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 1        C H A P T E R    

The Uncertainty of Investing            

  When there ’ s uncertainty, they always think there ’ s another shoe to 
fall. There is no other shoe to fall. 

  — Kenneth Lay, former CEO of Enron   

 Investing deals with both risk and uncertainty. In 1921, University 
of Chicago professor Frank Knight wrote (he is not the publisher) 
the classic book Risk, Uncertainty, and Profi t. An article from the 
Library of Economics and Liberty described Knight ’ s defi nitions of 
risk and uncertainty as follows:  “ Risk is present when future events 
occur with measurable probability. Uncertainty is present when the 
likelihood of future events is indefi nite or incalculable. ”  

 In some cases, we know the odds of an event occurring with 
certainty. The classic example is that we can calculate the odds 
of rolling any particular number with a pair of dice. Because of 
demographic data, we can make a good estimate of the odds that 
a 65 - year - old couple will have at least one spouse live beyond age 
ninety. We cannot know the odds precisely because there may be 
future advances in medical science extending life expectancy. 
Conversely, new diseases may arise shortening it. Other examples 
of uncertainty: the odds of an oil embargo (1973); the odds of 
an event such as the attacks of September 11, 2001; or the odds 
of an accounting scandal the size of Enron. That concept is 
uncertainty. 

CH001.indd   3CH001.indd   3 6/11/10   7:20:47 AM6/11/10   7:20:47 AM



4 Investment Strategy in an Uncertain World

 It is critical to understand the important difference between 
these two concepts: risk and uncertainty. Consider the following 
example. 

 An insurance company might be willing to take on a cer-
tain amount of hurricane risk in Dade and Broward counties in 
Florida. They would price this risk based on perhaps one hundred 
years of data, the likelihood of hurricanes occurring, and the 
damage they did. But only a foolish insurer would place such a 
large bet that the company would go bankrupt if more or worse 
hurricanes occurred than in the past. That would be ignoring 
the uncertainty about the odds of hurricanes occurring: The future 
might not look like the past. [A number of insurers made this 
bad bet, losing big - time when Hurricane Andrew swept through 
Florida in 1991.] 

 Just as there are foolish insurance companies, there are foolish 
investors. The mistake many investors make is to view equities as 
closer to risk where the odds can be precisely calculated. This ten-
dency appears with great regularity when economic conditions are 
good. Their  “ ability ”  to estimate the odds gives investors a false 
sense of confi dence, leading them to decide on an equity allocation 
exceeding their ability, willingness, and need to take risk. 

 During crises, the perception about equity investing shifts from 
one of risk to one of uncertainty. We often hear commentators 
use expressions like,  “ There is a lack of clarity or visibility. ”  Since 
investors prefer risky bets (where they can calculate the odds) to 
 uncertain bets (where the odds cannot be calculated), when inves-
tors see markets as uncertain, the risk premium demanded rises. 
That causes severe bear markets. 

 The historical evidence is clear that dramatic falls in prices lead 
to panicked selling as investors eventually reach their  “ GMO ”  point. 
The stomach screams  “ Don ’ t just sit there. Do something: Get me 
out! ”  Investors have demonstrated the unfortunate tendency to sell 
well after market declines have already occurred and to buy well 
after rallies have long begun. The result is they dramatically under-
perform the very mutual funds in which they invest. That is why it 
is so important to understand that investing is always about uncer-
tainty and about never choosing an allocation exceeding your risk 
tolerance. Avoiding that mistake provides investors the greatest 
chance of letting their heads, not their stomachs, make investment 
decisions. Stomachs rarely make good decisions.  
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 The Uncertainty of Investing 5

  Efficient Frontier Models 

 To assist in the development of investment plans some investors 
and many advisers use what are called effi cient frontier models. 

 Harry Markowitz fi rst coined the term  “ effi cient frontier ”  
almost forty years ago. He used it to describe a set of portfolios 
with the highest expected return for each level of risk. Today, 
many effi cient frontier programs are available. They begin with 
individual investors answering questions about their risk  profi les. 
The program then generates a portfolio consisting of vari-
ous asset classes delivering the greatest expected return given 
the individual ’ s risk  tolerance. Sounds like a wonderful idea. The 
problem is understanding the nature of an efficient frontier 
model and the assumptions on which it relies. As with a sophisti-
cated racing car, a powerful tool in the wrong hands can be a very 
dangerous thing. 

