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Many Investors Get This Wrong 

Think about it.  When was the last time you sat around with any of your friends and heard anyone bring up the 
topic of reducing portfolio positive correlation to reduce variance in order to achieve optimal risk-adjusted re-
turn. 

Huh? 

tŜƻǇƭŜ ǎŜƭŘƻƳ ǘƘƛƴƪ ƛƴ ǘŜǊƳǎ ƻŦ Ǌƛǎƪ ƻǇǘƛƳƛȊŀǘƛƻƴΤ ǘƘŜȅΩǾŜ ōŜŜƴ ǘŀǳƎƘǘ ǘƻ ǘƘƛƴƪ ŀōƻǳǘ άƘƻǘέ ǎǘƻŎƪǎΣ ǊŜŀƭ ŜǎǘŀǘŜΣ ƻǊ 
ǘƘŜ ƭŀǘŜǎǘ  ǘǊŜƴŘȅ ǘƻǇƛŎΣ ƛΦŜΦΣ ƎƻƭŘΣ ǎƛƭǾŜǊΣ ȅƻǳ ƴŀƳŜ ƛǘΦ   ²ƘŜƴ ǇŜƻǇƭŜ Řƻ ǘŀƭƪ ŀōƻǳǘ ŘƛǾŜǊǎƛŦƛŎŀǘƛƻƴΣ ƛǘΩǎ ƭƛƳƛǘŜŘ ǘƻ 
what tv gurus are telling them:  You should be in different  industries, sectors, or even asset classes, the subject is 
ǇǊŜǘǘȅ ƳǳŎƘ ƛƎƴƻǊŜŘΦ   ¢ƘŜ ǊŜǎǳƭǘΥ  aƻǎǘ ǇŜƻǇƭŜ ǎƛƳǇƭȅ ŘƻƴΩǘ ƪƴƻǿ ǿƘŀǘ ŘƛǾŜǊǎƛŦƛŎŀǘƛƻƴ ǊŜŀƭƭȅ ƳŜŀƴǎΦ 

¢ƘŜ ǎƻŦǘǿŀǊŜ ƛƴŘǳǎǘǊȅ ƘŀǎƴΩǘ ƘŜƭǇŜŘ ƳǳŎƘΦ  aƻǎǘ ǎƻŦǘǿŀǊŜ ƛǎ ǎƻ ǎƛƳǇƭƛǎǘƛŎΣ ǎƻƳŜ ƻŦ ǘƘŜ ƻǳǘǇǳǘ ƳƛƎƘǘ ǇǊƻǾŜ ƳƻǊŜ 
damaging than beneficial.  More on that soon. 

[ŜǘΩǎ ǎǘŀǊǘ ǿƛǘƘ ǎƛƳǇƭƛŎƛǘȅΥ  9ǾŜǊȅ ŀǎǎŜǘ Ŧŀƭƭǎ ƛƴǘƻ ƻƴŜ ƻŦ 
ǘǿƻ ŎƭŀǎǎŜǎ όǿŜΩƭƭ ƎŜǘ ƛƴǘƻ ƻǘƘŜǊ ŀǎǎŜǘǎ ƭŀǘŜǊύΥ 

1. You can own -  ¢ƘŀǘΩǎ ŀƴ Ŝǉǳƛǘȅ ŀǎǎŜǘΥ   {ǘƻŎƪǎΣ ǊŜŀƭ 
estate, commodities.   

2. You can loan -  ¢ƘŀǘΩǎ ŀ ŘŜōǘ ƛƴǎǘǊǳƳŜƴǘΦ  .ƻƴŘǎ 
(government, corporate, etc.), mortgages, and 
bank CDs  all would fit into this category.   

So, every financial asset is a stock or a bond.   You can 
either purchase shares of ownership in equity assets or 
you can loan your money out and collect interest. 

You can loan your money to the city, your state, the 
Federal Government, or to corporations.  If you loan it to a bank over time, your loan is documented with a cer-
tificate of deposit. 

Each type of  instrument has its own characteristics.   

¶ 5Ŝōǘ ƛƴǎǘǊǳƳŜƴǘǎ ǇǊƻǾƛŘŜ ƛƴŎƻƳŜ ŀƴŘ όƎŜƴŜǊŀƭƭȅύ ǎǘŀōƛƭƛǘȅ ƻŦ ǇǊƛƴŎƛǇŀƭΣ ƛŦ ƘŜƭŘ ǘƻ ƳŀǘǳǊƛǘȅΦ  .ǳǘΣ ǘƘŜǊŜΩǎ ŀ 
price, as the box above highlightsτƛǘΩǎ ǿƻǊǘƘ ǊŜ-reading. 

¶ Equity instruments have historically served well as a long term hedge against inflation on an after tax basis  
(Source: Ibbotson, Morningstar), but the benefits of equity ownership come with a price:  Uncertainty  of 
returns in the form of price volatility. 

One gives you ownership interest without certainty.  One gives you relatively stable income but  is almost a 
sure-fire guaranteed loser after taxes and inflation.  This trade-off is where risk mitigation begins. 

