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How You Interpret the Data Makes All the Difference 

Business Week is a highly regarded publication with an excellent reputation for reporting business news. Unfortunately, it is not immune to an affliction from which most major financial publications periodically suffer — promoting misleading investment advice. 

Because the objective of magazines such as Business Week is to sell subscriptions and gain advertising revenue, we believe that such publications’ interests are not always aligned with those of their readers. Convincing readers that they are being informed about what’s new and different in the investment industry sells magazines and advertising space. On the other hand, once readers have been informed that it is in their best interest to adopt a long-term, buy-and-hold approach to building a globally diversified portfolio of passive asset class or index funds, there is little left to say. Headlines such as, “Don’t Change a Thing,” or “Ignore Recent Stock Recommendations” just don’t grab the reader’s attention in quite the same way as “Ten Stocks to Buy (or Sell) Now!” or “What’s Hot and What’s Not!” Passive investing just doesn’t lend itself to exciting copy. 

Returning to Business Week, one of its regular columns is “Inside Wall Street,” the stock selections of columnist Gene Marcial. In its July 24, 2000 issue, Business Week published an analysis of Marcial’s 1999 stock picks.1 The article concluded that Marcial’s stock-picking results were “sensational,” indicating that his picks trounced both the Dow Jones Industrial Average (DJIA) and the S&P 500 indices, while they only slightly trailed the NASDAQ.

Business Week measured the price performance of each stock recommended in Marcial’s column during 1999 and compared price performance against the S&P 500, DJIA, Russell 2000 and NASDAQ benchmarks. Price performance was measured against these indexes one day after the column was printed as well as one month, three months and six months after publication of the stock tips. 

It is worth noting that Marcial’s picks were up an average 8.8 percent the day after they appeared in print, compared to an average daily increase of 0.5 percent in the S&P 500 Index. Unfortunately investors couldn’t buy at the previous day’s close. Also, unfortunately for investors, studies have shown that, when new information is known about a stock, virtually the entire price move occurs in the very first trade. Thus investors likely paid an approximate nine percent premium for Marcial’s picks compared with the closing price for the same stock the day before his recommendations were published. This fact alone clearly reduces the value of his picks for those investors who attempted to capitalize on Marcial’s recommendations after they were made. 

Larry Putnam, a contributing writer for the Website Indexfunds.com, took a closer look at Business Week’s claim that stock-picker Marcial trounced most indexes and slightly trailed the NASDAQ index in 1999.2 When analyzing mutual funds or stock picks, it is important to ensure an apples-to-apples comparison against appropriate benchmarks (small-cap stocks against a small-cap benchmark, growth stocks against a growth benchmark, etc.). Putnam demonstrated that Business Week’s comparison failed in this regard. When Putnam compared the price performance of Marcial’s 155 stock picks to their appropriate benchmarks, he determined the following:

· More than half of the picks (85 out of the 155) traded on the NASDAQ and AMEX, typically comprised of smaller-cap and technology-related stocks. 

· Seventy of the 155 picks (45 percent) traded on the NYSE, typically comprised of large-cap growth stocks.

· Comparing Marcial’s picks with a portfolio that is weighted 55 percent NASDQ Index and 45 percent S&P 500 Index, his 155 picks should have increased in price an average of 25.5 percent for the six-month period (51 percent annualized). Marcial’s picks were up 26 percent. 

When compared to 25.5 percent, the 26 percent reported increase for Marcial’s stock selections no longer look so “sensational.” In addition, Marcial’s slight out-performance does not account for the fact that the vast majority of investors who acted on Marcial’s recommendations were highly unlikely to have benefited from the nine percent first-day price increase. One must also consider the tax implications of an active stock-picking strategy. Then there are trading costs (bid/offer spreads) and commissions from selling previous holdings and buying new ones. Trading costs are particularly important when we consider that nearly half of Marcial’s picks were priced under $15, and about one third were priced below $10. Stocks with such low prices are typically very small-cap stocks that tend to incur much greater trading costs than do large-caps. For example, the bid/offer spread for the largest 10 percent of stocks is just 0.65 percent. However, for the smallest 10 percent of stocks it is almost seven times as great at 4.3 percent. 

Once an investor subtracts all estimated costs, Marcial’s allegedly impressive returns no longer look so hot. In fact, using any reasonable calculation of the implementation costs involved, one must conclude that adopting a “Marcial strategy” (or any similar approach) is highly likely to produce returns that are substantially below the appropriate benchmark. 

Putnam’s work points out for us the pitfalls of misleading information. Investors need to carefully examine all claims of superior performance to ensure, first, that the returns are compared against appropriate benchmarks and, second, that all trading costs (or estimated trading costs) are included in the end results. Remember, a theoretical strategy that cannot be realistically implemented is of little value to the actual investor.

1 “Gene Marcial: How’s He Doing?” Business Week, July 24, 2000, Jeffrey M. Laderman with Sarah B. Davis. 

2 “Magical Run or a Bunch of Hype?” Indexfunds.com, July 29, 2000, Larry Putnam. 
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