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In 1709, English poet Alexander Pope warned "a little knowledge is a dangerous thing." This observation describes the
plight of the active investor. Armed with advice from media pundits, many active investors discover too late how little they
know. They think active investing is the only way to make serious money. However, that conclusion is debunked by the
wealth of knowledge produced by Nobel Laureates.

In traditional 12-Step Programs, the second step is to acknowledge the presence of a higher power. Nobel Laureates serve
as the higher power for investors. They provide us with Nobel Prize-winning research and hundreds of peer-reviewed
published papers that collectively discredit the myth that active investors can consistently beat the market. Instead, their
research supports the argument that a globally diversi�ed, low-cost strategy maximizes returns at given levels of risk.

In the painting titled, Whom Should You Trust?, the dilemma of investors is depicted. On one side is the slick salesman of
Wall Street products. Tugging on the other side is an academic who provides unbiased research that does not require the
facade of a polished advertising campaign. The investors are caught in the middle, torn between the forces of salesmanship
and empirical evidence. Hopefully, they will listen to the evidence.

Introduction
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Nobel Laureates

 

Whom Should You Trust?

Investors Rely on Lady Luck
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The most signi�cant problem for active investors is their reliance on factors other than empirical evidence in selecting
investments. They speculate heavily and depend on Lady Luck, rather than on the science of investing. In addition, they
often chase the recent success of a manager, stock, time, or investment style. The great majority of investors are unaware
of the tremendous amount of academic brain power that has been applied to investing. This lack of awareness makes
investors more susceptible to the lure of active management, so they engage in risks they do not understand and cannot
quantify.

Milestones of achievement in modern �nance have accelerated over the last several decades, as advancements in
technology have enabled sophisticated calculations and analysis of millions of data points. At the heart of these analyses
and computations is the renowned Center for Research in Security Prices (CRSP).

In 1960, University of Chicago Professor James Lorie was asked by Merrill Lynch to determine how well most people
performed in the stock market relative to other investments. His research led to the creation of CRSP, a database of total
returns, dividends and price changes for all common stocks listed on the NYSE from 1926 to the present. In January 1964,
Lorie and Fisher published their �ndings in The Journal of Business, The University of Chicago's Press. Their research paper
proclaimed that the average compounded rate of return on NYSE common stocks from 1926 to 1960 was 9%. For the �rst
time in history, an average rate of return was quanti�ed. The front page of The New York Times �nancial section heralded
the pair's results. In 1977, Lorie and Fisher published a book on their subsequent research at CRSP, titled A Half Century of
Returns on Stocks & Bonds .  The CRSP database has made the University of Chicago's Booth School of Business the premier
institution for �nancial and stock market research, boasting 28 out of 74 Nobel Laureates in Economics who have either
attended or taught at the university as of 2014.

The CRSP database plays such a pivotal role in portfolio construction that Rex Sinque�eld, co-founder of Dimensional Fund
Advisors, said this about its creation: "If I had to rank events, I would say this one is probably slightly more signi�cant than
the creation of the universe."  Celebrating its 54th anniversary in 2014, CRSP is now the leading provider of historical stock
market data to over 500 institutions around the world.

Since 1969, the Sveriges Riksbank Prize in Economic Sciences in Memory of Alfred Nobel has been awarded to honor
contributions in the �elds of economic policy, development economics, international trade, and the use of �nancial
resources. The groundbreaking accomplishments of academics provide the knowledge that active investors need to free
them from the delusion they can beat a market.

Truly successful investing is built on the pillars of academic research. The following milestones demonstrate how strongly
the creativity, determination and tireless research of thousands of individuals have in�uenced the development of this 12-
Step Recovery Program for Active Investors.

Center for Research in Security Prices

1

2

The Nobel Prize in Economics

A Timeline of the Science of Investing
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Invisible Hand

Adam Smith

Louis Bachelier

In his 1776 landmark book, The Wealth of Nations,  Adam Smith asserted that countries that embrace
free markets would prosper while others would not. His assertion was illustrated with the visual
image of the invisible hand representing free market forces. Smith believed that individuals who acted
in their own self-interest would bene�t society as a whole. By allowing buyers and sellers to set prices,
a free market economy would ensure the allocation of resources in the most e�cient manner.
Similarly, index investing is based on the idea that markets work, and that market prices constantly
change to re�ect current information and opinions.

