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• Finance theory changed radically between 1950 and 1975, when five significant 
new ideas emerged.

• This series of innovative concepts began with the portfolio selection theory.

• They included capital structure, the Capital Asset Pricing Model, the efficient 
market hypothesis and the Black-Scholes-Merton theory of option pricing.

• After initial skepticism, investors started using these new academic theories.

• As modern portfolio theory came of age, capital structure seemed irrelevant. 

• It didn't matter whether a company financed its operations through debt or equity 
(or a combination) since the value of the firm remained the same. 

• Capital-assets prices began to reflect risk.

• Share prices, the theorists said, include all available information.

• As the field changed, options and derivatives grew in popularity.

• When behavioralists challenged these theories as psychologically implausible, 
experts adapted them. They are still being developed. They continue to work. 
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  Relevance

What You Will Learn
In this Abstract, you will learn: 1) How five iconoclastic ideas shaped modern finance; 
2) How subsequent research has challenged these ideas; and 3) How modifications and 
extensions have made these ideas more accurate and useful.

Recommendation
In the early 1950s, graduate student Harry Markowitz presented his Ph.D. dissertation to 
the University of Chicago economics department. The response was less than encouraging. 

“This isn’t a dissertation in economics,” Milton Friedman told Markowitz. “It’s not math, 
it’s not economics, it’s not even business administration.” Whatever it was, Markowitz’s 
heterodox theory of portfolio selection changed finance forever and earned a Nobel Prize. 
Financial historian and investment manager Peter L. Bernstein humanizes his saga of great 
shifts in financial theory by organizing it around eminent thinkers (Markowitz, Myron 
Scholes, Franco Modigliani, Robert Merton, Bill Sharpe and others, if you ever want to 
look up a finance guru). Deepening his analysis with insights from “behavioral finance,” 
Bernstein describes how these innovators generated and extended the now-orthodox “capital 
ideas” of portfolio selection, capital structure, the Capital Asset Pricing Model, the efficient 
market hypothesis and the Black-Scholes-Merton theory of option pricing. Bernstein’s 
erudition is dazzling, his explanations pellucid and his narrative filled with scintillating 
characters. getAbstract doesn’t need to hedge: you’ll find this overview of current finance 
theory and practice brilliant, even if you don’t know your alpha from alfalfa.

  Abstract

You Say You Want a Revolution?
Before the 1950s, investors had little rational guidance on getting the most return from 
their money. Finance theory was a grab bag of folk wisdom, bromides and home-brewed 
nostrums that hadn’t changed much in a century. Then came the revolution. Armed with 
highly mathematical, computation-intensive theories, a small band of economists took 
aim at contemporary investment wisdom and didn’t let up. Finance theory – and practice 

– has never been the same. 
Harry Markowitz fired the first shot in 1952. In a 14-page paper, Markowitz proposed 
a simple but powerful idea: Investors should assemble investment portfolios that 
yield maximum return for a given level of risk. Markowitz treated risk as an input 
and admonished investors to squeeze as much output (return) from it as possible, a 
groundbreaking insight at the time. Then, Markowitz added another notion: investors 
can manage risk by diversifying. The riskiness of a portfolio of stocks can diverge from 
the riskiness of its individual stocks. The trick is ensuring that these stocks don’t move 
up and down together (in other words, that they don’t have a high covariance). 
Six years later, Franco Modigliani and Merton Miller stormed the barricades with their 
theory of capital structure. The two future Nobel winners showed that given certain 
assumptions, it didn’t matter if a company financed its work through debt or equity 
(or some combination) since the firm’s value remained the same. Capital structure was 
irrelevant as long as neither means of financing got better tax treatment. (Today, debt 
generally has tax advantages, at least in the U.S.)

“Nothing more 
deeply divides 
us from the world 
before 1952 
than the belated 
recognition 
of risk as the 
dominant element 
in portfolio 
management.”  

