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What is Asset Allocation?
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Asset Allocation is a very simple concept. 

You decide what things you want to invest in and how much of your money you want to spend on each thing. The decision is usually framed as a percentage of the total amount of money you want to invest.

Why is this a “thing” and why should you care? Briefly, because it has been shown that a diversified portfolio of uncorrelated (or poorly correlated) assets outperforms (earns more money) than any single investment. And, it accomplishes this with less risk. 

Buzzwords:

1) Allocation is used to mean the percentage you choose to commit to each asset class or to each individual investment vehicle (asset).

2) Diversified means you choose a group of things that are not alike.

3) Portfolio means the group of things you chose.

4) Correlated describes how well the prices of the different things go up or down together.

5) Poorly Correlated means their prices move in the same direction but at noticeably different speeds.

6) Uncorrelated means their prices move independently from one another. In this booklet, I will use “uncorrelated” to mean either Poorly Correlated or Uncorrelated.

7) Inversely Correlated means when one thing goes up the other goes down and vice versa.

8) Balancing or Rebalancing means resetting your investment values to your desired allocations. This topic is not discussed in this booklet. It deserves a separate discussion.

The various things you decide to buy are called “assets”. We group into categories known as “asset classes”.

To “do” Asset Allocation:

First, you decide which asset classes you want to own.

Second, you decide how much money you will commit to each asset class (your asset class allocations). For example, you might commit 30% of your portfolio to “US Stocks”.

Third, you decide what specific assets you want to buy within each asset class. For example, you could the buy the Vanguard Whole Market Mutual Fund to represent the class “US Stocks”. Or you might choose several individual stocks.

Fourth, you decide how much you should allocate to each asset within each class. Perhaps 100% of your allocation to “US Stocks” (30% of your portfolio) will go to the Vanguard Whole Market Mutual Fund. Or, you might decide to buy five individual stocks and allocate 20% of your asset class money to buying each stock (5 * 20% = 100%) for your 30% allocation to US Stocks.

["Allocate" means committing the assigned percentage to each asset class or to each individual investment vehicle (asset).]

[Caveat:

I’m using the Vanguard Whole Market Mutual Fund as an example. Please do not construe this as an investment recommendation. In fact, I’m specifically not making any investment recommendations in this booklet. Any and all specific investment vehicles I may use as examples are just that, examples.]

Finally, you would execute – actually buy the selected assets.

The next question must be, how do you make the four decisions?
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First Decision (Part A): How Do I Find Appropriate Uncorrelated Asset Classes?
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Fortunately, the work of finding uncorrelated or poorly correlated asset classes was done for us.

Some Asset Classes that are considered uncorrelated or poorly correlated are:

	Stocks 	US Large Cap

	US Small Cap

	International Large Cap

	International Small Cap

	Emerging Market Stocks



	Bonds 	US Government Bonds

	US Corporate Bonds

	International Government Bonds

	International Corporate Bonds

	TIPS (US Treasury Inflation-Protected Bonds)



	Precious Metals 	Gold or Silver Bullion

	Gold or Silver Bullion ETF’s

	Gold or Silver Mining Companies



	Other Commodities 	Oil

	Coal

	Wheat

	Coffee

	Etc



	Real Estate 	Actual land or property

	REIT’s (Real Estate Investment Trusts)



	Cash 	Physical Currency

	Bank Accounts or CD’s (Certificate of Deposit)

	Money Market Funds

	Short Term US Treasury Bonds or Bills

	Short Term International Government Bonds




The major categories (Stocks, Bonds, Precious Metals, Other Commodities, Real Estate, and Cash) are uncorrelated or poorly correlated.

However, the sub-categories within a major category are more correlated with each other. For example, US Large Cap Stocks are more correlated to International Small Cap Stocks than they are to Gold or Silver Bullion.

There are other asset classes, such as fine art and collectibles, but these are the asset classes most available to individual investors.
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First Decision (Part B): How Do I Decide Which Asset Classes to Use and How Many?
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As mentioned above, the six main asset class categories (Stocks, Bonds, Precious Metals, Other Commodities, Real Estate, and Cash) are least correlated.

The most famous asset allocation model is 60/40 – 60% Stocks and 40% bonds.