In his 1900 doctoral thesis, "The Theory of Speculation," Louis Bachelier set forth his revolutionary
conclusion that "there is no useful information contained in historical price movements of
securities."  Therefore, the expected return of speculation is zero (minus costs). Bachelier's theory
was rejected by his peers and sat untouched for 60 years until economist Paul Samuelson discovered
it. Paul Samuelson, Eugene Fama and others would expand on Bachelier's �ndings with the ensuing
and revolutionary Random Walk Theory, which asserts that stock prices continuously react to new
information and therefore move in a random and unpredictable fashion.

1776 - The Wealth of Nations

3

1900 - The Random Walk Theory

4

1906 - The Wisdom of the Crowds
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Wisdom of the Market

Francis Galton

 

Watching Grass Grow

Paul Samuelson

English scientist Francis Galton was a statistician who
developed the important concepts of correlation and
regression toward the mean. He discovered in the early
1900s that the collective wisdom of many is more accurate
than the wisdom of a few. Galton arrived at his discovery of
"The Wisdom of the Crowds" at a livestock convention,
where a crowd of almost 800 people were asked to guess
the correct weight of a butchered ox. Surprisingly, the
average guess of the entire crowd was very close to the ox's
actual weight, only one pound o�. No one individual came
as close to the correct answer. In a 1906 Nature Magazine article titled, "Vox
Populi" (Voice of the People), Galton concluded that a group of individuals
making independent guesses would make a more accurate assessment than any
individual would on their own . The world's equity markets support Galton's
discovery, as about ten million investors independently and collectively estimate
the fair value of stocks every trading day.

In 2005, New York Times journalist and author James Surowiecki eloquently
detailed the accuracy of the collective wisdom of all of us in his popular book, The

Wisdom of Crowds: Why the Many Are Smarter Than the Few and How Collective Wisdom Shapes Business, Economies, Societies
and Nations.  His book describes and a�rms Galton's �ndings that large groups of people are smarter than even the
experts.

In 1970, MIT Professor of Economics Paul Samuelson was
the �rst American to be awarded a Nobel Prize in
Economics. Samuelson has long been credited with
contributing more than any other contemporary economist
to raising the analytical and methodological levels of
economic science. In�uenced greatly by Louis Bachelier,
Samuelson proved, expanded and re�ned Bachelier's work
in his famous paper, "Proof that Properly Anticipated Prices
Fluctuate Randomly,"   published in 1965. His �ndings can
be summarized as follows: a) market prices are the best
estimates of value;  
b) price changes follow random patterns; and c) future news and stock prices are
unpredictable. Samuelson's wisdom is re�ected in his words, "Investing should
be dull, like watching paint dry or grass grow. If you want excitement, take $800
and go to Las Vegas. It is not easy to get rich in Las Vegas, at Churchill Downs, or
at the local Merrill Lynch o�ce." The painting on the next page illustrates
Samuelson's belief that investing should provide as much excitement as watching
grass grow.

1906 - The Wisdom of the Crowds

5

6

1965 - Prices are Random

7

1965 - E�cient Markets
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Eugene Fama

Kenneth French

Rex Sinque�eld

In recognition of his contributions to asset pricing theory, Eugene Fama was awarded the Nobel Prize
in Economic Sciences in 2013. Fama is a University of Chicago professor of �nance, and is widely
viewed as the "Father of Modern Finance." Fama set out to explain why stock market prices �uctuate
randomly, and his �ndings led to his coining of the phrase "E�cient Market." In "The Behavior of
Stock Market Prices,"  published in 1965, Fama examined the prevailing assumption that the
tremendous resources available to any major brokerage �rm, including industry trends, e�ects of
interest rates, accounting data, and access to managers of �rms consistently allowed fund managers
and security analysts to outperform a randomly selected portfolio of securities with similar general
risk levels. However, the study determined no such advantage existed beyond that attributed to
chance alone. In 1970, Fama published his E�cient Market Hypothesis in "E�cient Capital Markets: A
Review of Theory and Empirical Work,"  in which he concluded equity markets consistently

incorporate all available information into their prices, and trends in capital markets cannot be identi�ed in advance. He
found that an agreement between a buyer and a seller re�ects the most accurate value of a security, resulting in an
environment where the only way an investor can expect to beat the market return is by taking risk greater than the market.
This can be accomplished by increasing exposure to small cap and/or value stocks.

