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It’s All a Matter of Perspective 

While browsing the Internet recently, we noticed the following Morningstar site posting in the Rekenthaler Report section.1 The participant was seeking input from Morningstar’s Director of Research John Rekenthaler: 

John: How do funds like Dodge & Cox Stock which holds 80+ securities get blindsided by negative info such as the recent Baush & Lomb news when they have a relatively small portfolio and a stable of analysts who are supposed to be on top of the companies they own? Similarly, another fund I own, Sequoia, a focused fund with around a dozen holdings was blindsided by adverse news from one of its big holdings — Progressive Corp — about casualty losses and other negative info. Do these people get complacent and fall asleep at the switch because they are value funds and have buy and hold investors and stop doing their homework? All we get at annual meetings are “mea culpa’s” and excuses. I'd like to hear your thoughts on this. 

The question made us wonder — why do so many investors assume that analysts and fund managers are “blindsided” by unexpected bad news, yet they give the very same people credit for being “gurus” when they benefit from equally unexpected good news? From our perspective, news is exactly what its name implies — new information that is randomly better or worse than the market expected. 

Once the market receives that news, it then very rapidly incorporates it into prices. In fact, the speed of the stock market’s response to new information is startling. A study on the after-trading-hours quarterly earnings announcements of 100 NYSE and 100 NASDAQ firms found that the majority of the price response was realized during the opening trade. Earnings announcements that occurred during trading hours caused adjustments to occur very quickly; for NYSE stocks, the price adjustment occurred during the first several post-announcement trades; for NASDAQ stocks the price adjustment was concentrated in the first post-announcement trade.2


If active managers could ferret out information about which the market was unaware, we would see persistent outperformance. Unfortunately for believers in active management, there is no such evidence. They might do well to carefully consider the following words of wisdom from Binkley Shorts, a portfolio manager at Wellington Management: “When you’re looking at companies like Microsoft and International Business Machines and Merck and Coca-Cola, the ability to capture incremental insight is so damn challenging because so many people are looking at those stocks and it takes so long to get through the body of knowledge.”3
Behavioral economists have noted that one of our weaknesses as investors is that we tend to see order where it doesn’t exist; we interpret accidental success to be a result of skill, either our own or our advisor’s.4  We also offer the following explanation for why investors choose active managers in the face of all the evidence against the wisdom of such behavior: If the active manager succeeds, the individual takes the credit for being smart enough to pick that manager. If the manager fails, the individual can blame the manager and promptly fire him. From a psychological perspective, it’s a win/win for the investor. Unfortunately, for the investor’s wallet, it’s a loser’s game. 

1 Rekenthaler Report, post number 354, Morningstar’s Web site (http://www.morningstar.com)
2 Financial Management, Spring 1996.

3 Wall Street Journal, July 14, 1997.

4 Institutional Investor, January 1997.
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