“By definition, 
most investors 
cannot outperform 
the market 
because they 
are the market.” 
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Future Nobel laureate Bill Sharpe let fly the next salvo in 1964, when he articulated the 
Capital Asset Pricing Model (CAPM). Sharpe’s work showed that capital prices reflect 
investment risk. Some kinds of risk are specific to a particular investment and can be 
managed by diversifying.  This is called “alpha.” Other risks are systemic and can’t be 
diversified away. This is called “beta” and is calculated relative to the entire market. For 
instance, if an asset has a beta of 0.3, then a 1% change in the market will cause a 0.3% 
change in the asset’s price. A beta of 1.0 means the asset is “risk free” and moves in 
tandem with the overall market. A higher beta means investors require a “risk premium.” 
Sharpe’s work set the stage for passive investing strategies, like index funds.   

The next year, Eugene Fama articulated the Efficient Market Hypothesis – an idea so 
heterodox it was greeted on Wall Street, in the words of one Princeton economist, “with 
as much enthusiasm as Saddam Hussein addressing a meeting of B’nai Brith.” Why? 
Because the hypothesis implies that you can’t beat the market. The price of an asset – say, 
a stock – reflects all available data. Any information you could use to predict the price 
of, for instance, Google’s shares tomorrow, has already been incorporated into the price. 
Accordingly, asset prices can’t be predicted: They follow a random walk up or down over 
time. Stock picking is, generally, for suckers. 

Then in the 1970s, Fischer Black, Myron Scholes and Robert Merton developed their 
theory of options pricing (the famous Black-Scholes formula). Before Black-Scholes, 
option pricing was guesswork. With it, investors could trade more and more sophisticated 
options, which led to the market for derivatives – investments that derive their value from 
other underlying assets. Derivatives include forward contracts (you commit to buy or 
sell an asset at a certain price on a certain future date), swaps (you and another investor 
exchange liabilities) and stock options (you have the right, but not the obligation, to buy or 
sell stock before a set date). While derivatives have their critics, many feel they allow risk 
to be spread to those most willing to bear it and, hence, they stabilize financial markets. 
Whatever their merits, derivatives now occupy a large part of the financial landscape.  

The Behavioralist Counterrevolution
While these ideas (christened “neoclassical finance”) originally met with scorn, they 
gradually became the new order. But every revolution needs a good counterrevolution, 
so another band of iconoclasts, the behavioralists, took up arms beginning in the mid-
1970s. They challenged the nascent neoclassical order with a group of ideas now known 
as “behavioral finance.” Drawing on the pioneering psychological work of Nobel winner 
Daniel Kahneman and Amos Tversky, the behavioralists questioned the psychological 
assumptions of neoclassical theory. Take human rationality. Neoclassical finance 
assumed that investors were rational agents (“rational utility maximizers,” no less). 
Experimental evidence, however, suggested that people were far from rational in the 
sense the neoclassicals needed to make their models fit the real world. These academic’s 
theories were, the behavioralists said, merely academic. 

Take this example from the work of leading behavioralist Richard Thaler, now of the 
University of Chicago. In one experiment, Thaler told a group of students they had just 
won $30. Then he gave them a choice. Option A: a coin flip that would pay $9 on heads 
and cost $9 on tails. Option B: no flip. Seventy percent chose the flip. Thaler brought in a 
different batch of students. They didn’t get the $30 “house money,” but, he did give them 
a choice. Option A: a coin flip that would pay either $39 on heads or $21 on tails. Option 
B: no flip and a guaranteed $30. This time, 43% chose the flip. A quick calculation shows 
that, whether they started from $30 of “house money” or from zero, the students were 

“All economic 
systems, even the 
most primitive, 
depend on 
production and 
technology, but 
capitalism is 
about combat 
and competition 
– about buying 
and selling even 
more than it is 
about production 
and technology.”   

“Studies of 
institutional 
investing continue 
to show that most 
active managers 
underperform 
in both equities 
and fixed-income 
markets.” 