Eugene Fama and Kenneth French's 1992 paper, "The Cross-Section of Expected Stock Returns,"
expanded upon the Nobel Prize-winning research of Harry Markowitz and William Sharpe that
delivered Modern Portfolio Theory. Fama and French determined that exposure to market, size and
value risk factors explained as much as 96% of historical returns in diversi�ed stock portfolios. Their
discoveries serve as the foundation for constructing indexes that e�ciently capture risks and returns
based on �ve independent risk factors, including term and default for �xed income.

Shortly after earning his MBA from the University of Chicago, Rex Sinque�eld convinced his then
employer, American National Bank of Chicago, to develop the �rst market-cap-weighted S&P 500
index fund. Established in 1973, the fund was only available to institutions, and the New York
Telephone Company became its �rst major investor. In 1976, Sinque�eld teamed up with Roger
Ibbotson to co-author "Stocks, Bonds, Bills and In�ation," an annually updated study that is widely
recognized as the most comprehensive empirical study of stock market returns available . Also in
1973, David Booth helped develop a market-cap-weighted S&P 500 index fund for Wells Fargo Bank.

Sinque�eld and Booth teamed up in 1981 to launch Dimensional Fund Advisors, a mutual fund
company committed to the construction of asset class funds that e�ciently capture the speci�c
market risk factors identi�ed by Fama and French. Sinque�eld has been an eloquent and outspoken

advocate for passive investing. At a 1995 Charles Schwab conference, Sinque�eld shared his enlightening parallel between
freedom and markets when he said, "It is well to consider, brie�y, the connection between the socialists and the active
managers. I believe they are cut from the same cloth. What links them is a disbelief or skepticism about the e�cacy of
market prices in gathering and conveying information… so who still believes markets don't work? Apparently it is only the
North Koreans, the Cubans and the active managers."

8

9

10

1973 - The Birth of Index Funds

11

12

1973 - A Random Walk
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A Devastating Conclusion

Burton Malkiel

Friedrich von Hayek

John Bogle

Economist, author and Princeton Professor of Economics
Burton Malkiel is a leading proponent of Fama's E�cient
Market Hypothesis. In his 1973 book, A Random Walk Down
Wall Street (now in its 10th edition),  Malkiel challenged
the �nancial services industry to provide the investing
public a better way to invest. "Fund spokesmen are quick to
point out you can't buy the market averages," he wrote. "It's
time the public could." He also famously quipped, "A
blindfolded monkey throwing darts at a newspaper's
�nancial pages could select a portfolio that would do just as

well as one carefully selected by the experts." Two years after his book was
published, the Vanguard Group was formed to create the �rst index fund
available to individual investors. Vanguard founder John C. Bogle refers to Malkiel
as the "spiritual leader of the [indexing] crusade."

Austrian economist Friedrich von Hayek (1899 to 1992) was awarded the Nobel Memorial Prize in
Economics in 1974. In his seminal book, The Road to Serfdom,  Hayek articulated the reasons why
free market capitalism is a superior economic model to communism or socialism. He and his mentor,
Ludwig von Mises, were in�uential �gures in the Austrian school of political economy. He postulated
that centralized planning by a government is not democratic and that market economies are the
result of spontaneous order, resulting in a more e�cient allocation of resources than any other
system could achieve. Building on the work of Adam Smith, Mises, and others, Hayek argued that in
socialist or communist societies, an individual or a small group of people ine�ciently determines the
distribution of resources. His �ndings support the concept that prices in a free market, such as the
global stock exchanges, re�ect the available information and the forecasts of all market participants.

In other words, prices are an e�ective and e�cient means of communication between buyers and sellers.

On December 31, 1975, Princeton graduate John C. Bogle created Vanguard's First Index Investment
Trust with just $11 million, the �rst index fund available to individual investors. Now known as the
Vanguard 500 Index Fund, the fund was initially met with criticism, even earning the nickname,
"Bogle's Folly." The fund became the security industry's largest mutual fund in 2000 and as of June
2014, managed nearly $175 billion .

