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"The Wave Principle of Human Social Behavior and The New Science of Socionomics
I came across a devastating critique of the random walk hypothesis in Bob Prechter's book, "The Wave Principle of Human Social Behavior and The New Science of Socionomics". (I seriously encourage investors to read this book).
"For years, some theoreticians have argued that stock price movements are random. Their assertion under the Efficient Market Hypothesis is that all investors make informed and rational decisions, weighing more or less identically the meaning of various events and conditions that affect markets and immediately adjusting investment values accordingly. Since no one can predict random outside forces, markets fluctuate randomly. Statisticians have run tests on financial market prices to demonstrate that they follow a "random walk" and are therefore unpredictable. "For two decades." Said Fortune magazine in 1988, "finance professors have taught EMH as if it were as indisputable as the laws of gravity."
"Did you know, however, that the standard statistical methods of assessing the presence of determinism would find that the results of our model were random? How is this error possible? Stephen R. Cunningham, Assistant Professor in the Department of Economics at the University of Connecticut provides an answer. His research paper in the Review of Financial Economics reaches this stunning conclusion: 
Neither the Samuelson-Fama tests for efficient markets nor the popularly-used augmented Dickey-Fuller (1979) test for unit roots can successfully discriminate between a fully deterministic time series, generated from a nonlinear (chaotic) process, and a random walk. A researcher applying these methods to a simple nonlinear price process would be misled into believing that such a series is a random walk.
This fact proves that the champions of EMH and random walk do not know, despite their claims, that markets are random. The failure of EMH researchers' statistical applications successfully to determine randomness in utterly determined chaotic data series invalidates the empirical basis of their work.
A champion of random walk, still plying his axioms in the very latest issue of Bloomberg's Personal Finance magazine, uses this common argument in favor of market randomness: "More than 90 percent of professional mutual fund managers were outperformed by the S&P 500. If it were that easy to earn excess returns by exploiting the predictable patterns in the market, we should be able to find a substantial number of professionals who are able to do so." This is nonsense, for several reasons.

1) In the past decade, most of the money in the stock market has been handled by professionals. To demand that professionals outperform themselves is to demand the negation of a tautology. 

2)  Using the S&P, one of the best-performing investments among all stock indexes, bonds and commodities in the entire world over the past 16 years, as a benchmark for money managers to exceed is an inverted straw-man argument. 
3)  To demand that professional investors beat a bull market is to create a negative-sum game and then insist that the majority win at it. Every manager has to have some cash, and every manager pays commissions. By definition, it is impossible for the majority to beat a bull market. Even random walkers must reject this cute ruse. It is quite certain that if we were to isolate a bear market period in which many money managers beat the market simply because many of them held some cash, random walk proponents would not then declare such performance as evidence against their model. 
4)  Beating the market is a false standard. To be consistent, random walkers should also insist that portfolio managers beat the market on the short side in bear markets. After all, market prices are simply ratios, making direction irrelevant. Carried to its extreme, their benchmark demands no less than constant outperformance in every market fluctuation, which is absurd. The only valid question is whether a manager makes enough money to make investing with him a good idea relative to what you would do as an individual. 
5) Nonrandomness hardly means that earning excess returns should be "that easy." This is a blanket substitution of one idea for another. 
6)  If professionals are operating under false premises, the patterns they perceive would be inconstant and therefore inadequate for reliable forecasting. In this case, their failures would not prove randomness, but epistemological error. 
7) The argument presents a false dichotomy, an "either-or" that is not necessary. Random walk is a possible answer to the more general question of why people do well at investing but hardly a necessary one. Impulsive herding behavior would explain why most people do not perform brilliantly in financial markets. It also happens to be the actual reason.
Rita Koselka, writing recently for Forbes, describe what goes on in an everyday auction market like those in finance: 
Lured by free food and wine, I went with some female former Harvard Business School classmates to attend what Sotheby's the big auction house, advertised as a mock auction. Sipping our chardonnay, we were herded into the auditorium with several hundred other invitees - all business school graduates, each of us [with] $40,000 in fake credit. We proceeded to behave in ways that threw scant credit on our M.B.A.s. A blue-glaze Oriental vase sold for well beyond our supposed $40,000 limit. 