Another less famous allocation model is The Permanent Portfolio. The Permanent Portfolio is 25/25/25/25, meaning 25% Stocks, 25% Bonds, 25% Precious Metals, and 25% Cash (or cash equivalents).

Two more bandied about are 40/30/30 defined as A) 40% Cash, 30% Stocks, and 30% Bonds; or B) 40% Cash, 30% Stocks, 30% Precious Metals.

The financial advisors who introduced these asset allocations have very different views of markets and of the world. 

Beware, financial advisors are not created equal.

Major institutions (insurance companies, hedge funds, university endowment funds, pension funds, etc.) use as many as fifty different asset classes, far more than I’ve shown. The allocation models used by these institutions can be complex and not worth the time of most individual investors.

So the range of asset classes in your portfolio could be as small as two (i.e. 60/40 – 60% Stocks and 40% bonds) or as many as fifty. Yet, few individual investors use more than ten asset classes and most are in the two to five range.

The choice is a trade-off between the time you’re willing to spend on selecting and managing your investments and incremental improvements in portfolio performance.

Generally, the more uncorrelated asset classes in your portfolio the better it performs in building your wealth and reducing your risk. Although, three to five asset classes get you most of the benefit.

After five, adding asset classes increases performance, only slightly. For individuals, more than five are usually not worth the extra time.

Conclusion:

1.       Select asset classes from the list above. Or choose from the freely available asset class charts produced by well-known asset managers such as JP Morgan, Bridgewater, or Goldman Sachs.

2.      You could also look up the holdings of “Global Asset Allocation” ETF’s and Mutual Funds, an example of which is Cambria's Global Asset Allocation ETF, ticker GAA.

	[image: ]
	 	[image: ]


[image: ]

Second Decision: How Do I Decide How Much to Allocate to Each Asset Class?
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Pretty much all the big time money managers have a proprietary asset allocation model. Their models help them calculate how much of each asset class and of each asset they should hold. Most of them change their allocations as market conditions change.

Their complex mathematical models account for many variables. They believe their models help them outperform their competitors and the entire stock market by a few tenths of a percent.

If they succeed, they can justify their huge management fees, salaries and bonuses.

Yet, their ability to outperform the market is overrated. On average, for example, mutual funds underperform (i.e. they do less well) the S&P 500 index. On average, hedge funds underperform indexed mutual funds.

There are a few money managers who have outperformed the S&P 500 over many years; very few. And eventually, most fail.

Meb Faber, a money manager whose podcast I listen to regularly, wrote a book called “Global Asset Allocation”. In his book, he described an experiment. He back-tested eight major asset allocation models (including his own) from 1973 to 2013.

He found the difference between the best and the worst was less than 2% compounded annually. Only one beat the S&P 500. That one beat won by 0.24% compounded annually.

In general, management fees cost more than 2% per year.

[“Back-testing” is pretending a system or model portfolio existed during some period in the stock market’s history. It could be any period but usually covers one or more bear markets. And, one or more bull markets.]

[“Bear Market” means the market went down or sideways for an extended time like 1929 to 1947, 1969 to 1982, and 2000 to 2009. It is also used to describe any event when the market declined by more than 10%.]

[“Bull Market” means the market went up for an extended time like 1948 to 1968 or 1983 to 1999.]

All the asset allocation models were less volatile.

[“Volatility” is a measure of how much the market goes up and down over short periods of time; usually daily.]

All the models protected their investors to some degree during the back-tested market crashes. That is, the drawdown (total loss) during the crashes was significantly less than the drawdown of the S&P 500.

The worst drawdown in the S&P 500 during the back-test period was 50.95%. All the asset allocation models did better than that. The best case was a drawdown of 12.74% and most of the rest were down in the 20% to 30% range.

The good news is the fixed, simple asset allocation portfolios in the test did pretty well although they were quite different from each other. Two of them had the least bad drawdowns (down 12.74% and down 14.59 percent).

The number of asset classes you choose and how much you allocate to each seems not as important as controlling your costs. Management fees and commissions can eat up all the gains and more in the more complex asset allocation models.

Since the number of asset classes you choose doesn’t matter that much to returns (how much your portfolio grows) it makes sense to think
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