 Effi cient frontier models attempt to turn investing into an exact 
science, which it is not. For example, it is logical to believe that in 
the future, stocks will outperform fi xed income investments. The 
reason is stocks are riskier than risk - free Treasury bills. Investors 
will demand an  “ equity risk premium ”  to compensate them for this 
risk. While the past may be a guide to the size of the equity risk pre-
mium, the bull market of the 1990s and bear markets of 2000 – 02 
and 2008 demonstrate that it is no guarantee. 

 The equity risk premium is not constant. From 1927 through 
1999, the equity risk premium was 6.8 percent. By the end of 2002, 
it had fallen to 5.7 percent. By the end of 2007, it was back up to 
6.1 percent. And by the end of 2008, it had fallen to 5.4 percent. 
We shall see that even relatively small changes to the inputs are very 
important when it comes to effi cient frontier models. 

 Effi cient frontier models rely on inputs of expected returns, 
correlations, and standard deviations (measure of volatility) for 
each asset class that could be used in the portfolio. Let ’ s begin 
with a simple portfolio that can potentially invest in just fi ve asset 
classes: S  &  P 500 (U.S. large - cap); U.S. small - cap; one - year fi xed 
income; Europe, Australasia, and the Far East index (EAFE) (inter-
national large - cap); and international small - cap. Table  1.1  shows 
our assumptions for returns, correlations, and standard deviations. 
Using standard deviation as the measure of risk, let us also assume 
we have designated a 12 percent standard deviation as the level of 
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6 Investment Strategy in an Uncertain World

portfolio risk we are willing to accept. An effi cient frontier model 
will generate the optimal asset allocation.   

 The following is the recommended allocation generated by the 
effi cient frontier model. 

    Case A    

    S & P 500 Index    22%  

    U.S. Small    9%  

    One - year fixed income    38%  

    EAFE Index    22%  

    International Small    9%  

           We now make a series of minor changes to expected returns, 
standard deviations, and correlations to see how sensitive the effi -
cient frontier models are to assumptions. Each change, indicated by 
an asterisk in Table 1.1, will be a minor one from our original base 
case. In Case B, we reduce the expected return of the S  &  P 500 
from 12 percent to 11. In Case C, we increase the standard deviation 
of the EAFE index from 20 percent to 22 percent. In Case D, we 
reduce the correlation between U.S. small - caps and international 
small - caps from 0.4 to 0.2. In each case, the effi cient frontier model 
generated a dramatically different asset allocation,  sometimes entirely 

 Table 1.1     Capital Market Expectations 

       S  &  P 500      U.S. Small   

   One - Year 

Fixed Income      EAFE Index      Int ’ l Small   

    S  &  P 500 Index    1.0          
    U.S. small    0.8    1.0        
    One - year fixed 

income  

  0.0    0.0    1.0      

    EAFE Index    0.6    0.4    0.0    1.0    
    Int ’ l small    0.4    0.4  *      0.0    0.8    1.0  

    Expected return (%)    12  *      14    6    12    14  

    Standard 

deviation (%)  

  20    30    4    20  *      30  

   * Assumptions changed in different case scenarios, below.  
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 The Uncertainty of Investing 7

eliminating an asset class from the  portfolio. This implies a preci-
sion nonexistent in the fi eld of fi nancial economics. 

                 We reiterate: Investing is not an exact science. It is foolish to 
pretend we know in advance exact levels for returns, correlations, 
and standard deviations. Yet that is the underlying assumption of 
every effi cient frontier model. Experienced practitioners know that 
to come up with something intelligent, they must generally impose 
constraints on effi cient frontier models. Examples of constraints 
might be that no asset class can either exceed 30 percent or be less 
than 10 percent of a portfolio. Another might be that international 
assets in aggregate cannot exceed 40 percent of the portfolio. The 
impact of imposing constraints is similar to what we would end up 
with using a simple common - sense approach (without the need for 
modeling) — a relatively balanced, globally diversifi ed portfolio with 
exposure to all the major asset classes. Simply put: Don ’ t waste your 
time with effi cient frontier models.              

       Case A      Case B      Case C      Case D   

    S  &  P 500 Index    22%    0%    36%    15%  

    U.S. small    9%    20%    4%    15%  

    One - year fixed income    38%    40%    40%    40%  

    EAFE Index    22%    36%    0%    15%  

    International small    9%    4%    20%    15%  
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