We All Do Tt (Fven if
We Dont Realize It)

Don’t Let Your Plan Be an
Accident

[N AN EPISODE FrROM THE hit television series The Sopranos,
Tony Soprano asked his wife to let him bet her real estate
earnings on what he thinks is a surefire gamble. When
she asks why he doesn’t use the bundles of cash he has

squirreled away over the years, Tony tells her that his
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cash is for emergencies and that all his other assets are
tied up in what he calls asset allocation. Whether aware of
it or not, we all have an asset allocation plan—even HBO
drama characters. What I hope to do in this book is show
you how to allocate your assets in such a way that you can
meet your goals in a manner consistent with your
personality.

Let’s first understand what asset allocation is and how it
has evolved over the years. When I was first exposed to the
concept back in the 1980s, asset allocation was pretty much
limited to international assets. Japan and Europe in particu-
lar were coming into their own as legitimate financial mar-
kets and were behaving in a completely different way from
the U.S. markets. China had opened up to the world, and
Japan was well on the rise. In the United States, we were
using non-U.S. stocks, bonds, and cash to help us achieve
higher returns and stay diversified to avoid being totally
dependent on a few investments to achieve our goals.

In the 1990s, the field of asset allocation began to
broaden. New research was being developed, and we
began to look at markets and portfolios differently.
Instead of just buying a mutual fund and considering our-
selves diversified, we began to look at the investment
world in categories such as large cap or small cap. We
looked at managers’ styles as being either growth or

value, and we sought a balance of styles and capitalizations



WEe ALr Do IT (EveEn 1F WE DonN’T REALIZE IT) [3]

in our portfolio. As the decade progressed, manager and
style selection became important tools to diversify invest-
ment portfolios.

By the late 1990s, a most curious thing began to
unfold in the investment world. As the Internet and tele-
communications became faster and more efficient, the
world became much smaller. Much of the point of asset
allocation is to find assets that not only can grow, but that
behave in a manner different from other assets in the port-
folio. When something is declining in price because of
financial and economic events, it is nice to have something
in the portfolio that is going up in price because of the
same events. We call this noncorrelation and as you will see
throughout the book, it is an important part of proper
asset allocation. In the 1980s and early 1990s, you could
generally achieve this by owning international stocks and
bonds. Stocks in Japan tended to react primarily to
Japanese events. European stocks were influenced by
European news and generally moved differently from U.S.
stocks. However, the approach of the New Millennium
ushered in an increasingly global economy. Many of the
same macro policies and factors that affected Ford also
affected BMW and Toyota. Previously, all the fish swam
in their own individual directions. As the planet shrank,
the fish became a school and tended to swim together in

the same way.
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As we moved into the twenty-first century, new tools
were created to meet investors’ needs for assets that would
act differently from each other. Portfolios began to include
new asset classes such as gold, commodities, real estate
investment trusts, inflation-protected securities, and certain
types of hedge funds, which became important tools to
generate returns that were not related to the same events.
We began looking at different styles of money management.
Rather than just buying stocks and bonds, we looked at strat-
egies such as merger arbitrage and short selling to round
out portfolios and achieve the results we were hoping for.

At its heart, the essence of asset allocation is the
search for noncorrelation. Let’s put it in football terms.
To win at investing, we need to have a balanced team.
We need to have parts of our portfolio that play great
offense when times are good. We need defensive invest-
ments that are ferocious protectors of our territory when
the economy is out of whack and things are not so great.
Just as a good football team needs a good kicker to get
points after touchdowns and kick field goals, we need
some investments that provide steady excess returns
regardless of economic conditions. To win, we have to be
good at all aspects of the game. A sound asset allocation
plan is how we build our team.

Just as a football team starts by evaluating players in

the draft, to develop a plan we need to put together an
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organized current and projected view of you, your goals,
your financial circumstances, and importantly, your behav-
ioral and personality quirks. We have to have a general
sense of what certain kinds of assets (such as stocks,
bonds, cash, commodities, or real estate) can and cannot
do for you. Once we have an idea of what we are working
with and each player’s talents and abilities, we need to
develop and follow a game plan. We have to develop a
portfolio of diversified investments so that some of our
assets tend to be doing well when other assets tend to be
languishing. Once the game is under way, we need to look
at the portfolio from time to time to see whether we should
cut back on investments that have exhibited rapid growth
or judiciously add to other sound investments that have
temporarily declined in value. A good football coach is
always looking at the whole field and paying attention to
what can go wrong. So should we. We always need to be
thinking about how various kinds of risks can affect our
assets, so we can take steps to reduce or offset such risks.

