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Th e Most Important Th ing Is . . .  
Understanding Market Effi  ciency 

(and Its Limitations)

In theory there’s no diff erence between theory and 

practice, but in practice there is.

YOGI BERRA

Th e 1960s saw the emergence of a new theory of fi nance and investing, a 
body of thought known as the “Chicago School” because of its origins at 
the University of Chicago’s Graduate School of Business. As a student there 
in 1967– 1969, I found myself at ground zero for this new theory. It greatly 
informed and infl uenced my thinking.

Th e theory included concepts that went on to become important ele-
ments in investment dialogue: risk aversion, volatility as the defi nition of 
risk, risk- adjusted returns, systematic and nonsystematic risk, alpha, beta, 
the random walk hypothesis and the effi  cient market hypothesis. (All of 
these are addressed in the pages that follow.) In the years since it was fi rst 
proposed, that last concept has proved to be particularly infl uential in the 
fi eld of investing, so signifi cant that it deserves its own chapter.

Th e effi  cient market hypothesis states that

• Th ere are many participants in the markets, and they share 
roughly equal access to all relevant information. Th ey are intel-
ligent, objective, highly motivated and hardworking. Th eir ana-
lytical models are widely known and employed.

Copyrighted Material



8 U N D E R S TA N D I N G  M A R K E T  E F F I C I E N C Y  ( A N D  I T S  L I M I TAT I O N S )

• Because of the collective eff orts of these participants, informa-
tion is refl ected fully and immediately in the market price 
of each asset. And because market participants will move in-
stantly to buy any asset that’s too cheap or sell one that’s too 
dear, assets are priced fairly in the absolute and relative to each 
other.

• Th us, market prices represent accurate estimates of assets’ in-
trinsic value, and no participant can consistently identify and 
profi t from instances when they are wrong.

• Assets therefore sell at prices from which they can be expected 
to deliver risk- adjusted returns that are “fair” relative to other 
assets. Riskier assets must off er higher returns in order to at-
tract buyers. Th e market will set prices so that appears to be the 
case, but it won’t provide a “free lunch.” Th at is, there will be no 
incremental return that is not related to (and compensatory for) 
incremental risk.

Th at’s a more or less offi  cial summary of the highlights. Now 
my take. When I speak of this theory, I also use the word effi  cient, 
but I mean it in the sense of “speedy, quick to incorporate informa-
tion,” not “right.”

I agree that because investors work hard to evaluate every 
new piece of information, asset prices immediately refl ect the con-
sensus view of the information’s signifi cance. I do not, however, 
believe the consensus view is necessarily correct. In January 2000, 
Yahoo sold at $237. In April 2001 it was at $11. Anyone who argues 
that the market was right both times has his or her head in the 
clouds; it has to have been wrong on at least one of those occasions. 
But that  doesn’t mean many investors  were able to detect and act 
on the market’s error.

If prices in effi  cient markets already refl ect the consensus, 
then sharing the consensus view will make you likely to earn just 
an average return. To beat the market you must hold an idiosyn-
cratic, or nonconsensus, view.

Th e bottom line for me is that, although the more effi  cient 
markets oft en misvalue assets, it’s not easy for any one person— 
working with the same information as everyone  else and subject to 
the same psychological infl uences— to consistently hold views that 
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are diff erent from the consensus and closer to being correct. Th at’s 
what makes the mainstream markets awfully hard to beat— even 
if they aren’t always right.

“What’s It All About, Alpha?” July 11, 2001

Th e most important upshot from the effi  cient market hypothesis is its 
conclusion that “you  can’t beat the market.” Not only was this conclusion 
founded logically on the Chicago view of the market, but it was buttressed 
by studies of the per for mance of mutual funds. Very few of those funds 
have distinguished themselves through their results.

What about the fi ve- star funds? you might ask. Read the small print: 
mutual funds are rated relative to each other. Th e ratings don’t say anything 
about their having beaten an objective standard such as a market index.