“It is a paradox but 
nevertheless true 
that stock prices 
are so hard to 
predict because 
stock prices 
are themselves 
predictions of 
the future.”   

  
“Even though 
managers with 
skill do exist, can 
we identify them 
in advance?”   
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going to end up with either (A) $39 or $21, or (B) a guaranteed $30. The choice between 
the $30 and the $39/$21 flip was entirely up to the students. When they had the money, 
the students wanted to gamble. Thaler called this the “house money effect.”Does this 
pattern show up in the real world? You bet. Investors who have a lot of money tend to 
take big risks and investors with little money don’t. Unfortunately, this is the opposite 
of how investors should act. Consider a rich retiree. She has made her money. Now the 
game is to hang onto it. She should avoid excessive risk (no Caribbean penny stocks, 
thank you very much) and invest conservatively. If she gambles and loses, she has little 
time left to make another fortune. Now consider a relatively poor recent college grad. 
He has a lifetime of work ahead of him. (Lucky fellow.) He can take risks. In fact, if he 
doesn’t take risks, he may not have enough money for retirement. It may sting if he loses 
some of his money. But he has plenty of time to make up for an early setback or two (or 
three or four). 

The house money effect is only one of many cognitive biases catalogued by the 
behavioralists. Others include the status quo bias (people overvalue assets they have and 
fear losing them, even if the asset is something as trivial as a coffee mug); overconfidence 
(everyone thinks he or she is above average); confirmation bias (seeking confirming 
evidence for what you already know and ignoring contrary evidence); hindsight bias 
(looking back, unlikely events seem likely, as demonstrated by every Monday morning 
conversation about Sunday night’s football game); anchoring (a random piece of salient 
information can skew judgment); and severe loss aversion. As Kahneman puts it, “Who 
could design a brain that could perform in the way [the neoclassical] model mandates?” 
Only an economist, apparently. Not mother nature. 

A Peaceful Republic after All
Did the behavioralists overthrow the established order? Not exactly. In fact, behavioral 
finance didn’t so much kill neoclassical theory as make it stronger. For one thing, the 
behavioralists’ attack is often misunderstood. Even Kahneman denies that his work shows 
human beings as fundamentally irrational. Rather, it “refutes an unrealistic conception 
of rationality.” Thaler agrees. “People are not blithering idiots,” he says. But neither are 
they “hyperrational automatons.” For another thing, the irrationality discovered by the 
behavioralists creates opportunities that make the market more, not less, efficient. For 
instance, behavioral finance might predict when investors will bid up the price of shares 
during a bubble. This yields an opportunity to profit at the expense of these irrationally 
exuberant punters. Sophisticated investors are like sharks ready to gobble up anything 
tasty. Irrational investors are like chubby seals bobbing on the surface, oblivious to the 
circling sharks below.

Thaler and Kahneman have an investment management company that dines on these 
seals. Their firm, Fuller & Thaler, has done well managing only $4 billion (a relatively 
small sum for a fund these days) by using insights from their behavioralist work. How 
well? The firm has five main investment strategies, ranging from mid-cap growth 
equity to micro-cap. Using market indexes as benchmarks, Fuller & Thaler has beaten 
the benchmarks handily in a majority of years, with excess returns of 3.2%, 3.5%, 
4.5%, 7.2% and 18.2% over the life of each strategy. Critics, however, point out that 
Fuller & Thaler swims mostly in a tiny pond: the small-cap markets where widespread 
mispricings float in the water like tasty chum. Larger-cap markets don’t offer as many 
opportunities. Moreover, a shortage of small-cap shares means this strategy couldn’t 
be widely adopted.

“The denizens 
of Behavioral 
Finance, the team 
fighting hardest 
to defeat the 
notion of market 
efficiency, are 
the ones who are 
doing the most 
to make market 
efficiency 
a reality.”

“Most investors 
should recognize 
that markets are 
almost impossible 
to beat with any 
consistency, after 
adjustment 
for risk.”   