Bogle is widely recognized as a vocal champion of the individual investor, even earning him the
moniker of "St. Jack" for his unwavering commitment to keeping fees as low as possible and ensuring
fund transparency and purity. Bogle has received signi�cant accolades in recognition for his unsel�sh
e�orts. In 2004, TIME Magazine named Bogle one of the world's 100 most powerful and in�uential
people, and Institutional Investor presented him with its Lifetime Achievement Award. In 1999, Fortune

13

14

1974 - A Case for Capitalism

15

1975 - First Retail Index Fund

16
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David Booth

Harry Markowitz

designated him as one of the investment industry's four "Giants of the 20th Century." In 1998, Bogle was presented the
Award for Professional Excellence from the Association for Investment Management and Research, and he was inducted
into the Hall of Fame of the Fixed Income Analysts Society, Inc. in 1999.

Bogle is also a proli�c and best-selling author of many books. Some of my favorites are Common Sense on Mutual Funds: Fully
Updated 10th Anniversary Edition (2009); The Little Book of Common Sense Investing: The Only Way to Guarantee Your Fair Share
of Stock Market Returns (2007); and Bogle on Mutual Funds: New Perspectives for the Intelligent Investor (1994).

David Booth earned his MBA from the University of Chicago in 1971, where he studied under great
economic minds like Eugene Fama and Merton Miller. Booth suspected many investors were unaware
of the bene�ts of size risk exposures. In 1981, Booth and Rex Sinque�eld, along with guidance from
Eugene Fama, founded Dimensional Fund Advisors, a highly regarded mutual fund company that
applies passive asset class strategies to its wide range of funds. Many of Dimensional's funds capture
tilts toward factors such as size, value, and pro�tability. Long term exposure to these factors has
produced above-market returns since 1926 . Dimensional was one of the �rst fund companies to
educate its clients and advisors about the direct relationship between speci�c risks and their expected
returns. Booth's initiative has paid o�.  Dimensional is regarded by independent investment advisors
as a top mutual fund company with assets of $356 billion as of March 2014. Booth continues the

advancement of investing science through generous donations. Most notably, in 2008, he gave $300 million to the
University of Chicago's School of Business, the largest gift in the University's history and the largest gift to any business
school. In recognition to Booth, the University of Chicago's business school was renamed Chicago Booth School of
Business. Subsequently, three Nobel Prizes in Economic Sciences have been awarded to current and former faculty
members of the Booth School of Business — Eugene Fama and Lars Peter Hansen in 2013 and Thomas Sargent in 2011.

After several decades of economic breakthroughs, the science of investing was recognized in 1990. The Sveriges Riksbank
Prize in Economic Sciences in Memory of Alfred Nobel, commonly know as the Nobel Prize in Economic Sciences, was
awarded to three investment research pioneers for their collective work known as Modern Portfolio Theory: Harry
Markowitz, for research regarding portfolio construction in relation to risk and return; William Sharpe, for his Capital Asset
Pricing Model and the concept of beta; and Merton Miller, for modern corporate �nance theory and the theory of company
valuation with respect to dividends. After years of work, they were credited with collectively reforming the way the world
invests and forming conclusions that continue to inspire �nancial economists today.

When Markowitz was a doctoral student at the University of Chicago in 1952, he concluded that
investment diversi�cation reduced risk. His groundbreaking paper, "Portfolio Selection,"  is the
foundation of Modern Portfolio Theory.  In fact, he is commonly referred to as the "Father of Modern
Portfolio Theory." Markowitz's contributions showed that assets should be evaluated not only for
their individual characteristics, but also for their combined e�ect on a portfolio as a whole. His
research  mathematically supports e�cient portfolios that have provided the highest expected return
for a given level of risk.

1981 - A New Dimension of Investing

17

1990 - Nobel Prize in Economic Sciences

18
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William Sharpe

Merton Miller

Eugene Fama

Stanford professor William Sharpe presented the Capital Asset Pricing Model (CAPM), or single factor
asset-pricing model, in his 1963 paper, "A Simpli�ed Model for Portfolio Analysis."  In his 1964
paper, "Capital Asset Prices: A Theory of Market Equilibrium under Conditions of Risk,"  he theorized
risk is volatile relative to the market and found an asset's sensitivity to market risk (known as beta)
determines an investor's expected return and the cost of capital of a �rm. Stocks that carry higher risk
(a beta greater than one) are more volatile than the market and therefore should have higher
expected returns. CAPM is often used as the asset-pricing model for evaluating the risk and expected
return of securities and portfolios.

