mason Value Trust. For
15 calendar years his mutual
fund beat the Standard &
Poor’s 500 Stocks Index be-
fore stumbling in 2006.

Miller was hailed as a
genius and was highly paid.
But was his performance un-
usual? Not really. He com-
peted with about 7,000 other
mutual fund managers. The
odds that one of those man-
agers would beat the market

15 years running was al-
most three in four, writes
Leonard Mlodinow in “The
Drunkard’s Walk: How
Randomness Rules Our
Lives.”

It would have been
stranger had Miller or
someone else not put up
such a streak, Mlodinow
wrote.
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Control freaks

Yet we make snap
portfolio decisions all the time
based on our perceptions of
stock market patterns. Why?
Probably because we feel a
very human need to be in

Stocks, and dice, move randomly.

control. Believing the market

has patterns that are predict-
able makes us feel better, but
may end up hurting our ability
to make rational decisions.

INCREASING DEBT DOGS OLDER

Older Americans, espe-
cially those near or in retire-
ment, are facing increasing
levels of debt, a new report by
the Employee Benefit Re-
search Institute says.

The growth in debt
among families in the 55-64
age range is especially trou-

bling, having increased al- percent of assets. rising housing debt is a concern ]_]_9 perce nt Since
most 119 percent since Credit “since housing ,
1992, EBRI said. card debt typically is the 1992. 6
The study was based on increased major asset eld-
the Federal Reserve Board’s on an infla- A% erly families
triennial Survey of Consumer tion- A have.”
Finances. The latest survey adjusted “Leveraging it
contains data through 2007. basis by 36 at this point in
The percent of families in percent for their lives may
debt and headed by someone families leave the.m with-
age 55 or older increased to thr:eaded by outa mtajc;_r re-
ose age source to finance
63. percgnt,.a 10 percen,tage 55 to 6%_ Older American families are laboring  gn adequate
point gain since the Fed's der a growing debt burden that ; ;
1992 survey. The aver- ulil g o g ¢ bl retirement, given
age famlly threatens their retirement viabi ty, a the recent dOWn-
Average debt soars in thatage "% SOy save turn in the hous-

The average debt level of
older families increased to
$70,370 in 2007 from
$32,191 in 1992.

Although that increase
includes inflation over that
period, the amount of debt
compared to an average older
family’s assets increased to

its highest recorded level.
That indicates the real levels
of debt for older families have
increased.

The average level of debt
to assets was 7 percent in
1992 but declined to 6 per-
cent by 2001. Since then it
has increased to a record 7.4

AMERICANS

$56,013 in 2004. Younger
families saw a small decline in
housing debt over that period,
but more families had housing
debt than three years earlier.
Bad housing debt
The Institute said rising
debt levels are not necessarily
bad for all elderly families, but

range carried $3,000 in debt
in 2007.

Housing debt made up
the largest portion of debt
and it, too, increased. Fami-
lies headed by those age 65
to 74 saw their housing debt
increase to $69,000 from

ing market,” it adds.

Institute researcher Craig
Copeland wrote that the picture
may look worse today, since the
data comes from 2007, before
the economic downturn of
2008. Debt levels may be even
worse now, he wrote.
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HOT INVESTMENT NEWSLETTERS
BEAT THE MARKET

CANOr EVEN

Apparently the invest-
ment pros couldn’t beat the
stock market over the five
years ended in December
2009. So why would any indi-
vidual investor think he can
do better?

The Hulbert Financial
Digest, a newsletter that
tracks the performance of
investment newsletters, said
virtually none of the 200
model mutual fund portfolios
published in investment
newsletters managed to beat
a simple “buy-and-hold the
market” approach.

The period Hulbert stud-
ied included the bear market
that started in late 2007 and
ended in March 2009.

Bear market beaters

A handful of newsletters
offered mutual fund portfolio
recommendations that beat
the market during the bear,
Hulbert found.

But over the five years
ended in December, virtually
every newsletter failed to beat
an investor who simply
bought and held a Standard &
Poor’s 500 Stocks Index fund.