The final item up for bid was tea for eight with Sotheby's president, Diana Brooks. But this time we were bidding real money. Figuring I could find some friends to chip in, I thrust my paddle in the air at $600. A quick nod of acknowledgement from auctioneer Hildesley and then I was forgotten. The tea sold at $1,200 to a zealous young woman two rows ahead. She had a determined air about her that said, No matter what you bid, I'll top it.
The one business lesson I came away with may not be the one Sotheby's intended: I've learned it's nearly impossible to behave rationally at an auction, so written bids left with the auctioneer in advance are the only way to go. (If the top bid at auction is less that your written bid, you'll pay the lower price.) Unless you are a lot more disciplined than most fold, stay away from the auction room.
The above description of people's behavior in such environments is far closer to reality than academic models based on investor rationality, fully disseminated knowledge and random outside impetus. Emotions rule most of the players in an auction crowd; the more naïve and/or impulsive some of players are, the less rational is the bidding. 
Such behavior is the focus of a newly developing area of scientific study called behavioral finance, whose champions have been conducting experiments that demonstrate the validity of technical (i.e., market behavioral) analysis and the invalidity of EMH. One example is the paper, "Simple Technical Trading Rules and the Stochastic Properties of Stock Returns" by William A. Brock, Josef Lakonishok and Blake LeBaron, published in the Journal of Finance in 1992. It shows that two simple technical trading methods based upon moving averages and trendlines generate returns in excess of those predicted by models presuming randomness. Both of these tools rely on the almost embarrassingly simple fact that markets trend, but even that is a challenge to EMH.
What is the status of the rational man in a trending market or emotional auction? When herding stock market investors have the bit in their mouths, rational individuals are powerless to stop the stampede. In fact, they often have no choice but to take the trend into account regardless of how they would otherwise value stocks. 
Might the rare nonherding professional fund manager rise above this dynamic? In most cases, he cannot. His choice is this: He can raise cash in a bull market and buy stocks in a bear market, which would be prudent investing, or he can stay in business. That is his choice. If he acts counter to the market's trend, then his customers leave in droves. They place their funds with managers whose policies reflect their feelings. Any mutual fund manager whose personal opinion counters that of the majority will tell you how frustrating it is to be in this trap. Rationality, to most managers, means getting rich giving customers what they want, not losing most of them with prudent investing. Regardless of the market outlook of any specific fund manager, then, the herding majority remains in complete control of the bulk of professionally managed money. 
Why is EMH so popular? There appear to be two reasons. First, the isolation of many academics from the real world of finance explains why they are not immediately uncomfortable with the idea. As a writer for the International Herald Tribune put it in 1995 with well chosen words, "If you believe that markets and investing live in the chilly climes of abstract thought, you probably haven't spent too long tracking your investments through the ups and downs of raging, irrational bull runs or the weird, depressing illogic of a bear phase." The second reason that EMH is popular stems from the fact that, like most people, academics lose money in markets. Less like most people, however academics are quite sure that they are highly intelligent and adequately informed. They think, "If someone as smart as I, thinking logically, consistently loses money when I invest, then markets must surely be random." Sure, chuckle if you will. Then read this comment from an academic economist:
I have personally tried to invest money, my client's money and my own, in every single anomaly and predictive device that academics [mistake #1] have dreamed up, and I have yet to make a nickel on any of these supposed market inefficiencies [mistakes#2]. If there's nothing investors [here is the extrapolation to everyone else] can exploit in a systematic way, time in and time out [must it be always?], then it is very hard to say that information is not being properly incorporated into stock prices." Perhaps this conclusion would explain his failure if that were our only information, but how does it explain the monstrous, persistent success of futures trader Paul Tudor Jones? Obviously, it does not.
James B. Rogers, adjunct professor of security analysis at Columbia Business School and an outrageously successful investor, made a summary judgment, "The random-walk theory is absurd." and to Yale economics professor Robert Schiller for his incautious outburst, "The efficient-market hypothesis is the most remarkable error in the history of economic theory." 