Consider a 54-year-old widow who puts $2,500,000 into a guaranteed fixed-income investment yielding 4%.   A 
ϷмллΣллл ŀ ȅŜŀǊ ƛƴŎƻƳŜ ǎƻǳƴŘǎ ǇǊŜǘǘȅ ƎƻƻŘ ŀƴŘ ǘƘŜ ƳƻƴŜȅ ƛǎ ŎƻƴǎƛŘŜǊŜŘ ǎŀŦŜΗ  .ǳǘΣ ƭŜǘΩǎ ŜȄŀƳƛƴŜ ǘƘŜ ǎƛǘǳŀǘƛƻƴ ƛƴ 
the real world. 

Key Point to Remember:   

No liquid investment alternatives with stable guaranteed principal values exist than can provide real returns 
by consistently beating the combined impact of inflation and income taxes.  Any misconceptions about this 
ǎƛƳǇƭŜ ŦŀŎǘ ǘƘŀǘ ŀǊŜƴΩǘ ŎƻǊǊŜŎǘŜŘ ǿƛƭƭ ǘŜƴŘ ǘƻ ǎǳǊŦŀŎŜ ƭŀǘŜǊΣ ƻŦǘŜƴ ǘƻ ǘƘŜ ŘŜǘǊƛƳŜƴǘ ƻŦ ǘƘŜ ƛƴǾŜǎǘƻǊΦ 
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Inflation is like glaucoma.   

¸ƻǳ ŎŀƴΩǘ ǎŜŜ ƛǘ ƻƴ ŀ Řŀȅ-to-Řŀȅ ōŀǎƛǎΣ ōǳǘ ǘƘŜ ŜǊƻǎƛƻƴ ƻŦ ǇǳǊŎƘŀǎƛƴƎ ǇƻǿŜǊ ƛǎ ǎǘƛƭƭ ǘƘŜǊŜΦ  LŦ ȅƻǳΩǊŜ ŀƴ ƻƭŘŜǊ ōŀōȅ-
boomer,  you remember when $50,000 a year was a lot of money and $5,000 would buy a luxury car.  You proba-
bly also remember when gas was under 35-cents a gallon! 

My dad retired in 1974 and lived 32 years in retirement!  Suppose he had $800,000 on the day he retired and 
someone had sold him a guaranteed 5% investment that would pay him $40,000 annually for the rest of his life.  
It would have looked good to many people in 1974; but after 20 years of inflation, that $3,333 per monthτ
BEFORE taxesτǿƻǳƭŘƴΩǘ ƘŀǾŜ ƭƻƻƪŜŘ ǎƻ ƎƻƻŘΧ ŀƴŘ ƘŜ ǿƻǳƭŘ ǎǘƛƭƭ ƭƛǾŜ ƳƻǊŜ ǘƘŀƴ ŀƴƻǘƘŜǊ ŘŜŎŀŘŜΗ 

Back to our poor widow.  bƻǘƛŎŜ ǘƘŜ ŎƘŀǊǘ ŀōƻǾŜ ǿƘƛŎƘ ǎƘƻǿǎ ǿƘŀǘ ǊŜŀƭƭȅ ƘŀǇǇŜƴŜŘΦ  IŜǊ ȫǎŀŦŜΩ ƳƻƴŜȅ  ǿŀǎ 
worth less and less  - and the same thing happened to the purchasing power of her income from interest.  At 
twenty years, with still a decade ahead of her, her income was worth just over half what it used to purchase and 
the same was true for her principal.   And, we didn't even factor-in taxes.  That would be too scary. 

Was this income certain?  Yes.  Was the outcome certain?  Yes, that too.  But, her future was jeopardized. 

When it comes to stocks, investors seem to be hurt more by their behavior than their investments.  DALBAR, Inc., 
a Boston-based firm that provides research to the financial industry published an often-cited study entitled, 
άvǳŀƴǘƛǘŀǘƛǾŜ !ƴŀƭȅǎƛǎ ƻŦ LƴǾŜǎǘƻǊ .ŜƘŀǾƛƻǊέΣ ŎƻƳǇŀǊƛƴƎ ǘƘŜ ǘǊŀŎƪ-record of the average investor in equity mutual 
funds to that of the S&P Index of U.S. large company stocks for the 20-year period between 1986 and 2005.  
Based on the timing of contributions to and withdrawals from equity mutual funds, the average equity mutual 
fund investor earned just 3.9% while the S&P Index had an average annual return for the same period of 11.9%.  
The major reason:  Investors chasing performance, which by definition is always past. 

So, how does the average investor protect against inflation and taxes while still not exposing her portfolio to an 
unacceptable level of  fluctuation? 

The easy answer is diversification, of course.  But, like all easy answers, it can be dangerous without understand-
ing what it means.  Ask the typical investor about his or her process for managing risk and the diversification an-
ǎǿŜǊ ǿƛƭƭ ŎƻƳŜ ŜŀǎƛƭȅΦ   .ǳǘΣ ǿƘŜƴ ȅƻǳ ŀǎƪ ǘƻ ŘŜŦƛƴŜ ǘƘŜƛǊ ǇǊƻŎŜǎǎΣ ǘƘŜ ǿŀǘŜǊ ǿƛƭƭ ƎŜǘ ŀ ƭƛǘǘƭŜ ŘŜŜǇΦ  !ƴŘΣ ƛǘ ŘƻŜǎƴΩǘ 
help that most of the consumer tools used to deal with the asset allocation process are also somewhat lacking . 

