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Part 2
Now let’s look at some of the more interesting new thinking going on post 2008 as academics and practitioners try to absorb the lessons of 2008 and translate them into “post-MPT” investment portfolios.  While not quite ready to throw the MPT baby out with the disastrous 2008 bathwater, we may be at the forefront of the next evolutionary step in prudently managing investment portfolios.
As even its founder, Dr. Harry Markowitz acknowledges, MPT makes certain assumptions that, while simplifying the underlying calculations and making the theory practical as a whole, by no means represents actual investment behavior or experience:
1. We know through practical experience and the work done by behavioral economists that investors, in fact, frequently make seemingly wild irrational decisions with respect to their money.
2. With the advent of hedge funds as well as the use of options and structured products employing leverage, the assumption that expected returns will show a normal distribution (Bell Curve) is frequently not valid.
3. Behavioral economists have shown that individual investors do not view risk symmetrically; they welcome good risk and have extreme aversion to downside risk. 

Mind the Gap
One of the more interesting challengers to MPT is the theory of Behavioral Finance. Simply put, Behavioral Finance is the study of why investors frequently make irrational decisions with respect to their money. While the theory has been under academic study since the 1960s, it is only within the past ten years or so that investment professionals have attempted to integrate the theory into actual investment practice.
The difficulty with the practical application of Behavioral Finance is that, because it is so closely tied to human emotion, conditioning, and biases it is very difficult to quantify in any meaningful way. Put differently, Behavioral Finance can be very effective in explaining why investors have acted a certain way in the past, but it is very difficult to then use that information to determine future behavior.

The question then becomes whether there is a way of “bridging the gap” between MPT and Behavioral Finance. One attempt at this integration has come to be called Post-Modern Portfolio Theory (PMPT).[endnoteRef:0] PMPT begins by asking some fundamental and intuitive questions: [0:  See, for example, “Post-Modern Portfolio Theory,” by Greg Kasten and Pete Swisher, Journal of Financial Planning, September 2005, (http://www.fpanet.org/journal/articles/2005_Issues/jfp0905-art7.cfm).
] 


1. Is standard deviation an appropriate measure of risk?
2. Are returns really normal?
3. Do investors actually base their decisions solely on optimizing the risk/return utility?

PMPT then makes the following assumptions about actual investor behavior and actual investment performance:

1. Investors like upside risk but do not like downside risk. So downside risk metrics should be used in determining the “risk” of the portfolio because that more accurately captures the way investors think about their money. These downside metrics attempt to measure such intuitive risk factors as:
a. How often might the investor lose money?
b. When they lose, how much might they lose?
c. What’s the most money they might lose in any given time period?
d. When they do lose money, how long might it take to earn that money back?
2. Investors are “objectives-based” with respect to their portfolios. That is, they care less about the statistical expected return of the portfolio than about whether or not that portfolio will earn enough to meet their personal investment objectives (e.g., be able to retire by a certain age, be able to generate enough cash flow to maintain or improve their lifestyle, or meet philanthropic or wealth transfer goals). Further, PMPT recognizes that this so-called “Minimum Acceptable Return” (MAR) will differ from investor to investor, and so does not assume a homogenous risk/return trade-off profile across all investors.
3. Actual investment returns are not assumed to be normally distributed around the mean, and various methods are employed (e.g., Monte Carlo simulation) to estimate the actual performance realized by the investor.

Back in the 1950s, when Harry Markowitz first envisioned what we now call MPT, he recognized that using standard deviation (or variance) was not the “best” way to measure portfolio risk – he preferred a “semi-variance” approach that focused on downside risk (rather than viewing upside and downside risk symmetrically as standard deviation does). Given the computational abilities and speed of computers at that time, however, he opted to use far-easier-to-calculate standard deviation instead. Given today’s computer power, however, many investors are reconsidering this decision. 

An example of this is the “Sortino Ratio,” developed by Dr. Frank Sortino. The Sortino Ratio is a semi-variance based risk metric that attempts to measure the downside risk-adjusted return, relative to a given investor’s MAR, of a specified investment. This can be easily contrasted with the more frequently used “Sharpe Ratio”, which measures risk-adjusted return relative to the risk-free rate and which uses standard deviation as the measure of risk.

Depending on the inputs used, PMPT can result in wildly different recommended portfolios than MPT for a given investor. Further, the assumptions of PMPT mean that each investor has his/her own “efficient frontier,” based on their specific downside risk tolerances and personal objectives-driven MAR. Put differently, a portfolio that is “efficient” from a PMPT perspective may look wildly “inefficient” when viewed through the lens of MPT.

It is important to note that PMPT has not been widely tested and is not widely accepted among many financial academics. Among the challenges of PMPT are the statistical implications of focusing only on downside risk, which may significantly reduce the amount of data included in the calculation (and, therefore, reduce the statistical significance of the outcome). 

But the analysis will continue and PMPT will be refined and more widely employed as academics and practitioners alike seek better ways to build an “ecumenical” bridge between MPT and Behavioral Finance. 
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