Merton Miller derived two vital invariance theorems with the help of Franco
Modigliani, now aptly named the Modigliani-Miller or MM theorems. Through
Miller's work, an important lesson was ascertained: a �rm's value is unrelated to
its dividend policy, and dividend policy is an unreliable guide for stock selection.
The MM theorems have since established themselves as the comparative norm
for theoretical and empirical analyses in corporate �nance.

The 2013 Nobel Prize in Economic Sciences was awarded to Eugene Fama, Lars Peter Hansen, and
Robert Shiller for their empirical analysis of asset prices. Essentially, all three converge on the idea
that although prices are completely unpredictable in the short run, they become more predictable
over longer time periods. Eugene Fama's contributions were already discussed in the section titled
"1965—E�cient Markets". To summarize, although market e�ciency implies a random daily
movement of asset prices, the returns that are realized over long periods of time re�ect the risks that
are priced into the assets by market participants.

The above vignettes are brief snapshots of an enormous treasure trove of valuable information that can provide every
investor the ability to invest for a better �nancial future. The �ndings of �nancial scientists, academics and Nobel Laureates
are indeed the higher power for investors, enabling them to invest with an abundance of knowledge that will enable them
to better fund their own retirement, not their broker's retirement.

Footnotes:

1 A Half Century of Returns on Stocks & Bonds
2 Timothy M. Hatton, The New Fiduciary Standard: The 27 Prudent Investment Practices for Financial Advisers, Trustees
and Plan Sponsors, (Bloomberg, 2005) pg. 33.
3 Adam Smith, Wealth of Nations (Oxford: Oxford University Press, 1993)
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2013 - Nobel Prize in Economic Sciences

The Higher Power for Investors
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Next: Step 3: Stock Pickers 

4 Louis Bachelier, Louis Bachelier’s Theory of Speculation, trans. Mark Davis and Alison Etheridge, (Princeton
University 2006)
5 Francis Galton, "Vox Populi," Nature, vol. 75, March 28, 1907.
6 James Surowiecki, The Wisdom of Crowds: Why the Many Are Smarter Than the Few and How Collective Wisdom Shapes
Business, Economies, Societies and Nations (New York: Double Day, 2005).
7 Paul Samuelson, "Proof That Properly Anticipated Prices Fluctuate Randomly," Industrial Management
Review 6 (1965): 41.
8 Eugene F. Fama, "The Behavior of Stock Market Prices," The Journal of Business, vol. 38, no. 1. (1965): 34-
105.
9 Eugene F. Fama, "E�cient Capital Markets: A Review of Theory and Empirical Work," The Journal of Finance,
vol. 25, no. 2 (1970).
10 Eugene F. Fama and Kenneth R. French, "The Cross-Section of Expected Stock Returns," The Journal of
Finance, vol. 47, no. 2 (1992).
11 Roger Ibbotson, Rex Sinque�eld, "Stocks, Bonds, Bills, and In�ation, Vol. 49, No.3, (July 1976), pp.313-338.
12 Rex Sinque�eld, "Active Vs. Passive Management," (speech, San Francisco, CA, October 12, 1995),
unalmed, http://unalmed.edu.com
13 Burton Malkiel, A Random Walk Down Wall Street (New York: W. W. Norton & Company, Inc., 1973).
14 John C. Bogle, Founder and Senior Chairman, The Vanguard Group, Keynote Speech, The Fourth Annual
Superbowl of Indexing, Dec. 5, 1999.
15 Friedrich von Hayek, The Road to Serfdom (Chicago: University of Chicago Press, 1994).
16 Vanguard 500 Index Inv., July 2004 to July 2014, via Morningstar, accessed July 11, 2014,
http://quotes.morningstar.com/fund/v�nx/f?t=VFINX
17 Eugene Fama, Kenneth French, "The Cross-Section of Expected Stock Returns," The Journal of Finance, Vol
47, No. 2, June 1992.
18 Harry Markowitz, "Portfolio Selection," The Journal of Finance, vol. 7, no. 1 (1952).
19 William Sharpe, "A Simpli�ed Model for Portfolio Analysis," Management Science, vol. 9, no. 2 (1963).
20 William Sharpe, "Capital Asset Prices: A Theory of Market Equilibrium under Conditions of Risk," The
Journal of Finance, vol. 19, no. 3 (1964).
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https://www.ifa.com/tags/?tags=merton%20miller
https://www.ifa.com/tags/?tags=frank%20modigliani
https://www.ifa.com/tags/?tags=portfolio%20selection
https://www.ifa.com/tags/?tags=a%20simplified%20model%20for%20portfolio%20analysis
https://www.ifa.com/tags/?tags=capital%20asset%20prices:%20a%20theory%20of%20market%20equilibrium%20under%20conditions%20of%20risk
https://www.ifa.com/tags/?tags=academics
https://www.ifa.com/tags/?tags=financial%20scientists
https://www.ifa.com/become-client/
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September 7, 2017
Index Funds: Step 6 - Style Drifters
Relevance Score: 10.00