The Impact of Inflation 

Widow, age 54, 30-year life expectancy 
4% Interest Rate 
3% Inflation Rate 
$2,500,000 invested 
 
       (A)             (B)  (C) = A x B 
    Capital                            Interest      Real 
Year              Purchasing Power                       Rate      Yield 
 
Now  $2,500,000  4%  $100,000 
10   $1.860,235  4%  $  74,409 
20   $1,384,189  4%  $   55,368 
30   $1,029,967  4%  $   41,199 
 
 
Source: Asset Allocation, Roger C. Gibson, McGraw Hill, 4th Edition. 
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Asset Allocation 

Asset allocation is all about proper diversification, and ample academic research points to the asset allocation 
ǎǘŀƎŜ ƻŦ ǘƘŜ ǇƻǊǘŦƻƭƛƻ ƳŀƴŀƎŜƳŜƴǘ ǇǊƻŎŜǎǎ ŀǎ ōŜƛƴƎ ǘƘŜ Ƴƻǎǘ ƛƴŦƭǳŜƴǘƛŀƭ ŎƻƳǇƻƴŜƴǘ ƻŦ ŀ ǇƻǊǘŦƻƭƛƻΩǎ ǊŜǘǳǊƴ ǾŀǊƛŀπ
tion over time (Brinson, Hood, Beebower; 1986).  

Unfortunately, this may be the most misunderstood piece of the puzzle simply because most individual investors 
will spend 90% of their time on investment selectionτa process which, for many professionals, occupies less than 
10% of the process.   In short, most individual investors are spending the bulk of their time worrying about the 
ǿǊƻƴƎ ǘƘƛƴƎǎ ŀƴŘ ǾŜǊȅ ƭƛǘǘƭŜ ƻŦ ǘƘŜƛǊ ǘƛƳŜ ǿƻǊƪƛƴƎ ƻƴ ǘƘŜ ǇǊƻŎŜǎǎŜǎ ǘƘŀǘ Ƴƻǎǘ ƛƳǇŀŎǘ ǘƘŜƛǊ ƻǾŜǊŀƭƭ ǎǳŎŎŜǎǎΦ  ¢ƘŀǘΩǎ 
most likely a function of living in a media-driven culture 
where entertainment often passes for information, or 
worseτŎŀƭƭƛƴƎ ǿƘŀǘ ƛǘ ŘƻŜǎ ȫŜŘǳŎŀǘƛƻƴΩΦ   

WHAT are we diversifying? 

LƴǾŜǎǘƳŜƴǘǎΚ  aƻƴŜȅΚ  bƻΦ  !ŎǘǳŀƭƭȅΣ ǿŜΩǊŜ ŘƛǾŜǊǎƛŦȅƛƴƎ 
risk.  While there are many types of risk (market, busi-
ness, economic, legislative, inflation, etc.), many can not 
ōŜ ŘƛǾŜǊǎƛŦƛŜŘ ŀǿŀȅΦ   aŀǊƪŜǘ ǊƛǎƪΣ ƻǊ ǿƘŀǘΩǎ ŎŀƭƭŜŘ 
άǎȅǎǘŜƳƛŎέ ǊƛǎƪΣ ƛǎ ƴƻǘ ŘƛǾŜǊǎƛŦƛŀōƭŜΦ   Lƴ ŦŀŎǘΣ ƛŦ ȅƻǳ ǇǳǊπ
ŎƘŀǎŜŘ 9±9w¸ ǎƛƴƎƭŜ ǎǘƻŎƪ ƛƴ ŀƴ ƛƴŘŜȄΣ ȅƻǳΩŘ ƻƴƭȅ ǊŜǇƭƛπ
ŎŀǘŜ ǘƘŜ ƛƴŘŜȄΧ ŀƴŘ ǘƘŜ ƛƴŘŜȄΩǎ ǊƛǎƪΦ   {ƻΣ ǿƛǘƘƛƴ ǘƘŜ Ŝǉπ
uity asset class, you can diversify to reduce business 
riskτŀ ŎƻƳǇŀƴȅΩǎ Ǌƛǎƪ ƻŦ ŦŀƛƭǳǊŜτby adding other com-
panies.   

But, when there are multiple asset classes, how then do 
ǿŜ ŘƛǾŜǊǎƛŦȅΚ  ¢ƘŀǘΩǎ ǘƘŜ ŀǎǎŜǘ ŀƭƭƻŎŀǘƛƻƴ ǇǊƻŎŜǎǎΦ 

Earlier I referred to asset classes:  Stocks, bonds, commodities, real estate.   Many advisors might  organize the 
asset classes this way:  

¶ Domestic  large company stocks 

¶ Foreign large company stocks 

¶ Domestic  small company stocks 

¶ Domestic  bondsτU.S. Government (Treasuries)  and corporate 

¶ Commodities (precious metals, energy, etc.) 

