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How Many Nobel Prize Winners Does It Take
to Build a Prudent Portfolio Strategy?
By Joni Clark, CFA, CFP®
Chief Investment Officer, Loring Ward

For all the accumulated wisdom about asset allocation and
diversification, some investors still believe that a successful investment strategy involves picking stocks or outguessing the market.
They follow the markets and soak up the financial media daily.
They seek the views and opinions of Wall Street analysts or
active money managers. Despite evidence to the contrary, they’re
convinced they can build a winning portfolio strategy by trading
the right stocks at the right time.
Why listen to market prognosticators or so-called experts on Wall
Street who often profit from their advice when you can look to
proven academic research for wisdom on investing? Academics
often dedicate their careers and lives to study and decipher the
capital markets to give the world a greater understanding of how
the markets work. And they have absolutely no financial interest
in your investment decisions.
Of course not just any academic research will do. There are many
academic theories floating around at any point in time, and one
idea or theory will often contradict another.
But only theories with solid proven research will win a Nobel
Prize. The Nobel Prize is not generally awarded to new ideas
or research. The Nobel Memorial Prize in Economic Sciences
doesn’t recognize the newest or most “cutting edge” ideas, but
instead it takes many years for a given theory or discovery to truly
be proven effective.

Loring Ward adheres to investing principles based on decades
of academic research and Nobel Prize winning research: Build
a prudent, well-diversified portfolio, and let the markets work.
Professor Harry S. Markowitz, member of the Loring Ward
Investment Committee, was awarded the 1990 Nobel Prize
in Economic Sciences for a paper he published in 1952 on
what would become known as Modern Portfolio Theory. His
research showed that investors could maximize returns for a
given level of expected risk or minimize risk for a given level of
expected return by investing in a diverse portfolio containing
multiple stocks.
Markowitz’s idea was ahead of his time. Prior to the 1960s, most
investors bought individual stocks without any regard to their
effects on portfolios as a whole. But his work eventually laid the
foundation for asset allocation and diversification strategies that
many investors use today.
In October of this year, the Nobel Prize in Economic Sciences
was awarded to University of Chicago Professor Eugene F. Fama
for a paper he published in 1965 on what he termed the Efficient
Market Hypothesis. Professor Fama’s groundbreaking study demonstrated that stock prices are extremely difficult to predict in the
short run, and that new information is very quickly incorporated
into prices.
Fama has been widely recognized for many years as “the father
of modern finance” and he has won many notable honors and
awards during his career. He has argued for decades that financial
markets are efficient and that stock-price movements are unpredictable, making it impossible for even professional money
managers to gain an advantage.
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What this means for investors, according to the hypothesis, is
that it is impossible to consistently outperform the market, except
through luck. This means investors may be better off accepting
the market’s rate of return and not taking the unnecessary risks
involved with trying to outguess it.
Fama’s career and work demonstrate the practical impact that academic research can have for investors. As Professor Fama’s ideas
have spread, they have helped popularize low-cost, diversified
investments and discredit the idea that masters of the financial
universe should be richly rewarded for their stock picking ability.

Investors who believe in efficient markets do not pay money
managers huge fees to try and pick good stocks. They ignore
advertisements touting past performance, because in an efficient
market past performance tells you literally nothing about the
future. They do not try to time the market, which in practice has
always meant rushing in during booms and panic selling during
busts — buying high and selling low. In fact, they do not even
look at what the stock market is doing from day to day. Why
bother? It will not give you an investment edge.

Past performance does not guarantee future results and the value of an investment will fluctuate so that an investor’s shares, when redeemed, may be worth more
or less than their original cost. Stock investing involves risks, including increased volatility (up and down movement in the value of your assets) and loss of principal.
Diversification cannot guarantee a profit or protect against a loss.
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