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Foreword

Today’s active asset management is mainly based on the theory of
portfolio selection, which was founded by H. Markowitz and J. Tobin
in the 1950s. Since then, it was continuously developed. However,
there arose quickly several points of criticism in practical applications.
Practitioners complained about the results of the portfolio optimiza-
tions as unintuitive, since the resulting portfolio structures are usually
characterized by high concentrations in a few assets. In addition,
portfolio structures are very sensitive to minor changes in the input
parameters, which are necessary for the portfolio optimization. While
the use of this theory was accompanied by a degree of skepticism ever
since, the course and outcome of the recent financial market crisis
represented another significant drawback for the application of this
theory. In the financial market crisis, both private and institutional
investors suffered considerable losses in their portfolios, although they
should be apparently well-diversified.

In the light of this practical experience, a ‘new’, highly propa-
gandized investment approach emerged: Risk Parity or Equal Risk
Contribution (ERC) portfolios. These are approaches to portfolio con-
struction, which do not, or not primarily, take the return component
into account, but are completely or mainly based on risk parameters.
Albeit such approaches are not really new; the so-called minimum-
variance portfolio, which is part of the classical theory of portfolio
selection, accomplishes this since the beginning in a similar manner.
In this respect, this leads consequently to the research question of this
work: What aspects of the ‘new’ approaches are really ‘new’, what
are they able to achieve? Or in other words: Are these approaches
capable to accurately solve those problems, for which the classical
models are discredited?



VI Foreword

The present work deals with these issues. It analyzes the topic of
risk-based asset allocations encompassing the theoretical, methodolo-
gical and empirical point of view. In addition to common approaches
in the investment industry, own extensions are presented and their
quality is analyzed. The basic question is whether these approaches,
including the developed extensions, denote a progress with respect to
the classical theory and if so, what the difference exactly is. Whereas
the achieved results are rich in detail and can hardly be summarized
in a foreword, the basic result is anticipated. Despite some favorable
results in individual cases, on the whole, a superiority of the risk-
based budgeting portfolios cannot be ascertained. Overall, the risk
budgeting models do not offer a real alternative to the well-known
minimum-variance portfolio. Insofar, the currently in the investment
practice propagandized approach seems more likely to be a ‘fad” than
a noticeable progress.

Prof. Dr. Thorsten Poddig
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