¶ Real estate (commercial, industrial, residential) 

Each has their own characteristics: 

¶ Historical return characteristics 

¶ Historical volatility characteristics 

Volatility is importantτCorrelation is everything. 

Most all investments go up and down, in either absolute terms or relative to something else, i.e., the cost of living 
(remember that one?).   When investments move in the same direction at the same time, their movements are 
ǎŀƛŘ ǘƻ ōŜ ΨŎƻǊǊŜƭŀǘŜŘΩΦ  LŦ ǘƘŜȅ ƳƻǾŜŘ ƛƴ ŜȄŀŎǘƭȅ ǘƘŜ ƻǇǇƻǎƛǘŜ ŘƛǊŜŎǘƛƻƴ ŦǊƻƳ ŜŀŎƘ ƻǘƘŜǊΣ ǘƘŜȅ ǿƻǳƭŘ ōŜ ǘŜǊƳŜŘ 
ȫƴŜƎŀǘƛǾŜƭȅ ŎƻǊǊŜƭŀǘŜŘΩΦ    hŦ ŎƻǳǊǎŜΣ ǘƘŜ ƭŀǘǘŜǊ ǊŀǊŜƭȅ ƘŀǇǇŜƴǎ ŀƴŘ ǿƻǳƭŘ ōŜ ƛƳǇƻǎǎƛōƭŜ ǘƻ ǇǊŜŘƛŎǘΦ  .ǳǘΣ ƘŜǊŜΩǎ ǿƘŀǘ 
you need to understand about volatility:  ²ƘŜǘƘŜǊ ƛǘΩǎ ƎƻƻŘ ƻǊ ōŀŘ ŘŜǇŜƴŘǎ ƻƴ ŎŀǎƘ Ŧƭƻǿǎ. 

Volatility actually can be helpful to someone continuing to contribute to his or her investment portfolio during  his 
or her working years; but, Ǿƻƭŀǘƛƭƛǘȅ ƛǎƴΩǘ ƘŜƭǇŦǳƭ ǘƻ ǘƘŜ ǊŜǘƛǊŜŜ ǿƘƻΩǎ ƭƛǾƛƴƎ ƻŦŦ ƛƴǾŜǎǘƳŜƴǘ ƛƴŎƻƳŜ. (Source: Asset 
Allocation, Roger C. Gibson, McGraw Hill 4th Edition) 
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Volatility is the engine that drives performance.   Remove volatility completely and all you have is a fixed in-
come instrument (Go back and re-read the Key Point box on page 3).   

Diversification is about reducing positive correlation. 

¢Ƙƛƴƪ ƻŦ ȅƻǳǊ ƛƴǾŜǎǘƳŜƴǘǎ ŀǎ Ǉƛǎǘƻƴǎ ƛƴ ŀƴ ŜƴƎƛƴŜΦ  LŦ ǘƘŜȅΩǊŜ ŀƭƭ ƎƻƛƴƎ ǳǇ ŀǘ ǘƘŜ ǎŀƳŜ ǘƛƳŜΣ ƎǳŜǎǎ ǿƘŀǘΗ  ¸ŜǎΣ  ǘƘŜȅΩƭƭ 
likely all go down at the same time, too.   Notice in an engine, all the pistons go up and down at different times.  No 
matter when the engine shuts down, some are up and some are down.  LŦ ȅƻǳΩǊŜ ƳƻƴŜȅ ǿŜǊŜ ŘƛǾƛŘŜŘ ŀƳƻƴƎ ǘƘƻǎŜ 
Ǉƛǎǘƻƴǎ ȅƻǳΩŘ ƘŀǾŜ ǘƘŜ ǎŀƳŜ ǎǘŀōƛƭƛǘȅ ƻŦ ƻǾŜǊŀƭƭ ǾŀƭǳŜ ŀƭƭ ǘƘŜ ǘƛƳŜ ƴƻ ƳŀǘǘŜǊ ǿƘŜƴ ǘƘŜ ŜƴƎƛƴŜ ǎƘǳǘ ŘƻǿƴΗ 

Lƴ ǘƘŜ ǊŜŀƭ ǿƻǊƭŘΣ ǿŜΩƭƭ ƴŜǾŜǊ ƎŜǘ ŀǎǎŜǘǎ ǘƻ ōŜƘŀǾŜ ǎƻ ǇŜǊŦŜŎǘƭȅΤ ōǳǘΣ ȅƻǳ ƎŜǘ ǘƘŜ Ŏƻƴπ
ŎŜǇǘΦ  ¸ƻǳ ƴŜŜŘ Ǿƻƭŀǘƛƭƛǘȅ ǘƻ ŘǊƛǾŜ ǇŜǊŦƻǊƳŀƴŎŜΤ ōǳǘΣ ƛǘΩǎ ŀ ǎƻǳƴŘ ǇƻǊǘŦƻƭƛƻ ŀǎǎŜǘ ŀƭƭƻπ
cation strategy that helps reduce the overall portfolio swings. 