Okay then, what about the celebrated investors we hear so much about? 
First, one or two good years prove nothing; chance alone can produce just 
about any result. Second, statisticians insist nothing can be proved with sta-
tistical signifi cance until you have enough years of data; I remember a fi gure 
of sixty- four years, and almost no one manages money that long. Finally, 
the emergence of one or two great investors  doesn’t disprove the theory. 
Th e fact that the Warren Buff etts of this world attract as much attention as 
they do is an indication that consistent outperformers are exceptional.

One of the greatest ramifi cations of the Chicago theory has been the 
development of passive investment vehicles known as index funds. If most 
active portfolio managers making “active bets” on which securities to over-
weight and underweight  can’t beat the market, why pay the price— in the 
form of transaction costs and management fees— entailed in trying? With 
that question in mind, investors have put growing amounts in funds that 
simply invest a market- determined amount in each stock or bond in a 
 market index. In this way, investors enjoy market returns at a fee of just a 
few hundredths of a percent per year.

Everything moves in cycles, as I’ll discuss later, and that includes “ac-
cepted wisdom.” So the effi  cient market hypothesis got off  to a fast start in 
the 1960s and developed a lot of adherents. Objections have been raised 
since then, and the general view of its applicability rises and falls.

�
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I have my own reservations about the theory, and the biggest one has to do 
with the way it links return and risk.

According to investment theory, people are risk-averse by nature, 
meaning that in general they’d rather bear less risk than more. For them 
to make riskier investments, they have to be induced through the prom-
ise of higher returns. Th us, markets will adjust the prices of investments so 
that, based on the known facts and common perceptions, the riskier ones 
will appear to promise higher returns.

Because theory says in an effi  cient market there’s no such thing as in-
vesting skill (commonly referred to today as alpha) that would enable some-
one to beat the market, all the diff erence in return between one invest-
ment and another— or between one person’s portfolio and another’s— is 
attributable to diff erences in risk. In fact, if you show an adherent of the 
effi  cient market hypothesis an investment record that appears to be supe-
rior, as I have, the answer is likely to be, “Th e higher return is explained 
by hidden risk.” (Th e fallback position is to say, “You don’t have enough 
years of data.”)

Once in a while we experience periods when everything goes well and 
riskier investments deliver the higher returns they seem to promise. Th ose 
halcyon periods lull people into believing that to get higher returns, all they 
have to do is make riskier investments. But they ignore something that is 
easily forgotten in good times: this  can’t be true, because if riskier invest-
ments could be counted on to produce higher returns, they  wouldn’t be 
riskier.

Every once in a while, then, people learn an essential lesson. Th ey 
realize that nothing— and certainly not the indiscriminate ac cep tance of 
risk— carries the promise of a free lunch, and they’re reminded of the limi-
tations of investment theory.

�

Th at’s the theory and its implications. Th e key question is whether it’s right: 
Is the market unbeatable? Are the people who try wasting their time? Are 
the clients who pay fees to investment managers wasting their money? 
As with most other things in my world, the answers aren’t simple . . .  and 
they’re certainly not yes or no.

I don’t believe the notion of market effi  ciency deserves to be dismissed 
out of hand. In principle, it’s fair to conclude that if thousands of rational 
and numerate people gather information about an asset and evaluate it 

Copyrighted Material



U N D E R S TA N D I N G  M A R K E T  E F F I C I E N C Y  ( A N D  I T S  L I M I TAT I O N S )  11

diligently and objectively, the asset’s price shouldn’t stray far from its in-
trinsic value. Mispricings shouldn’t be regularly extant, meaning it should 
be hard to beat the market.

In fact, some asset classes are quite effi  cient. In most of these:

• the asset class is widely known and has a broad following;
• the class is socially acceptable, not controversial or taboo;
• the merits of the class are clear and comprehensible, at least on the sur-

face; and
• information about the class and its components is distributed widely 

and evenly.

If these conditions are met, there’s no reason why the asset class should 
systematically be overlooked, misunderstood or underrated.

Take foreign exchange, for example. What are the things that deter-
mine the movements of one currency versus another? Future growth rates 
and infl ation rates. Is it possible for any one person to systematically know 
much more about these things than everyone  else? Probably not. And if 
not, then no one should be able to regularly achieve above- average risk- 
adjusted returns through currency trading.