Only 11 of the
mutual fund portfolios
in the study made
money during the bear
market, but during the
full five year period that
included the bear the
average return on
those 11 portfolios was
just 1 percent a year,
which virtually matched
the 0.9 percent annual
gain of the S&P 500

_6lock MARKET
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Stocks Index.

Hulbert notes that
the portfolios which
performed well in the
bear market probably failed
the five-year test because
their newsletters had been
bearish all along and lost
money during the months
when the stock market went
up.

Losers did no better

One interesting finding
was that over the five-year
period the portfolios which
lost the most during the bear
market had the same annual
performance—about 1 per-
cent a year— as did the win-
ning bear portfolios and the
stock market itself.

Newsletters that sell specific investment
advice have not beaten the stock market.

The odds of beating the
market are very low for any
investor, including sophisti-
cated professional money
managers such as the news-
letter editors, Finance Profes-
sor Russel Wermers of the
University at Maryland told
Hulbert in an interview.

“If active management
doesn’t acquit itself in a five-
year period that includes the
worst bear market since the
Depression, then it's yet more
compelling evidence that
most investors should not
even try,” Wermers said.

WOMEN IN CRISIS, FLEEING STOCKS, & MORE

Women are affected
financially by a life crisis more
than men, found a survey by
the American Association of
Retired Persons.

Divorce, death of a
spouse, long-term job
loss, and serious iliness
or disability leave
women worse off, on
average, than men.

The death of a
husband left 46 per-
cent of womenin a
financial bind, the survey
found, compared to the death
of a wife which left just 17
percent of men in trouble.

&

Divorce required 74 per-
cent of women to reduce their

expenses, compared to 59
percent of men.
Jumping ship

Some investors were hurt

by fleeing the market
during the 2008 down-
turn. The mutual fund
industry’s trade group
reports that $205 bil-
lion was pulled out of
stock mutual funds at
the market’s lowest
point, between September
2008 and March 2009.

Meanwhile, almost half
of “previous investors” sur-

veyed by AlixPartners, a finan-
cial firm, said they had stopped
or reduced their investing.
Chief market movers

The first year of a presi-
dential term can lead to wildly
different market results. The
Dow Jones Industrial Average
soared by 97 percent during
the first term of one Democrat,
Franklin Delano Roosevelt, and
plummeted by 20 percent dur-
ing the first year of another
Democrat, Jimmy Carter.

The first George Bush saw
a 20 percent gain, while the
Dow dropped by 8 percent dur-
ing his son’s first year.
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A STOCK MARKET HISTORY LESSON:
GOOD TIMES FOLLOW LEAN TIMES

So far the 2000s
have proved to be a disap-
pointing decade for inves-
tors.

A bear market of over
two years began the dec-
ade and the worst stock
market decline since the
Great Depression closed
it.

U.S. stocks, as meas-
ured by the Standard &

those losing decades.

Mutual fund managers
Tweedy, Browne Co. noted
in their recent semi-annual
report that the latest bear
market in 2008 was similar
to the 1973-74 bear mar-
ket when U.S. stocks lost
about 44 percent.

However, the next 10
years were a terrific period
for investors.

Poor’s 500 Stocks Index,

It has been worth investing after decades when

have produced a negative sk posted declines.

return to investors over
the past 10 years.

However, a strong rally
that began in March 2009
has lifted the market well
above its lowest point of the
decade. Can that continue?

Jeremy Siegel, a finance
professor and author of
“Stocks for the Long Run,”
says that similar historical
periods indicate the stock
market could do well during
the next decade.

There have been only
three other 10-year declines
in U.S. stocks prior to the
current downtrend, he told
The Financial Times.

Stocks posted 10-year
drops in the periods ended in
1920, 1974, and 1978, he
said.

However, stocks posted
annualized returns of 8 per-
cent to 13 percent in the 10-
year periods that followed

“Over the next 10 years,
the S&P 500 and the MSCI
World Index compounded

nominally at roughly 15 per-
cent and 14 percent, respec-
tively, per year despite a rav-
aging inflation during the
Carter Administration that
drove interest rates to as high
as 21 percent in 1980,” they
wrote.

Investors should ignore
the inevitable short-term re-
versals to come and instead
focus on the potential for
healthy long-term profits.