How risk is measured 

Without getting too deep into the weeds, risk can measured in relative terms (related to the appropriate index) 
and in absolute terms (how much variation in value exists without regard to other investments or indexes). 

²ƘŜƴ ǿŜΩǊŜ ȅƻǳƴƎΣ ǿŜ ŀƭƭ ǿŀƴǘ ǘƻ ōŜŀǘ ǘƘŜ ƳŀǊƪŜǘΤ ōǳǘΣ ŀǎ ǿŜ ƎǊƻǿ ƻƭŘŜǊτand hopefully a little smarterτwe 
realize ƛǘΩǎ ǊŜŀƭƭȅ ŀƭƭ ŀōƻǳǘ ƳŜŜǘƛƴƎ ƻǳǊ ǇŜǊǎƻƴŀƭ Ǝƻŀƭǎτforget the market.  The same is true about our invest-
ƳŜƴǘǎΥ  ²Ŝ ŘƻƴΩǘ ŎŀǊŜ ǿƘŀǘ ƻǘƘŜǊ ǇŜƻǇƭŜ ŜȄǇŜǊƛŜƴŎŜΤ ǿŜ ǿŀƴǘ ǘƻ ƪƴƻǿ Ƙƻǿ ōǳƳǇȅ ƻǊ ƻǿƴ ǇŜǊǎƻƴŀƭ ǊƛŘŜ ƛǎ ƎƻƛƴƎ 
to be and what we can do to minimize it; So, measuring risk in absolute terms makes perfect sense. 

[ŜǘΩǎ ǘŀƪŜ ǘǿƻ ŀǎǎŜǘ ŎƭŀǎǎŜǎ ōŀǎŜŘ ƻƴ ǎƻƳŜ Řŀǘŀ ŦǊƻƳ aƻǊƴƛƴƎǎǘŀǊΥ 

¶ Large company stocksτFrom 1926 through 2005 large company stocks had a simple average annual 
ǊŜǘǳǊƴ ƻŦ мнΦо҈ ŀƴŘ ŀ ǎǘŀƴŘŀǊŘ ŘŜǾƛŀǘƛƻƴ ƻŦ нлΦн҈ όLΩƭƭ ŎƻǾŜǊ ǘƘƛǎ ƛƴ ŀ ƳƻƳŜƴǘύ 

¶ Long term corporate bondsτDuring the same period, this group had a simple average annual return 
of 6.2% with a standard deviation of  8.5%. 

Note:  Standard deviation (actually termed one standard deviation) indicates the degree of move-
ment in an asset or asset class for 2/3 of the observations during the period studied.  For example, 
while the long-term return of the bonds was 6.2%, the actual results deviated from that average 
within a range of plus or minus 8.5 points in 2/3 of the observations during that period.   

¶ The correlation between these two classes during this period was +0.19% 

²ƘŀǘΩǎ ƛƴǘŜǊŜǎǘƛƴƎ is that an optimized portfolio allocation comprised of 80.8% in bonds and 19.2% in stocks dur-
ing that period would have maintained the same standard deviation (8.5%), but would have achieved a return of 
тΦп҈Φ  ¢Ƙŀǘ ƭƻƻƪǎ ƭƛƪŜ ƛǘΩǎ мΦн҈ ƘƛƎƘŜǊ ǘƘŀƴ ǘƘŜ сΦн҈ ōƻƴŘǎ ŀƭƻƴŜ ǿƻǳƭŘ ƘŀǾŜ ŀŎƘƛŜǾŜŘΣ ōǳǘ ƛǘΩǎ ŀŎǘǳŀƭƭȅ ŀ мфΦо҈ 
ƛƴŎǊŜŀǎŜ ƛƴ ǇŜǊŦƻǊƳŀƴŎŜ όмΦнκсΦн Ґ лΦмфорύΧΦ !ƴŘ ǿƛǘƘƻǳǘ ƛƴŎǊŜŀǎƛƴƎ ǇƻǊǘŦƻƭƛƻ ǾƻƭŀǘƛƭƛǘȅΦ  That is what diversifica-
tion is all about. 

LǘΩǎ ƘƛƴŘǎƛƎƘǘΣ ƻŦ ŎƻǳǊǎŜΣ ŀƴŘ ƛǘΩǎ ƴƻǘ ǿƛǎŜ ǘƻ ŀǎǎǳƳŜ ǘƘŜ ŦǳǘǳǊŜ ǇŜǊŦƻǊƳŀƴŎŜ ǿƛƭƭ ōŜ ƭƛƪŜ ǘƘŜ Ǉŀǎǘ.  Indeed, the 
standard deviation, as well as the return, will look different depending on the time period chosen, even for the 
same investment or asset class. 