What about the major stock markets, such as the New York Stock 
Exchange?  Here millions of people are prospecting, driven by the desire 
for profi t. Th ey’re all similarly informed; in fact, it’s one of the goals of 
our market regulation that everyone should gain access to the same com-
pany information at the same time. With millions of people doing simi-
lar analysis on the basis of similar information, how oft en will stocks 
 become mispriced, and how regularly can any one person detect those 
mispricings?

Answer: Not oft en, and not dependably. But that is the essence of 
second- level thinking.

Second- level thinkers know that, to achieve superior results, they have 
to have an edge in either information or analysis, or both. Th ey are on the 
alert for instances of misperception. My son Andrew is a budding investor, 
and he comes up with lots of appealing investment ideas based on today’s 
facts and the outlook for tomorrow. But he’s been well trained. His fi rst 
test is always the same: “And who  doesn’t know that?”

�
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In the vocabulary of the theory, second- level thinkers depend on ineffi  ciency. 
Th e term ineffi  ciency came into widespread use over the last forty years as 
the counterpoint to the belief that investors  can’t beat the market. To me, 
describing a market as ineffi  cient is a high- fl own way of saying the market 
is prone to mistakes that can be taken advantage of.

Where might errors come from? Let’s consider the assumptions that 
underlie the theory of effi  cient markets:

• Th ere are many investors hard at work.
• Th ey are intelligent, diligent, objective, motivated and well equipped.
• Th ey all have access to the available information, and their access is 

roughly equal.
• Th ey’re all open to buying, selling or shorting (i.e., betting against) every 

asset.

For those reasons, theory says that all the available information will 
be smoothly and effi  ciently synthesized into prices and acted on whenever 
price/value discrepancies arise, so as to drive out those discrepancies.

But it’s impossible to argue that market prices are always right. In fact, 
if you look at the four assumptions just listed, one stands out as particu-
larly tenuous: objectivity. Human beings are not clinical computing 
machines. Rather, most people are driven by greed, fear, envy and other 
emotions that render objectivity impossible and open the door for signifi -
cant mistakes.

Likewise, what about the fourth assumption? Whereas investors are 
supposed to be open to any asset— and to both owning it and being short— 
the truth is very diff erent. Most professionals are assigned to par tic u lar 
market niches, as in “I work in the equity department” or “I’m a bond man-
ager.” And the percentage of investors who ever sell short is truly tiny. Who, 
then, makes and implements the decisions that would drive out relative 
mispricings between asset classes?

A market characterized by mistakes and mispricings can be beaten 
by people with rare insight. Th us, the existence of ineffi  ciencies gives rise 
to the possibility of outper for mance and is a necessary condition for it. It 
does not, however, guarantee it.

To me, an ineffi  cient market is one that is marked by at least one 
(and probably, as a result, by all) of the following characteristics:
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• Market prices are oft en wrong. Because access to information 
and the analysis thereof are highly imperfect, market prices are 
oft en far above or far below intrinsic values.

• Th e risk- adjusted return on one asset class can be far out of line 
with those of other asset classes. Because assets are oft en valued 
at other- than- fair prices, an asset class can deliver a risk- adjusted 
return that is signifi cantly too high (a free lunch) or too low rela-
tive to other asset classes.

• Some investors can consistently outperform others. Because of 
the existence of (a) signifi cant misvaluations and (b) diff erences 
among participants in terms of skill, insight and information 
access, it is possible for misvaluations to be identifi ed and prof-
ited from with regularity.

Th is last point is very important in terms of what it does and 
does not mean. Ineffi  cient markets do not necessarily give their 
participants generous returns. Rather, it’s my view that they pro-
vide the raw material— mispricings—that can allow some people to 
win and others to lose on the basis of diff erential skill. If prices can 
be very wrong, that means it’s possible to fi nd bargains or overpay. 
For every person who gets a good buy in an ineffi  cient market, 
someone  else sells too cheap. One of the great sayings about poker 
is that “in every game there’s a fi sh. If you’ve played for 45 minutes 
and  haven’t fi gured out who the fi sh is, then it’s you.” Th e same is 
certainly true of ineffi  cient market investing.