In many ways, investors today are fortunate. In the
past 10 years, I have seen an explosion in investment
products and investment information sources. Now it
is possible for all investors to use the tools that were once
available only to institutions such as retirement funds,
endowments, and the very wealthy. Financially oriented

television and radio programs; Internet-based web sites
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and blogs; and abundant articles, books, and brochures
provide objective (and sometimes, not so objective) edu-
cation and advice about investing. New financial instru-
ments such as open-end and closed-end mutual funds,
exchange-traded funds (ETFs), and depositary receipts
have made it much easier for everyone to access all kinds
of asset classes. These range from small- and mid-cap
domestic stocks to international stocks and bonds, to
gold, silver, inflation-protected securities, and specialized
investment strategies such as those that focus on specific
industry sectors that profit when prices fall.

The good news is that everyone has an all-access back-
stage pass to just about every type of investment, invest-
ment strategy, and risk management scheme there is.
A brave new world of investment opportunity sits right
outside your door (or inside the computer sitting on your
desk), and you can put it to great use in growing
your wealth, just as savvy and wealthy investors have for
generations. First and foremost, you will have to decide if
you are a do-it-yourselfer or if you prefer to bring in the
pros. You may be brilliant at picking specific stocks, but
have absolutely no interest in thinking about your overall
portfolio, future planning, or risk management. Conversely,
you may have no interest in picking stocks, and bonds may
bore you, but you may love thinking about the big moves

of asset allocation.
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Putting together a game plan involves deciding what
you need each player to do for the team. Likewise, proper
asset allocation involves knowing what you want your
assets to do for you. Are you at a stage in your life (and
in a frame of mind) where it is more important to increase
your wealth? For instance, if you are young and saving
for college or for a newborn child, the money saved won’t
be used for quite some time, and what those future tuition
bills will look like could be anyone’s guess. The young
parent will likely need a lot of money nearly 20 years in
the future, and so these funds can be marked for aggres-
sive capital growth, which may put them all in stocks.
Stocks tend to be volatile and may swing wildly with short-
term price declines and losses, but over time have tended
to provide the highest return. However, if you are saving to
buy a house in three years, you might not be willing
to suffer any short-term losses. Therefore these funds will
demand a different strategy, because you will want to
protect the principal value.

Think of your money as the players on your team.
You want quarterbacks to throw the ball accurately and
tackles to block. Some of the most disappointed investors
I’ve seen over the years had perfectly good investments;
the problem was that they didn’t allocate their investments

according to their needs, and so their returns suffered.

Monies had to be pulled from stock funds before they
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experienced great appreciation; perfectly good bond funds
were used improperly as long-term investments; and
money market accounts were incorrectly used as retire-
ment savings. It’s not enough to pick great investments—
you have to pick the best investments for the right
reasons.

We have our game plan. We know what we need each
player to do. Now we have to look at what kind of field
conditions we have, and what the weather will be like
come game time. If we have a game plan built around
throwing the ball and it’s raining with 20-mile-an-hour
winds, we are going to need to make some adjustments to
the plan. It is the same with our investments; we need
to think about what type of economic, financial, political,
and geopolitical environment we are likely to face. Of
course, even economists disagree, and predictions for the
future vary widely, but you do need to have a sense of
where things might be going. Are the domestic and glo-
bal economies expected to be in a period of progress,
stagnation, or decline? Are the financial markets favora-
bly positioned for investment, or are they undergoing an
era of turmoil, turbulence, and high volatility? Are pre-
vailing political trends (such as taxes, regulation, and
public opinion) investor-friendly or unfriendly? Are
nations and regions behaving toward one another in a

cooperative way, or in a confrontational way? All these
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background conditions can affect your asset allocation
decisions toward or away from stocks, bonds, cash, or
other kinds of assets.

If you are playing offense and investing somewhat
assertively or aggressively to take advantage of a favorable
economic environment, you may have certain kinds of
players on the field, such as domestic and international
stocks. On the other hand, if you are playing defense,
your players may be heavily weighted toward high-grade
bonds, cash, and perhaps inflation-protected securities.
Which players you use will be determined by your invest-
ment temperament, outlook, and personal circumstances.
Picking the best investments is important, but we live in a
world where you can’t just pick and be done with it. We
inhabit a fast-changing world and global economy today.
You need to reevaluate and rotate players in and out of
the portfolio as the financial outlook changes, as your
investments increase or decrease in value, and as your own
monetary and personal situation changes over time.