¢Ƙƛǎ ǿŀǎ ŀ ǘǿƻ Ŏƭŀǎǎ ŜȄŀƳǇƭŜΦ  ²ƘŜƴ ȅƻǳΩǊŜ ŘŜŀƭƛƴƎ ǿƛǘƘ ƳǳƭǘƛǇƭŜ ŀǎǎŜǘ ŎƭŀǎǎŜǎΣ ƛǘΩǎ ǿƛǎŜ ǘƻ ƘŀǾŜ ŀ ǎƻǇƘƛǎǘƛŎŀǘŜŘ 
portfolio strategy processτand the right tools.  After all, anyone can find software that draws nice looking pie 
charts.  And, while today much of the newer software will use Monte Carlo simulation to stress-test portfolio mod-
els, even some of those have shortcomings.   

For example, while some will use thirty years of data to show the frequency and variation of returns with more 
ǘƘŀƴ мΣллл ƻǳǘŎƻƳŜ ǎŎŜƴŀǊƛƻǎΣ  ƛǘ Ǉŀȅǎ ǘƻ ƭƻƻƪ ȫǳƴŘŜǊ ǘƘŜ ƘƻƻŘΩΦ   aŀƴȅ ƻŦ ǘƘŜǎŜ ǇŀŎƪŀƎŜǎ ǿƛƭƭ ŀǎǎƛƎƴ ǘƘŜ ǎŀƳŜ 
ǿŜƛƎƘǘƛƴƎ ǘƻ ŀƴ ŜǾŜƴǘ ǘƘŀǘΩǎ ƻŎŎǳǊǊŜŘ ŦǊŜǉǳŜƴǘƭȅ ǘƘŀǘ ƛǎ ŀǎǎƛƎƴŜŘ ǘƻ ŀƴ ŜǾŜƴǘ  ǘƘŀǘΩǎ ƴŜǾŜǊ ƻŎŎǳǊǊŜŘ ƛƴ ŀƭƭ ƻŦ ƘǳƳŀƴ 
history.   In addition, many use `time-ǿŜƛƎƘǘŜŘΩ ŀƴŀƭȅǎƛǎΣ ǿƘƛŎƘ ƛǎ ŦƛƴŜ ŦƻǊ ŀ ŦŜǿ ǇŜƻǇƭŜΤ ōǳǘΣ ƛƴ ǘƘŜ ǊŜŀƭ ǿƻǊƭŘΣ Ƴƻǎǘ 
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people have cash flows going into or coming out of their investments.  In cases like that, `time-ǿŜƛƎƘǘŜŘΩ ŀƴŀƭȅǎƛǎ 
ƛǎƴΩǘ  ǾŜǊȅ ƳŜŀƴƛƴƎŦǳƭΦ  CŜǿ ƛƴǾŜǎǘƻǊǎΣ ƘƻǿŜǾŜǊΣ ƪƴƻǿ ǿƘŜǘƘŜǊ ǘƘŜȅΩǊŜ ƭƻƻƪƛƴƎ ŀǘ ǘƛƳŜ-weighted or dollar-
weighted return numbers. 

¢ƻ ōŜ ŜŦŦŜŎǘƛǾŜΣ ƛƴǾŜǎǘƻǊǎ ƴŜŜŘ ŀ ΨǘŜŀƳΩ ƻŦ ǇŜƻǇƭŜ ǿƘƻ ŀǊŜ ƪƴƻǿƭŜŘƎŜŀōƭŜΣ ŜȄǇŜǊƛŜƴŎŜŘΣ ŀǊŜ ŎŀǇŀōƭŜ ƻŦ ǇǊƻǾƛŘƛƴƎ 
world-class service, and are objective.  They need a truly independent financial group. 

²ƘŜƴ L ǿƻǊƪŜŘ ŀǘ ŀ ƳŀƧƻǊ ²ŀƭƭ {ǘǊŜŜǘ ǿƛǊŜƘƻǳǎŜ ŦƛǊƳ όȅƻǳΩǊŜ ŦŀƳƛƭƛŀǊ ǿƛǘƘ ŀƭƭ ǘƘŜ ōƛƎ ƴŀƳŜǎΣ LΩƳ ǎǳǊŜύΣ ǘƘŜ ǊŜπ
search department was in-house.  In fact the firm was also the custodian, the researcher department, the prod-
uct manufacturer, and the portfolio manager.   The reps, of course, were employees who were charged with gen-
erating revenue in order to keep their desks.  For the client, it would have been difficult to replace any piece of 
the puzzle without disturbing the rest of the mix.  But, I digress.  Back to our subject of diversification. 

 

Asset Classes 

Experience and research tell us that while the long-term correlations of two asset classes may be low, thus pre-
senting a potentially attractive opportunity to increase the diversification benefits in a portfolio by pairing the 
two asset classes together, unexpected periods of heightened cross-sectional volatility may lead to a dramatic up
-tick in the correlations of the two asset classes. This action would likely reduce the diversification benefits to the 
aggregate portfolio at a time when the investor needs those diversification benefits the most.  ¢ƘŜǊŜŦƻǊŜΣ ƛǘΩǎ 
critical to examine the relationships between sub-asset classes during independent time frames, as well as during 
multiple economic, business, and credit cycles. Critical to the analysis of historical relationships between sub-
asset classes is the evaluation of how these relationships may change in response to a change in the fundamental 
landscape of the capital markets. 
 
