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Modern Portfolio Theory (MPT) and Markowitz are dead – actually MPT is flawed and never worked to
begin with, but, it didn’t get exposed in the last 38 years because of persistently falling interest rates.
You must account for non-normal risks, especially now that rates are close to zero %
Flaws with MPT:
o Standard deviations and correlations are not static but MPT relies on them to be so in order for
the theory to work.
o Humans are emotional and social so non-normal events happen way more than frequently than
MPT and the Efficient Market Hypothesis would suggest.
o MPT does not consider future return potential, solely relying historical risk and return
o Most investors are on the same side of the boat, many using MPT and ETFs to invest in Asset
Allocation models creating the likelihood of an outsized overreaction to a regime change shift.
What needs to be considered:
1. Change of correlations overtime especially in extreme market environments (the left tail).
2. The fact that more left tail events happen then should be expected.
3. That prior returns influence current returns so therefore build up and amplify risk over time.
4. Current risk and return of investment categories and vehicles not just historic risk and return.
What needs to be done:
1. Change of correlations – assess joint risk returns in left tail (Copulas)
2. Fat tails – utilize Extreme Value (EV) analysis using Current Value at Risk (CVAR) not Standard
Deviation as the risk measure
3. Serial Correlations – unsmooth returns
4. Current risk and return – moderate and amplify asset category use
The next Asset Allocation frontier is Tactical Asset Allocation done right
o Valuations are like seagulls, they can be great indicators of where or where not to fish, but you
need to know where and when to use their activity as a true signal.
o Bond rates are close to Zero % and have persistently gone down for 40 years.
o Acute changes in markets affecting strategic (long-term) asset allocation require more
immediate and more sizeable adjustments.
o Avoid all in bets which has destroyed many investment firms - use smaller incremental changes
such as 20% changes.
o Empirical Asset Management has a 13-part Rules Based Tactical Market Signal that may help
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regarding Empirical Asset Management, LLC can be found on our website at
www.Empiricalam.com. EAM does not provide tax or legal advice. Please consult an
independent tax advisor for additional guidance. This material has been prepared solely for
informational purposes and is not to be considered investment advice or a solicitation for
investment. Any performance, if provided, is past performance. Past performance is not
indicative of future results. Investments may increase or decrease in value and are subject to a
risk of loss. As with any investment strategy, there is potential for profit as well as the
possibility of loss. No representation or warranty is made that any returns indicated will be
achieved. Investors should consult their financial advisor before investing. Any projections,
market outlooks, estimates or expectations of future financial or economic performance of the
markets in general are forward-looking statements and are based upon certain assumptions
and should not be construed as indicative of actual events that will occur. Actual results or
events may differ materially from those projected, estimated, assumed, or anticipated in any
such forward-looking statements. Information contained herein is as of the period indicated
and is subject to change. Any views expressed herein are those of the author(s) at the time of
writing and are subject to change without notice. The information contained herein includes
information obtained from sources believed to be reliable, but we do not warrant or guarantee
the timeliness or accuracy of the information as it has not been independently verified. It is
made available on an "as is" basis without warranty. This material is proprietary and may not be
reproduced, transferred, or distributed in any form without prior written permission from EAM.
EAM reserves the right at any time, and without notice, to change, amend, or cease publication
of the information contained herein. EAM may change any exposures and compositions
reflected herein at any time and in any manner in response to market conditions or other
factors without prior notice. References to Indexes: Any indexes mentioned are generally
unmanaged and representative of the equity performance of specific asset categories of stocks.
Please note that an investor cannot invest directly into an index. Risk Disclosures:
Concentration, volatility, and other risk characteristics of a client’s account also may differ from
the information shown herein. There is no guarantee that any client will achieve performance
similar to, or better than, the strategy mentioned herein. Sources: Bloomberg. For more
information, including risks of investing in our strategies, visit our website at
www.empiricalam.com.

Phone: 781.431.2223 | Three Newton Executive Park, 2223 Washington Street, Suite 101 | Newton, MA 02462 | EmpiricalAM.com