One of the most fundamental elements of asset allo-
cation is diversification. In my mind this is one of the
most overused and least understood words in all of invest-
ing. True diversification involves having several distinct
kinds of asset classes that perform differently from each
other in different kinds of financial environments. For

example, some investments, such as commodities and
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precious metals, may thrive in a high inflation environment
while other assets, such as government bonds, tend to
excel in a strongly disinflationary or deflationary environ-
ment. Depending on the financial outlook and the inves-
tor’s mindset, it generally makes sense to have exposure
to at least a few and perhaps several asset classes. I've
seen too many investors make the mistake of thinking that
they have a diversified portfolio when in fact they own
nothing more than a list of assets that all go up or down
in price together. I counseled a gentleman who thought
he had a diversified portfolio because he owned dozens of
stocks. When I reviewed the list, I found that he had a
great many airline and trucking stocks. He owned differ-
ent types of passenger aitlines and also delivery compa-
nies like Federal Express. He had read that having a large
number of stocks was how you diversified a portfolio. His
background was in the transportation industry and he
thought the economy would do well, so he included the
trucking and shipping companies. Guess what? This port-
folio is totally nondiversified. The same economic events
will affect just about every stock he owns in the same way.
Rising oil prices would be negative for his entire portfolio.
As I meet with investors and talk to financial advisors
around the world, I find this approach all too common.
I meet investors who own six different mutual funds and

think they are diversified. If they are the large popular
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funds, the investors probably own many of the same stocks
in each fund, and all of the funds will react the same way
to the same events. In the late 1990s, fund after fund
owned virtually the same Internet and technology stocks.
It didn’t matter how many funds investors bought, they
were just increasing their exposure to the dotcom bubble,
not truly diversifying.

Diversification will not only make your portfolio less
volatile, it will also make your reaction to the state of the
markets more stable. Investment history is full of examples
of how not keeping a strong focus on being diversified led
to disaster. We can go all the way back to the 1970s, for
example. Coming into the 1970s, things were great. The
50 largest stocks were considered the “Nifty Fifty,” one-
decision stocks. Buy them and forget them, because they
would only go up. Many investors did exactly that. Then
came OPEC, inflation, and the resignation of the U.S.
President. The American mood and the markets turned
sour. As markets collapsed, losses mounted and people
panicked. At the bottom, they sold the stocks they owned.
Warren Buffett was one of the few who kept a cool head and
bought stocks as prices hit rock bottom. He pounced on
the bargains offered by panicky sellers. When the market
crashed in October 1987, investors who had all their money
in stocks got scared and sold. As a disciplined practitioner

of asset allocation and diversification, Yale University was
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ready to tactically reallocate right after the 1987 selloff,
from bonds and cash into stocks at what turned out to be
historically low levels. More than five years after the 2000~
2002 tech stock bubble burst, the memory of the tech bub-
ble remained vivid for many investors still suffering from
embracing the new paradigm too tightly. In chasing hot
investments and ignoring diversification in favor of the finan-
cial lottery ticket that tech stocks seemed to offer, investors
exposed themselves to financial heartbreak and still wary,
missed a lot of the 2003-2007 stock price recovery.

If you have your eggs in more than one basket, you
will be subject to fewer extreme mood swings, from
despondency when everything seems to be moving down
in price, to euphoria when everything seems to be mov-
ing up in price, that may cause you to do exactly the
wrong thing at the wrong time. In the late 1990s, inves-
tors who practiced asset allocation and paid attention to
keeping their portfolios diversified were selling tech
stocks to buy underpriced assets such as real estate
investment trusts and bonds that subsequently did very
well. The oft-cited mantra of Buy Low and Sell High is
achieved through diversification. As assets rise and swell
to too large a percentage of the portfolio, asset allocation
has us selling them and redeploying the money into more

out-of-favor sectors and asset classes. Buying Low and

Selling High.
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We buy low and sell high—the mantra of successful
investing—by portfolio rebalancing. By establishing tar-
geted percentages of your total portfolio that are to be
placed in stocks, bonds, cash, real estate, and other invest-
ments based on your goals, asset allocation is like a navi-
gation system. Along the way, the prices and returns of
each investment in the portfolio will fluctuate in varying
degrees. If you targeted an asset allocation of 50 percent
in stocks and 50 percent in bonds ($50 in stocks and
$50 in bonds, for a total portfolio of §100), and after one
year, the stocks doubled while the bonds stayed flat, the
portfolio would then be 67 percent in stocks and 33 per-
cent in bonds (§100 in stocks and $50 in bonds, within a
total portfolio of $150). To get back to the originally tar-
geted 50-50 mix of equities and bonds, you will reallocate
so that §75 is in stocks and $75 is in bonds. To do this,
you would sell $25 out of the $100 stocks portfolio and
with the proceeds buy $25 of additional bonds. This proc-
ess is called rebalancing the portfolio. Buy Low, Sell High.

