
POST MODERN PORTFOLIO THEORY

Post-modern portfolio theory (or PMPT) is an extension of the traditional modern portfolio theory Both theories propose
how rational investors should use.

A Fed balance sheet unconstrained by monetary policy becomes a new policy tool, a free parameter if you
will. Those goals were largely achieved by mid, yet quantitative easing QE continued and expanded. We are
not talking about tech stocks here, nor biotech or other high-profile, go-go industries. In order to achieve those
goals we look at the market as a means to generate a return, not something that should be blindly followed. If
you can make more money in index funds then why bother with the hassle of trying to find a good manager?
Further, the amount of leverage required to create a portfolio this way is typically very little. The squaring of
the below-target returns has the effect of penalizing failures quadratically. It is more philosophical. Few want
to see change. They tend to elevate portfolio volatility, increase costs, reduce tax efficiency and cause
portfolios to underperform a strategic, low-cost, passively oriented approach. So, the portfolio can be much
better diversified. There are two reasons for this â€” 1 the capitalist system is based on it i. This concept - i.
Volatility is the statistical measure of how much variation noise there is around an average value or outcome.
Alphas managers' value-added , on the other hand, are plentiful, they are relatively uncorrelated with each
other, but their returns are unreliable - i. In our example, the average information ratio of each slice of both
pies is 0. How to Implement Factor Investing Factor investing is a strategic approach that looks at
diversification through a new lens. The expected risk-adjusted returns of alpha are slightly negative because a
value-added is zero-sum - i. Regardless of how you are currently invested, the shortcomings of MPT and its
pervasiveness in portfolios is becoming increasingly clear. The assumption of a normal distribution is a major
practical limitation, because it is symmetrical. The client specifies the targeted tracking error risk at which we
should run the alpha. Past performance does not guarantee future results. Rom coined the term PMPT and
began using it to market portfolio optimization and performance measurement software developed by his
company. My assertion is that most damage to investors portfolios from the traditional approach to investing
comes from the foundation of static, backward looking assumptions informing broad asset allocation
decisions. So: q While the ability to create an efficient portfolio of betas is constrained by the limited number
of them and their relatively high correlation, the confidence that you will eventually have a positive result,
even if you choose poorly, is high; and q While the ability to create an efficient portfolio of alphas is great
because of the large number of them and their relatively low correlations, the penalties for choosing poorly are
large. Today, approximately 40 percent of the balance sheet is composed of mortgage-backed securities MBS ,
while Treasuries account for most of the rest. The average number of stocks held in actively managed funds is
up roughly one hundred percent since â€¦ the average fund holdings had risen to approximately positions by 
This view has been noted by researchers in finance, economics and psychology, including Sharpe  Since the
risk-adjusted returns of these asset classes are broadly similar and not reliably known , and since their
expected returns are greater than that of cash, the expected returns and risks of these asset classes can be made
similar, and can be adjusted to deliver returns that are closer to what we are targeting e. Main article:
Downside risk Downside risk DR is measured by target semi-deviation the square root of target semivariance
and is termed downside deviation. We define the portfolio construction process as one that integrates investor
risk and return objectives into the design, implementation, management and ongoing measurement of a
portfolio. It combines the theoretical research of many authors and has expanded over several decades as
academics at universities in many countries tested these theories to determine whether or not they had merit.
Posted on July 26, by Frank Sortino The only thing standing in the way of President Trump using the Federal
Reserve to bankroll his real estate empire or a Democratic congress using the Fed to provide massive
infrastructure and universal health care without raising taxes isâ€¦Nothing and Nobody! Beyond strategic asset
allocation, though, many if not most asset managers embrace various strategies beyond MPT in an attempt to
enhance their portfolio performance in some way, typically seeking to increase returns, reduce downside risk
or some combination of the two. Effort has been made to ensure that the material presented herein is accurate
at the time of publication. So, traditional managers, hedge fund managers, and alpha overlay managers will all
compete to be the ones who produce the best alphas. For example, by borrowing cash to leverage up lower
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returning asset classes and deleveraging asset classes that are higher returning than equities so that they have
the same expected volatilities as equities, the expected returns of these asset classes can be made similar to
equities. This more quantitative approach is built on a deeper, consultative relationship between client and
advisor, during which the conversation focuses on the client portfolio experience as opposed to statistical
metrics. Most investors, for example, do not think that the prospect of achieving returns that are 2 standard
deviations ABOVE average is risky, where the opposite is clearly so. The Fed has become a larger and more
deeply embedded participant in the short-term financial markets than ever before. Additionally, not all
volatility or standard deviation is created equal. The Future of Investment Management We believe in the
inevitability of evolution, and we believe that this PMPT approach to structuring portfolio is substantially
better to the more traditional MPT approach. Fundamental Indexing: Research Affiliates is a good source.
Instead, securities are chosen based on whether or not they display one or more specific attributes or factors.