“What’s It All About, Alpha?” July 11, 2001

�

In the great debate over effi  ciency versus ineffi  ciency, I have concluded 
that no market is completely one or the other. It’s just a matter of degree. I 
 wholeheartedly appreciate the opportunities that ineffi  ciency can provide, 
but I also respect the concept of market effi  ciency, and I believe strongly 
that mainstream securities markets can be so effi  cient that it’s largely a 
waste of time to work at fi nding winners there.

In the end, I’ve come to an interesting resolution: Effi  ciency is not so 
universal that we should give up on superior per for mance. At the same 
time, effi  ciency is what lawyers call a “rebuttable presumption”— something 
that should be presumed to be true until someone proves otherwise. 
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Th erefore, we should assume that effi  ciency will impede our achievement 
unless we have good reason to believe it won’t in the present case.

Respect for effi  ciency says that before we embark on a course of action, we 
should ask some questions: have mistakes and mispricings been driven out 
through investors’ concerted eff orts, or do they still exist, and why?

Th ink of it this way:

• Why should a bargain exist despite the presence of thousands of inves-
tors who stand ready and willing to bid up the price of anything that’s 
too cheap?

• If the return appears so generous in proportion to the risk, might you be 
overlooking some hidden risk?

• Why would the seller of the asset be willing to part with it at a price 
from which it will give you an excessive return?

• Do you really know more about the asset than the seller does?
• If it’s such a great proposition, why hasn’t someone  else snapped it up?

Something  else to keep in mind: just because effi  ciencies exist today 
 doesn’t mean they’ll remain forever.

Bottom line: Ineffi  ciency is a necessary condition for superior invest-
ing. Attempting to outperform in a perfectly effi  cient market is like fl ipping 
a fair coin: the best you can hope for is fi ft y- fi  fty. For investors to get an edge, 
there have to be ineffi  ciencies in the underlying process— imperfections, 
mispricings— to take advantage of.

But let’s say there are. Th at alone is not a suffi  cient condition for outper-
for mance. All that means is that prices aren’t always fair and mistakes are 
occurring: some assets are priced too low and some too high. You still have 
to be more insightful than others in order to regularly buy more of the for-
mer than the latter. Many of the best bargains at any point in time are found 
among the things other investors  can’t or won’t do. Let others believe mar-
kets can never be beat. Abstention on the part of those who won’t venture 
in creates opportunities for those who will.

�

Is investment theory, with its notion of market effi  ciency, the equivalent of 
a physical law that is universally true? Or is it an irrelevant ivory- tower 
notion to be disregarded? In the end, it’s a question of balance, and balance 
comes from applying informed common sense. Th e key turning point in 
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my investment management career came when I concluded that because 
the notion of market effi  ciency has relevance, I should limit my eff orts to 
relatively ineffi  cient markets where hard work and skill would pay off  best. 
Th eory informed that decision and prevented me from wasting my time 
in the mainstream markets, but it took an understanding of the limits of 
the theory to keep me from completely accepting the arguments against 
active management.

In short, I think theory should inform our decisions but not dom-
inate them. If we entirely ignore theory, we can make big mistakes. 
We can fool ourselves into thinking it’s possible to know more 
than everyone  else and to regularly beat heavily populated mar-
kets. We can buy securities for their returns but ignore their risk. 
We can buy fi ft y correlated securities and mistakenly think  we’ve 
diversifi ed. . . .  

But swallowing theory  whole can make us give up on fi nding 
bargains, turn the pro cess over to a computer and miss out on 
the contribution skillful individuals can make. Th e image  here is 
of the effi  cient- market- believing fi nance professor who takes a 
walk with a student.

“Isn’t that a $10 bill lying on the ground?” asks the student.
“No, it  can’t be a $10 bill,” answers the professor. “If it  were, 

someone would have picked it up by now.”
Th e professor walks away, and the student picks it up and has 

a beer.
“What’s It All About, Alpha?” July 11, 2001
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