ARTICLE

December 11, 2013
The History of Finance in Four
Minutes
Relevance Score: 7.50

ARTICLE

February 28, 2013
Papers Cited in IFA's Investment
Policy Statement
Relevance Score: 7.00

ARTICLE

January 6, 2014
Barron's Article on Dimensional
Fund Advisors
Relevance Score: 6.00

ARTICLE

https://www.ifa.com/videos/index-funds-the-movie-step-six
https://www.ifa.com/videos/index-funds-the-movie-step-six
https://www.ifa.com/articles/history_finance_four_minutes
https://www.ifa.com/articles/history_finance_four_minutes
https://www.ifa.com/articles/papers_cited_investment_policy_statement
https://www.ifa.com/articles/papers_cited_investment_policy_statement
https://www.ifa.com/articles/good_article_from_barron
https://www.ifa.com/articles/good_article_from_barron
https://www.ifa.com/articles/leader_of_the_pack-the_dfa_funds
https://www.ifa.com/become-client/


9/7/2017 https://www.ifa.com/12steps/step2

https://www.ifa.com/12steps/step2 13/17

July 8, 1999
Leader of the Pack: The DFA Funds
Relevance Score: 6.00

ARTICLE

October 2, 2015
Professor Harry Markowitz – 25th
Anniversary of Becoming a Nobel
Lau...
Relevance Score: 5.50

ARTICLE

November 4, 2013
If You Can't Beat 'Em, Join 'Em
Relevance Score: 5.50

ARTICLE

June 12, 2012
Index-Fund Investing: Revisiting a
Piece of Investment History
Relevance Score: 5.50

ARTICLE

August 10, 2000
Slice and Dice Primer
Relevance Score: 5.50

https://www.ifa.com/articles/leader_of_the_pack-the_dfa_funds
https://www.ifa.com/articles/professor_harry_markowitz_-year_anniversary_becoming_nobel_laureate
https://www.ifa.com/articles/professor_harry_markowitz_-year_anniversary_becoming_nobel_laureate
https://www.ifa.com/articles/you_beat_join
https://www.ifa.com/articles/you_beat_join
https://www.ifa.com/articles/index-fund_investing_revisiting_piece_investment_history
https://www.ifa.com/articles/index-fund_investing_revisiting_piece_investment_history
https://www.ifa.com/articles/slice_and_dice_primer
https://www.ifa.com/articles/slice_and_dice_primer
https://www.ifa.com/become-client/
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VIDEO

June 14, 2017
Active vs Passive Debate: Mark
Hebner's Point of View - Show 241
Relevance Score: 5.09

ARTICLE

December 18, 2013
The University of Chicago, CRSP,
and the Stock Market
Relevance Score: 5.00

ARTICLE

October 22, 2013
Fama’s Win: Made Sweeter
Through Time
Relevance Score: 5.00

Page 1 of 8 (Results 1-12 of 85)

2 3 4 5 6 7 8 Next >1

https://www.ifa.com/videos/ep_241_mark-hebner-active-passive-debate
https://www.ifa.com/videos/ep_241_mark-hebner-active-passive-debate
https://www.ifa.com/articles/university_of_chicago_crsp_and_the_stock_market
https://www.ifa.com/articles/university_of_chicago_crsp_and_the_stock_market
https://www.ifa.com/articles/eugene_famas_win_made_sweeter_through_time
https://www.ifa.com/articles/eugene_famas_win_made_sweeter_through_time
https://www.ifa.com/become-client/
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