You can rebalance in either one of two ways: by price
or by time. When an asset allocation is rebalanced to its
target mix by time, you will allow the various asset classes
in the portfolio to experience their upward or downward
price changes until a predetermined amount of time has
passed. The rebalancing is then carried out to arrive at

the originally targeted asset allocation. The time period
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could be annual, semiannual, quarterly, or some other
interval. The time frame will be based on how involved
you wish to be and your attitude toward the markets and
the economy. Although the by-time approach may lead to
some degree of variation from the originally targeted
asset allocation, this method may incur lower transaction
costs than a rebalancing rule driven entirely by asset price
changes. That is the other way to rebalance your portfolio.
You simply rebalance your portfolio back to the original
target allocations as soon as they experience a specified
percentage deviation from the original percentages. For
example, 5 percent, 10 percent, or some other percentage
change might trigger a rebalancing to get back to the
originally targeted asset allocation. Such a rebalancing
rule tends to keep the portfolio fairly closely aligned with
its originally targeted allocation, but at the same time,
this method may require a closer level of portfolio moni-
toring and may generally incur greater transaction costs
due to the possibility of more frequent asset percentage
adjustments than the by-time approach.

The asset allocation approach to investing has one
other enormous benefit. As we put together a portfolio
and decide which assets we will or will not use to meet our
goals, we are forced to think about risk in real terms. We
all talk about risk in much the same way that we talk

about eating a healthy diet, but few of us really do anything
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about it. Okay, so you understand that investing involves
risk. Ask yourself how much you could stand to lose. No,
really. How much can you take? How much of a loss can
you withstand according to your goals? Can you take a
loss on the money you are saving to buy a vacation home?
How much would you be willing to lose, over what time
frame, for your children’s college fund? What about your
retirement? Now, what would be worse—losing that much
money, or not gaining a certain amount? Asset allocation
can’t make risk go away. Face it, life is full of risks and
success is not a straight line up. What asset allocation
does is force you to ask and answer some challenging
questions which should lead you to a portfolio construc-
tion that will, hopefully, prevent you from doing some-
thing silly when things get tough, or when things are
going exceedingly well. (It is often said that, due to eupho-
ria, investors make more mistakes during bull market
times than they do in bad times due to euphoria.) If you
hold different types of investments, then your asset alloca-
tion strategy will bring a degree of realism to the invest-
ment process, in which you ask yourself whether the glass
is half empty or half full. The arithmetic of risk and loss is
well known. An asset that declines 50 percent in price (for
example, from $100 down to $50), has to increase by 100
percent in price (from $50 back up to $100) just to get

back to even. If you have truly diversified your portfolio so
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that all the investments’ prices are not moving in the same
direction at the same time, asset allocation should dampen
the overall effects of a price decline in some investments.
You do not want to find yourself wishing and hoping and
praying that your capital will increase by 100 percent to
get back to even; this rarely happens.

Being aware of risk does not eliminate risk or help
you avoid risk, but it is usually better to think beforehand
about how much risk you are willing to take, how you can
build in a margin of safety wherever possible in selecting
assets, and how you might react to capital losses. Some
people go into denial; some get frozen into inaction; and
some remain calm, dispassionate, and rational when faced
with losses. No matter how you respond to loss, asset
allocation can fortify your psyche through prior contem-
plation of risk and by moderating the overall effects of a
specific asset’s loss when viewed in the context of the
portfolio as a whole. In other words, by planning before-
hand for a worst-case scenario, you can take whatever
the winds may toss your way and avoid knee-jerk reactions
that tend to make matters worse. It’s just not wise to try
and formulate an escape plan during a fire at the same
time everyone is rushing for the exits.

One of the primary advantages of asset allocation is
reduced price volatility. That in turn reduces the risk for

your portfolio as a whole because some assets may be doing
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well when other assets are not doing so well, and some
portions of your portfolio may not be doing as well as
others. But that’s okay. You planned for some tough
moments in your child’s college fund. You can take a down-
swing in that S&P 500 fund you are invested in because
those funds are set aside for college tuition that won’t need
to be paid for another 15 years. It’s like spreading your
bets on several teams, rather than putting yourself in an
all-or-nothing situation by backing only one team. The
best part is it’s putting the right bets on the right teams.
You don’t want to bet on a baseball team going to the
Super Bowl. First, they don’t play football; second, they
may have been trying for almost 100 years to win a baseball
championship! It’s the same with your investments.

Asset allocation can seem like a complicated concept.
All it really is, is selecting a portfolio of investments that
will work together to make your realistic goals more attain-
able. It is not a get-rich-quick method by any stretch of the
imagination. It is a method for approaching yourself and
the markets rationally, and using available tools to build a
portfolio that will shield you from taking on too much risk
and volatility. When asked what the most powerful force in
the universe was, Albert Einstein replied simply, “Compound
interest.” Asset allocation gives us the staying power to
allow compound returns over time to work their powerful

magic to make our investment goals a reality.






