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Learn why an entire industry failed to protect investors from the 2008 fin
melt#own and how to profit from the volatile :.ea:y left in its wake.
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It could be argued that Greenspan’s policies were the proximate cause for the collapse of the financial system and the
immense loss of investor wealth. But the blame must be shared much more widely—both among the Nobel Prize-winning
economists who posited what is known as Modern Portfolio Theory (MPT) and the investment industry practitioners of
that theory who continued to follow these precepts, even in the face of growing evidence that they were not working.

“MPT aims to minimize the risks of investing while maximizing returns through the diversification of a portfolio.
Diversification is the process of allocating funds among a number of different asset classes. MPT considers three
main factors in determining appropriate investments for an investor’s portfolio: the investor’s goals and
objectives for investing, the time-frame of investment, and the investor’s risk tolerance, or how comfortable the
investor is with taking certain risks. Optimizing a portfolio according to modern portfolio theory involves

matching the statistics of expected risk and return for a number of different assets with the individual’s terms of
investment.” *

But MPT and efficient market hypothesis failed to take into account the impact of investor emotion on the market. In a
perfect world, the markets are efficient and asset prices are set by rational investors who act upon complete information.
This pricing theory is certainly elegant. Unfortunately, market participants are not always rational. Investor mania pushes
investment prices to unreasonable highs while investor panic pushes prices to unreasonable lows. This has become
increasingly, painfully obvious over the last decade, culminating in the 2008/2009 market crisis.

Pcjinvest.com. The definition of Modern Portfolio Theory. http://www.pcjinvest.com/tools/glossary/#M





