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So, guided by these principles and a wealth of research about the financial markets, how should we think about investing?Your particular view of market pricing will shape how you invest, and there are basically three approaches: conventional management, indexing, and our way of investing, which is based on market pricing and dimensions of expected returns.
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The Efficient-Market TheoryThe efficient-market theory states that security prices efficiently incorporate all public information. Supporters of the efficient-market theory contend that if information about a particular security is publicly available to one investor, it is available to all investors. Consequently, the price of a security reflects its true investment value at all times. Asset allocation relies on the fact that markets are efficient and that investors behave in rational, predictable ways. However, investors do not always behave rationally—rational behavior is not as widespread as one may believe. In fact, investors can actually end up being their own worst enemies. Investment decisions are influenced by a number of emotional and psychological factors, and this has given rise to the field of behavioral finance. Researchers and academics in this relatively new field attempt to better understand and explain how emotions and perceptions influence investors and the decision-making process. 
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Eugene F. Fama

The Hypothesis States:
• Current prices incorporate all available information and expectations.
• Current prices are the best approximation of intrinsic value.
• Price changes are due to unforeseen events.
• “Mispricings” can occur but not in predictable patterns that can lead to consistent outperformance.

The Hypothesis Does not State:
• All investors are rational.
• Prices are always right.
• Prices should be stable.
• Professional money managers can’t earn higher than market returns.

Eugene F. Fama, “Efficient Capital Markets: A Review of Theory and Empirical Work,” Journal of Finance 25, no. 2 (May 1970): 383-417. 
Eugene F. Fama, “Foundations of Finance,” Journal of Finance 32, no. 3 (June 1977): 961-64.
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Talking Points:Professor Eugene F. Fama performed extensive research on stock price patterns. In 1966, he developed the efficient markets hypothesis, which asserts that current securities prices reflect all available information and expectations.This framework has several implications for investors. If current market prices offer the best available estimate of real value, stock mispricing cannot be systematically exploited through securities selection or market timing. Moreover, only unanticipated future events will trigger price changes, which is one reason for the apparent short-term “randomness” of returns.One implication of an efficient market is that investors should not attempt to identify mispriced securities. Rather than trying to outguess the market, investors should accept market pricing and hold well-diversified portfolios positioned for long-term growth.



What Affects a Stock’s Current Price?
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Given all information, a stock’s current price 
offers the best approximation of actual value.

All 
Available 
Information

A company’s 
equity, its 
prospects 
for future 
earnings, and 
perceived risk

Price



Stock Prices Adjust Quickly
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Heinz, 2/14/2013

Source: Bloomberg
The security identified is shown for illustrative purposes only to demonstrate the investment philosophy described herein. These materials are not, and should not be construed as, a recommendation to purchase or sell the security identified or 
any other securities. Actual holdings will vary for each client, and there is no guarantee that any client will hold the security identified.

“Heinz agrees to buyout by 
Berkshire Hathaway, 3G”
−USA Today, February 14, 2013

News travels quickly, and prices 
can adjust in an instant.



Markets Integrate the Combined Knowledge 
of All Participants
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The market effectively enables 
competition among many market 
participants who voluntarily 
agree to transact.

This trading aggregates a vast 
amount of dispersed information 
and drives it into security prices.

In US dollars. 
Source: World Federation of Exchanges members, affiliates, correspondents and non-members. Trade data from the global electronic order book. Daily averages were computed using year-to-date totals as of December 31, 2016, divided by 
250 as an approximate number of annual trading days.

World Equity Trading in 2016

Number of Trades Dollar Volume

Daily 
Average

82.7 
million

$346.4 
billion
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So, consider how this aggregation of knowledge and opinions works in the financial markets. Millions of participants buy and sell securities around the world. In the US markets alone, investors trade billions of dollars in stocks and bonds each day. The new information buyers and sellers bring to the markets help set prices—and with each bit of new information, prices adjust accordingly.No one knows what the next bit of new information will be, as the future is uncertain. But we can accept current prices as fair. This doesn’t mean that a price is always right because there’s no way to prove that. But investors can accept the market price as the best estimate.If you don’t believe that market prices are good estimates—if you believe that the market has it wrong, you are pitting your knowledge or hunches against the combined knowledge of thousands or millions of other market participants.



Together, We Know More Than We Do Alone
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Participants were asked 
to estimate the number 
of jelly beans in a jar.

Range: 409-5,365
Average: 1,653
Actual: 1,670

Illustration based on voluntary participation at client event hosted by a financial advisor, August 2013. Results audited by advisor.
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Here’s a simple example of a market at work. It shows how collective knowledge can come together and be more powerful than the knowledge of any one person.At a client event hosted by a financial advisor, a jar of jelly beans was placed in the lobby and attendees were asked to estimate the number of jelly beans it contained. The participants wrote down their estimates, and whoever offered the closest estimate to the actual count received a prize.There was a wide range of estimates—409 to 5,365 jelly beans. The average of all estimates was 1,653. The actual count was 1,670.This experiment has been repeated at other client events, and the average of all guesses is usually very close to the actual count. The principle is that the combined intelligence of a group is better than the knowledge of one person. Together, we know more than we do alone.



Let the Market Work for You
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When you try to outwit the 
market, you compete with 
the collective knowledge 
of all investors.

By harnessing the market’s 
power, you put their knowledge 
to work in your portfolio.
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