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Stock Market Alchemy

- or achieving superior returns
on a consistent basis ...

The ancient practice of alchemy was the trans-
muting of base metal into gold. Financially, it
could also mean the conversion of stock
investments into abnormal profits. We know,
of course, that the wizards of old never did
succeed in their quest, and equally the vast
majority of investors have learnt that they are
unable to make abnormal profits in the stock
market. This attitude stems from two studies,
the first known as the Efficient Market
Hypothesis (1965)" and the second the
Random Walk Hypothesis (1973)°. Together
they proclaimed that because all available
information is immediately impounded into
stock prices any attempt to eke out more than
an average return is futile, particularly for Tom,
Dick and Harry who stand on the periphery of
market action and not at its epicenter. The
acceptance of this lore explains the rise in
popularity of the index funds and is reinforced
by financial advisors, who point out the
increased risks of seeking returns higher than
the market average.

In stark contrast to these theories, the equities
markets have produced their own wizards,
who found unimaginable Eldorados through
their own brand of financial alchemy. The most
famous of all is Warren Buffet, the Sage of
Omaha, who amassed a staggering personal
fortune of $36 billion. A $10,000 investment in
Berkshire Hathaway in 1965 would be worth
$50 million today. His magic recipe is to buy
stocks trading near their tangible asset values,
as evidenced by his recent $5 billion stake in
Goldman Sachs.

Another wizard is Peter Lynch, who started
managing the Fidelity Magellan Fund in 1978
with assets of $20 million. When he retired in
1990, the fund had assets of $14 billion and is
today worth $50 billion. Lynch's formula was
continually adjusted to meet new market chal-
lenges, but the key ingredient was that you
had to know what you were investing in with
the result that his fund had an impressive aver-
age annual return of 29%.

My last financial alchemist is Michael
Steinhardt of Steinhardt Partners, who
achieved a performance track record that still
stands out on Wall Street of 24% compound
average annual returns that more than dou-
bled the S&P 500 over a 28 year period.
Amazingly, his trading strategies ranged from
30 minutes to 30 days.

Of course there are countless other financial
wizards; too many to recount here, who make
up a large body of market practitioners of
different styles and strategies that clearly
disprove these hypotheses, otherwise they
would never have made the fortunes they did.
| therefore believe that the broad perceptions
of investors, instilled by fee- and not perform-
ance-driven advisors, that the making of
excessive returns is booby-trapped with too

much risk is simply a case of a self-fulfilling
prophecy! Giving due weight to risk/return
ratios, main stream equity investors ostensibly
pursue recommended safety first and return
second strategies only to see their chosen
funds fall in this recessionary environment
almost in unison with others that had pro-
duced higher returns and therefore bore an
ostensibly higher risk label.

What is truly horrifying are the billions of
dollars written off so far by the banks that
invested in the U.S. securitized sub-prime

and becoming fuelled by their own trends,
because the catalysts are the stocks' very
strong fundamentals. Of course, every savvy
investor knows that trends don't last forever.
That's why the quest is the continued search
for stocks that fit the current economic
climate. It is therefore very clear that proper
stock-picking can not only immunize a
portfolio against bear market pressures, but
can deliver handsome returns:
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19.2% of its value over the period and my
wife's portfolio is up 3.6%! These results
seriously call into question of what sort of
skills that are really needed to modestly beat
the market. One Prof. Bruno Solnik? in 1974
showed that through naive diversification,
65.5% of all specific stock risks are diversified
away. The remaining 34.5% cannot be,
because it is the market risk inherent in a par-
ticular stock market. This suggests that
Benita's portfolio took on the risk/return char-
acteristics of the market, even though through
naive selection it performed marginally better.
And when we look at the average performance
of vanilla equity funds, we see very similar
results; the only difference being is that Benita
has no investment skills whatsoever. In sup-
port of this argument | quote Benjamin
Graham, “the Father of Value Investing”,
who said, “To achieve satisfactory investment
results is easier than most people realize;
to achieve superior results is harder than
it looks.”

A lesson of the Efficient Market Hypothesis
is that to make extraordinary gains, your
opinion must be different from the majority.
The following list of 20 stocks illustrates how
extraordinary gains are able to be made by
identifying stocks starting an upward surge

Did the magic of our great financial wizards
enable them to find latent asset value before
the market as a whole did; a value that pro-
duced sustainable trends like these above
until the tide of some powerful competitive
force caused a decisive trend reversal? Or
was the real alchemy the courage to break the
bounds of conventional wisdom, thus creating
for themselves a new paradigm that better
understood market dynamics and took away
the fears of uncertainty that plague we lesser
mortals? Whatever it was they beat the
alchemists of old and gave us their wisdom to
think about so that we too can make excessive
returns on a consistent basis.

! The EMH was developed by Professor Eugene
Fama of the University of Chicago Graduate
School of Business, although it was first
expressed by Louis Bachelier, a French
mathematician, in his 1900 dissertation.

2 A 1973 book written by Burton Malkiel,
Professor of Economics and Finance at
Princeton University, U.S.A. entitled
“A Random Walk down Wall Street”.

3 Bruno Solnik is Distinguished Emeritus
professor of Finance at the HEC-School of
Management in France.
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