The work of Nobel Laureates like Harry Makowitz and William Sharpe has been applied to analytical software 
utilized by many registered advisors, IFG included.   However, many professionals believe  that it is critical to 
combine a layer of human oversight to these quantitative applications to help ensure that causation exists to 
support the outcomes of the analyses.  If an analyst were to look at a series of data inputs long enough, he or she 
could probably identify a multitude of relationships that coincidentally exist without regard to causation. 

If the relationship between two asset classes lacks sufficient reasoning to substantiate its existence, it is likely 
that the connection between the two is either due to an outside factor (interest rates, inflation, earnings growth, 
etc.), or that the connection is purely by chance and unlikely to persist in the future. In order to help ensure the 
quality of the quantitative data, human oversight is also critical in monitoring the accuracy of the data inputs and 
ƻǳǘǇǳǘǎΦ vǳŀƴǘƛǘŀǘƛǾŜ ƳƻŘŜƭǎ ŀǊŜ ƻŦǘŜƴ ǊŜŦŜǊǊŜŘ ǘƻ ŀǎ άƛƴǇǳǘ ŜǊǊƻǊ ƳŀȄƛƳƛȊŜǊǎΦέ ¢ƘŜ ƘǳƳŀƴ ƻǾŜǊǎƛƎƘǘ ŜƭŜƳŜƴǘ ƻŦ 
ǘƘŜ ǇǊƻŎŜǎǎ ŀǘǘŜƳǇǘǎ ǘƻ ƳƛǘƛƎŀǘŜ ǘƘŜ άƎŀǊōŀƎŜ ƛƴΣ ƎŀǊōŀƎŜ ƻǳǘέ ǎŎŜƴŀǊƛƻǎΣ ǿƘƛŎƘ ŀǊŜ ƛƴƘŜǊŜƴǘ ǿƛǘƘ Ƴŀƴȅ ǇǳǊŜƭȅ 
mathematical models. 

In addition to identifying the correlations between sub-ŀǎǎŜǘ ŎƭŀǎǎŜǎΣ ƛǘΩǎ ƛƳǇƻǊǘŀƴǘ ǘƻ ǳǎŜ ƘƛǎǘƻǊƛŎŀƭ ŀƴŀƭȅǎƛǎ ŀǎ ŀ 
ǎǘŀǊǘƛƴƎ Ǉƻƛƴǘ ǘƻ ƛŘŜƴǘƛŦȅ ǘƘŜ ǊŜƭŀǘƛƻƴǎƘƛǇǎ ōŜǘǿŜŜƴ ŀƴ ŀǎǎŜǘ ŎƭŀǎǎΩ Ǌƛǎƪ ŀƴŘ ǊŜǘǳǊƴ ŎƘŀǊŀŎǘŜǊƛǎǘƛŎǎ ŀƴŘ ǎŜǾŜǊŀƭ ŜŎƻπ
nomic and fundamental factors. The goal of this analysis is to understand what cyclical or structural features tend 
to influence the behavior of different sub-asset classes. For example, by examining how value stocks perform 
during different stages in the economic cycle, we observe a tendency for value to outperform growth during the 
recovery phases of the economic cycle. Our observation is then tested through additional analysis and human 
judgment. 

Another example of identifying influential factors in the return patterns of an asset class would be to evaluate the 
performance of U.S. Treasury bonds with different maturities during periods of time when investors anticipate 
higher inflation. Quantitative analysis seems to indicate that  shorter maturity U.S. Treasuries tend to outperform 
longer-dated bonds during periods when inflation is expected to increase. 

.ǳǘΣ ƛǘΩǎ ƛƳǇƻǊǘŀƴǘ ǘƻ ƴƻǘŜ ǘƘŀǘ ƳŀǊƪŜǘ-timing usually proves futile.  Just ask all those people who went broke and 
lost their homes after attending a weekend stock market seminar where they purchased everything they needed 
to trade their way to riches.    
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Stock-tƛŎƪƛƴƎΣ ƭƛƪŜ ǘƛƳƛƴƎΣ ƛǎ ŀ ŦƻƻƭΩǎ ŦƻƭƭȅΦ  ¢ƘŜǊŜΩǎ ŀƴ ŀōǳƴŘŀƴŎŜ ƻŦ ŀŎŀŘŜƳƛŎ ŜǾƛŘŜƴŎŜ ǘƻ ǎǳǇǇƻǊǘ ǘƘƛǎΣ ŀƴŘ ƛǘ 
ŘƻŜǎƴΩǘ ǘŀƪŜ ŀ ƎŜƴƛǳǎ ǘƻ ǳƴŘŜǊǎǘŀƴŘ ƛǘΦ   
 
The Brinson, Singer, & Beebower study cited earlier revealed that market timing could account for only 1.8% of 
the average return differentialτ and security selection could account for only 4.6%, while portfolio allocation 
accounted for 91.5% of average return differ-
ential [Source: Financial Analysts Journal, May/
June 1991].  The remaining 2.1% were all other 
factors combined. 
 
