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Modern Portfolio Theory Is Dead, Long Live . . . MPT?
Recent market shocks call for fresh thinking about diversification
The second massive correction in equity markets in less than a decade is causing major soul searching
on the part of investors. Unlike the 2000-2002 bear market, the current severe market setback has struck
virtually all asset classes in reaching across every region of the globe. As a result, many are once again
questioning the wisdom of risk models based on efficient theories of markets and simplistic statistical
assumptions. Critics such as Benoit Mandelbrot and Nassim Taleb, author of The Black Swan, have argued
for years about the dangers of relying on academic theories—in particular, Modern Portfolio Theory
(MPT)—that historically have assumed "normal" (bell-shaped) market return distributions. Each maintains
that these assertions assign meaninglessly small probabilities to extreme outlier, or "fat-tail", events that
since the 1920s have occurred five to 10 times more often than the models project.1 With two of the three
worst drops occurring this decade, does anyone still believe that such crises are the rare, once-a-century
events that many commentators suggest?
Yet the heart of most asset allocation models and ideas about diversification rest on these theories.
Without normal distributions, commonly used measures of risk such as standard deviation and variance
are incalculable. In a white paper titled "When Diversification Failed", Ben Inker, Director of Asset
Allocation for GMO, LLC faults "quantitative risk analysis and 'efficient frontier investing' [with giving]
investors a false sense of confidence, taking them down a path that led to greater losses."2 He goes on to
note how many investors learned the wrong lessons from the bursting of the Internet Bubble. The thinking
then was to diversify into low-correlated, high-risk and niche assets—especially small-caps, REITs, and
alternatives—that weathered that downturn better than US large-caps and growth stocks. But like many of
the failed derivatives that contributed to the current crisis, merely spreading assets among more high-risk
investments doesn't get rid of the risk, it just makes one more susceptible to a systematic collapse. That is
what happened when investors fled all high-risk assets amid the current market collapse. Inker concludes
that it is unwise to think that diversification justifies increasing allocations to risky assets. Instead, it
makes sense to go beyond static portfolios and risk models to a more-dynamic asset allocation, both in
terms of which risky assets to own and what the allocation should be.

Smart Portfolios

Most asset-allocation models, especially those based on the 50 year-old Modern Portfolio Theory,
don't account for current economic or market conditions. They typically work off static, long-term
averages of historical data that offer little predictive value in the near- or even intermediate-term. Bryce
James of Smart Portfolios, LLC and manager of the Aston/Smart Portfolios Fund thinks it's time for
a new approach. James quips that Smart, "Doesn't do 'means' [historical averages]—that they look at
data differently." Capitalizing on advanced mathematics, greater computing power, and state-of-theart modeling, Smart seeks to correct the assumptions that have limited the benefits of MPT. Under a
theoretical framework called Extreme Value Theory (EVT), the firm assumes that securities follow stable
(with larger fat-tails to account for extreme events) instead of normal distributions, that markets are
dynamic and constantly changing, and therefore, that recent market activity is a better predictor of nearterm future market results. The goal is to better identify risks in the market so as to avoid them, rather
than awaiting an eventual reversion to a long-term historical mean that may take years or decades to
return to trend—or may never return. As Nobel Prize winning economist Paul Samuelson once reportedly
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remarked, "We've observed only one 'long-run', and one is not a statistical sample." In terms of the current
environment, if you don't lose 50% to begin with, you don't need to gain 100% just to break even.
Smart's Dynamic Portfolio Optimization™ (DPO) asset allocation system seeks to evade the fat-tails
that MPT ignores. It eschews the static measures of MPT such as standard deviation and average linear
correlation between securities/asset classes in favor of a dynamic system that focuses on clusters of
volatility and current relationships, while attempting to forecast probable short-term volatility and returns
using Monte Carlo modeling. The stress tests between securities that follow are the basis for creating
a portfolio of roughly 10 to 20 ETFs that invest across the globe and in a wide variety of asset classes,
seeking to maximize returns for a given level of volatility. When the model perceives current risks to be
high, Smart seeks to become more conservative—and conversely, more aggressive when market risks seem
low—meeting the need for timely and dynamic global asset allocation.

Whither Diversification

The growing realization for the need for dynamic asset allocation doesn't necessarily signal the end of
diversification, however. It wasn't the concept of diversification that failed investors this past decade as
much as a poorly executed form of diversification with a narrow focus on just one kind of risk—historic
variance of returns. Diversification can come in many different forms in its effort to protect against a
myriad of risks (such as those associated with investment style, market-cap, sector, country, developed
versus undeveloped economies, manager, fundamental, methodology, and price or timing) at the portfolio
and security selection level. The tendency for most people, though, is to learn the lessons from the
previous debacle, while remaining blind to the often different and unique dangers of the next. The true
lesson is that diversification still has benefits, but investors must do a better job of ensuring that their
portfolios are truly diversified. After all, diversification isn't about diminishing the risk of a high-risk asset
as much as it's about protection against being wrong in selecting that asset, and the hubris that sets in
from a mindset that risk and uncertainty can be conquered.
No one should be putting all of their eggs in any one basket, even when it comes to asset allocation
theories. Managers or models that purport to be able to be in the right place at the right time are not
new. Indeed, such "market timing" has gotten a bad name over the years because getting the timing right
consistently has proven extremely difficult. That said, traditional risk models have dramatically failed to
account for the irrational exuberance or pessimism that strikes markets more often than suggested. There
is no natural law or mathematical proof that says that future returns and volatility of an asset should
replicate historical results.
Extreme Value Theory, as applied by Smart Portfolios, while not an investment or portfolio construction
panacea, operates on an entirely different set of assumptions than MPT—thus enhancing its usefulness
to investors seeking to diversify their portfolios. A global tactical asset allocation strategy used in
combination with the mainstream ideas of portfolio construction could help provide a cushion against the
"fat-tail" events where MPT breaks down, while allowing for participation in longer running rallies. In
the end, that's the kind of diversification, in the spirit in which Modern Portfolio Theory was created, that
counts.
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