“A carefully 
composed 
portfolio, 
therefore, is a kind 
of free lunch in 
which the investor 
can reduce risk 
without reducing 
expected return.”   

“Elroy Dimson 
of the London 
Business School 
once described 
risk as meaning 
more things can 
happen than will 
happen. This is 
really a fancy way 
of saying we do 
not know what is 
going to happen.”  
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Seeking Alpha
But plenty of big investors are finding alpha. Barclays Global Investors (BGI) is the 
world’s biggest index fund manager. Of its $1.6 trillion in assets, $1.3 trillion are in 
indexes. BGI’s clients include Exxon, Sony and more than three-quarters of the top 50 
U.S. pension funds. It has 19 client accounts with more than $10 billion and a couple 
hundred client accounts with $1 billion. Even with all this size, almost every one of its 
investment strategies has yielded alpha since inception. The Yale Endowment Fund, run 
by David Swensen, has a market value of $18 billion and managed to beat not only most 
other endowments, but the S&P 500 as well. The S&P 500 today is 2.2 times what it was 
a decade ago. The Yale Endowment fund is 3.7 times larger than what it was, even though 
Yale has drawn on it to fund university operations. Goldman Sachs Asset Management 
(no small player) also continues to chalk up respectable alpha.
How do the heavyweights find all this delicious alpha? BGI credits indexing, the 
theoretical models developed by Markowitz and others, and innovations in computing 

– not just using computers for picking stocks, but for executing transactions and tracking 
huge amounts of data on various portfolios. The insights of behavioral finance also 
play a role in BGI’s alpha-hunting. Similarly, Yale’s Swensen agrees with Eugene Fama 
(originator of the Efficient Market Hypothesis) that the market is efficient. Trying to 
beat the indexes requires real ingenuity and alpha is evanescent: look at it too long and it 
might disappear in a puff of smoke. Swensen seeks alpha in nontraditional investments 
like real estate and private equity (which don’t co-vary with the indexes) and uses a lot 
of Monte Carlo computer simulations based on Markowitz’s work. Swensen also profits 
from behavioralist insights. Goldman, like the others, uses sophisticated technology to 
gain an edge, boasting that it has an “alpha factory.”  

The Future of Capital Ideas
Economist George Stigler apparently was fond of saying that there is only one social science 
and “we are it.” But the broad field of economics is in some ways far from scientific. Economic 
theories are hard to test empirically. They rarely yield specific predictions. Squishy notions 
from sociology and politics too often muddle their implementation. And economic models 
infrequently describe the real organizations in an economy. Not so with finance. It analyzes 
staggering amounts of data (some 200 years worth), yields testable hypotheses and is applied 
to the everyday world, where it has become, in the words of one Federal Reserve governor, 
the “brain of the economy.” How ironic that a field once considered “not economics” has 
come to be considered the most scientific and important part of economics itself.
Will it remain so? Some suggest the relentless hunt for alpha must end: The tasty alpha 
will be gobbled up and the neoclassical sharks will starve as the market gets more and 
more efficient. Risk and return will, in such a world, be perfectly aligned, the market will 
attain equilibrium and investors will have no reason to trade. Sellers won’t find buyers. 
This fantasy of a static market in equilibrium, however, ignores the world outside the 
market, a world thrashed by Joseph Schumpeter’s “perennial gale of creative destruction.” 
This mismatch between a static market and a dynamic world creates trading opportunities 
as business fundamentals metamorphose. Capital markets, and the “capital ideas” they 
rely on, will keep evolving. The sharks will keep swimming.

  About The Author
Peter L. Bernstein is president of a major investment firm he founded in 1973.

“Nobody ever 
knows what the 
future holds, 
which means 
decision making is 
always a daunting 
challenge.”   

“Yogi Berra 
is reported to 
have said that 
forecasting is very 
difficult, especially 
when it comes 
to the future.”   