In another study of 100 large pension funds, 
not one had improved its rate of return as a 
result of its efforts at timing. In fact, 89 of the 
млл ƭƻǎǘ ƳƻƴŜȅ ŀǎ ŀ ǊŜǎǳƭǘ ƻŦ ȫǘƛƳƛƴƎΩ - and 
their losses averaged a daunting 4.5% over the 
five-year periodτand these funds were run by 
professionals! [Source: Investment Policy, 
Charles D. Ellis, Irwin Professional Publishing, 
1985].  Other studies seem to draw the same 
conclusion for mutual funds and investment 
newsletters, too. 
 

Market Timing Odds  
 
!ŎŎƻǊŘƛƴƎ ǘƻ ŀ aƻǊƴƛƴƎǎǘŀǊ ǎǘǳŘȅ ŎƻƴŘǳŎǘŜŘ ƛƴ нлмлΣ ǘƘŜ ƻŘŘǎ ŦƻǊ ȫǘƛƳŜǊǎΩ ŘƻƴΩǘ ƭƻƻƪ ǘƻƻ ƎƻƻŘΦ  ¢ƘŜ ǎǘǳŘȅ ŀƴŀπ
lyzed the cost of market timing using the S&P Index over the 10-year period of 1990-2009 inclusive, which com-
prised 5,044 trading days. 
 
An investor who stayed invested during the entire period would have experienced an average annual return of 
8.2%. 
 

¶ Missing only the 10 best days reduced that percentage to 4.5% - almost in half! 
 

¶ Missing only the 20 best days meant realizing only a 2.1% average annual return for the entire ten-year 
ǇŜǊƛƻŘΗ  wŜǘǳǊƴǎ ǿŜǊŜ Ŏǳǘ ƛƴ ƘŀƭŦ ŀƎŀƛƴΧ ŀƴŘ тр҈ ƭŜǎǎ ǘƘŀƴ ǘƘŜ ƛƴǾŜǎǘƻǊ ǿƘƻ ǎǘŀȅŜŘ ƛƴǾŜǎǘŜŘΗ 
 

¶ Missing the 30 best days meant an average annual return of only 0.1% - for the entire 10-year period!!!  
LǘΩǎ ǿƻǊǘƘ ƴƻǘƛƴƎ ǘƘŀǘ ǘƘƻǎŜ ол ōŜǎǘ Řŀȅǎ Ƴŀȅ ƴƻǘτŀƴŘ ǇǊƻōŀōƭȅ ŘƛŘƴΩǘτrun consecutively, which 
makes it even more problematic.  Can YOU guess those 30 daysτin advance? 
 

¶ Missing the 40 best days meant a return of ς1.8% as an average annual return for the entire 10-year 
period; and missing the 50 best days took that percentage down to ς3.5% 

 
What were the top performing stock markets in 2009?  Norway, Australia, and Singapore.  The U.S. market came 
in 19th.  In fact, the U.S. made the top 3 only once in the prior 10 years and finished as high as #8 only twice.   
 

Important Questions 
 
Asset allocation is about diversifying risk.  Risk is diversified by reducing correlation.  Optimizing those results is 
ŀōƻǳǘ ǊŜŘǳŎƛƴƎ ŜȄǇŜƴǎŜǎ ŀƴŘ ǘŀȄŜǎΦ  LǘΩǎ ǎƛƳǇƭŜΤ ōǳǘΣ ƴƻǘ ǎƛƳǇƭƛǎǘƛŎΦ   
 
This paper was created to shed some hopefully new light on risk mitigation and asset allocation, as well as to dis-
pel many of the myths we see promoted in the media, disguising financial entertainment as education.  Hope-
fully, it will help you  as you adopt a more professional approach to the management of your financial future. 
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Jim has been providing independent financial consulting specializing in retirement planning and wealth manage-
ment advisory services since 1991.  All financial planning and investment advisory services are provided on a fee-
only basis.  Jim is also licensed for insurance as an independent agent under California license #0C00742. 
 
Jim founded, built, and sold five successful businesses in the 1970s and has been a headline speaker at more than 

500 conventions throughout the United States, Canada, and the U.K. for companies like Hearst, 
CapCities/ABC, Media General, Foster Grant, Hobie Cat, and scores of others.  Articles by or 

about Jim have appeared in more than twenty-five publications nationally 
ŀƴŘ ƘŜΩǎ ŀƭǎƻ ōŜŜƴ ƛƴǘŜǊǾƛŜǿŜŘ ŦƻǊ !ƳŜǊƛŎŀƴ !ƛǊƭƛƴŜǎΩ Sky Radio. 

Jim has also been awarded the ACCREDITED INVESTMENT FIDUCIARY® des-
ignation from the Center for Fiduciary Studies in association with the Jo-
seph M. Katz Graduate School of Business at the University of Pittsburgh.  

His articles on fiduciary issues have also appeared in the Journal of Compensation & Benefits. 

Jim grew up in Chillicothe, Ohio and Alexandria, Virginia, graduated from Emory & Henry Col-
lege (Virginia) with a degree in economics and served in Vietnam with the U.S. Army before beginning his busi-
ness career in California.  He makes his home in the Mountain Meadows section of Moorpark where he lives with 
his wife Lourdes. 
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