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Theory versus Reality 

In his 1997 review of Clayton M. Christensen’s The Innovator's Dilemma, Harry C. Edwards of Amazon.com stated that the book showed how such products as the Honda Supercub, Intel 8088 processor and hydraulic excavators were “disruptive technologies” that helped to redefine the competitive landscape of their respective markets. The review described, “These products did not come about as the result of successful companies carrying out sound business practices in established markets. … These and other products cut into the low end of the marketplace and eventually evolved to displace high-end competitors and their reigning technologies.” Edwards went on to highly recommend this “important” book.1 

Christensen is a Harvard Business School professor dubbed in a Business Week article as “a rising star of the New Economy and the most innovative business thinker in the world today.” 2 In March 2000, Christensen, along with St. Louis brokerage owner Neil Eisner, opened the Disruptive Growth Fund. Given Christensen’s reputation, the financial world had great expectations. 

Christensen chose stocks based on his theory that companies that develop innovative products — disruptive technologies — can topple market leaders. Before even reaching its first anniversary, the fund was liquidated, but not before it had lost 64 percent of its value.3 The only thing disruptive about the fund was its effect on the financial health of its investors. 

As ill luck would have it, Christensen’s fund opened on the day that the NASDAQ peaked. Ouch. But this type of outcome is not without precedent. There are many examples of why we heed caution before answering the clarion call of any new investment strategy that claims to provide superior investment returns without increased risk. The strategy often is justified with seemingly good logic, which is what makes it particularly dangerous. 

Christensen’s approach is only one painful example of the distance between theoretical and practical financial results. Another is that presented by Robert Markman in his book Hazardous to Your Wealth: Extraordinary Popular Delusions and the Madness of Mutual Fund Experts. On Amazon.com’s Web site, an excerpt from the book states, “Diversifying among multiple asset classes is doomed to failure. The magic tools of Modern Portfolio Theory and Efficient Frontiers are useless at best and dangerous at worst. The conventional wisdom that international investments can help reduce risk and increase return is false.” The book’s publisher B.A. Farrell adds, “So far, we’ve casually trashed the hard work, extensive research, and sophisticated conclusions of a generation of PhDs, Nobel prize-winners, and other assorted brainiacs. Oh well, all in a day’s work.” 

Markman concludes that the only asset class that investors should own is US large-cap growth stocks. Unfortunately what turned out to be most hazardous to one’s wealth was heeding the advice given in Mr. Markman’s book. For the 74-year period 1927-1999, US small-cap value and US large-cap value stocks had returned 14.8 percent and 12.9 percent per annum, outperforming US large-cap growth stocks by 4.1 percent and 2.2 percent per annum, respectively.4 Despite this evidence, Markman urged investors to ignore the principles of prudent diversification and buy only large-cap growth stocks. He argued that we were in a new world where large-cap growth stocks would surely outperform. Some investors may have been susceptible to this type of investment graffiti because of the outperformance of large-cap growth stocks during the few years leading up to 2000. 

Published in January 2000, the book reached investors in just enough time for them to read it and implement its recommended strategy … and then catch the March bubble bursting for large-cap growth stocks. Almost as if on cue, during the first 18 months after publication of Markman’s book, value stocks experienced their single greatest period of outperformance ever.

Let’s look at one more example. Tom Peters wrote a highly popular series of books on “excellent companies.” His first book, “In Search Of Excellence,” single-handedly launched a business revolution in 1982. Again, when questioning whether Peters’ theories can be implemented as an investment strategy, one must ask, “Does identifying great companies allow you to earn great investment returns?” A study by Michelle Clayman published in the May-June 1987 Financial Analyst Journal compared the performance of Peters’ “excellent companies” to “unexcellent companies.”5 

Clayman’s study covered a relatively short five-year time frame, 1981-1985. Nevertheless, it provides further evidence that, while value (unexcellent) companies underperformed growth (excellent) companies, the value companies’ stocks tended to outperform growth stocks. The unexcellent companies were chosen by a method Clayman called “in search of disaster.” She identified 39 companies from the S&P 500 that had (at the end of 1980) the worst combination of the same six financial characteristics that Peters had used to identify excellent companies. The excellent companies outperformed the unexcellent companies on several levels:

· Asset growth for excellent companies was 21.78 percent versus 5.93 percent for unexcellent companies. 

· Equity growth was 18.43 percent versus 3.76 percent 

· Return on total capital was 16.04 percent versus 4.88 percent

· Return on equity was 19.05 percent versus 7.09 percent 

· Return on sales basis was 8.62 percent versus 2.49 percent 

However, investments in the value companies far outperformed investments in the growth companies, producing $297.50 versus $181.60 for each $100 invested. 

There is ample evidence to fill a book heeding caution against changing one’s investment strategy in response to supposedly new and interesting theories. Unfortunately, many investors still fall prey to such popular movements. Yes, the world is always changing and new theories are always emerging. However, we believe one constant remains that can be practically applied to one’s investment approach and to any new theories that arise: risk and reward are related. Even if an investor can successfully identify companies that will revolutionize the world, the knowledge is insufficient to actually generate market-beating returns. The problem is that the rest of the world in all likelihood knows the same information, and thus the great prospects are already built into prices. In fact, since the market believes that these are great companies, they must be perceived as having relatively low risk — and lower perceived risk tends to translate into lower compensation in the form of returns. 
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