Scott Leonard, CFP

Investing in the '90s: More Gain, Less Pain!

When three economists won the Nobel Prize in 1990 for an investment theory,

the shock waves were felt in all the full-service brokerage firms across the country.

The Nobel Prize-winning Modern Portfolio Theory has changed the way people

think about, and pay for, investment services. This article will detail the theory

and illustrate how to design your portfolio using Modern Portfolio Theory.

INTRODUCTION

Modern Portfolio Theory (MPT)
is a statistical way to arrange

a portfolio to obtain the
greatest return possible
for any given level of
risk. This theory is
based on a collection of
research compiled dur-
ing the past 65 years.
The basic prin ciples of
MPT are simple, but
the applied.concept is
much more.difficult to
understand. A main pre-
mise behind MPT is that
the investment marketplace is
efficient. This means that

the price of a security

represents the per-
ceived value of that
security, based on
all known infor-
mation. Therefore,
it is not possible to
beat the market's
return over long pe-
riods of time. How-
ever, whether or not
our markets are 100%
efficient does not affect
the validity of MPT. It is
the most effective way
to manage the risks
involved with in-
vesting. If you
don’t subscribe

to the notion
that our markets

are even par-
tially efficient,
then your in-
vestment phi-
losophy is that

you can actively
beat the market,
taking the same
level of risk, over
the long run. This
doesn’t happen, so in-
stead of trying to beat

the market, MPT takes a
statistical approach to man-
aging the risks of the market.
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ASSET ALLOCATION

Asset allocation has become a catch
phrase, but it is nothing more than a
modern approach to diversification.
We've all heard the adage: “Don’t put
all your eggs in one basket.” Asset al-
location says: “Don’t put all your eggs
in baskets of a similar type.” In the
past, diversification has been con-
cerned with the eggs. Asset allocation
is concerned with the baskets. These
baskets are “asset classes.”

True Asset Classes

An asset class is a group of investments
that share certain similarities. In the
broadest form, stocks, bonds, cash,
and real estate would all be considered
asset classes. In a more precise form,
small capitalization-value stocks, large
capitalization-growth stocks, short-
term bonds, and European value
stocks are examples.

History has shown that, over time,
securities in the same asset class tend to
have fairly similar results. Obviously,
the more precise the asset class defini-
tion, the closer the individual security’s
return will equal the return of the asset
class as a whole. We once believed
that buying 10 different stocks was all
that was required for diversification.
It did help diversify the fluctuation of
the portfolio from the risks of a single
company, but not from the risks of the
asset class of stocks as a whole. As
will become evident later, it is the risk
of the asset class with which we are
most concerned.
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US stocks tend to move somewhat
in tandem, as does the US bond market.
Asset allocation promotes diversifica-
tion among asset classes, not just indi-
vidual securities. Ideally, the various
asset classes would have as little in
common as possible.

The best asset classes for one's port-
folio are those with the highest histori-
cal total returns. The problem is that,
normally, the higher the historical re-
turn, the greater the volatility or risk.
(Volatility in this article is measured
by standard deviation around the his-
torical mean rate of return of an asset.)
Whereas most people are under the
impression that volatility is bad, the
volatility of an asset is the reason that
the asset might provide a higher return
(the concept of “nothing ventured,
nothing gained”). The reward for ac-
cepting the short-term risk of volatility
is the possibility of a greater return re-
alized over the long term.

In a perfect world, there would be
two asset classes, and each would have
long-term high total returns but opposite
correlations so as to balance each other
at any given point. (Correlation coeffi-
cient is the measurement of how one
asset reacts in relation to another. The
higher the correlation, the closer two as-
sets come toward mirroring each other.)
Figure 1 is an example of two assets with
opposite correlations. {This is often re-
ferred to as “dissimilar price move-
ments.”) When the price of asset A is
going down, the price of asset B is going
up. The combined effect is a portfolio
with a “risk-free” total return. But we do
not live in a perfect world, so the goal is
to find the best performing asset classes
that have the lowest correlation possible.
Put another way, we should look for two
asset classes that have dissimilar price
movements. The lower the correlation of
the asset classes, the greater the minimiz-
ing of the effect the volatility of an indi-
vidual asset class has on the portfolio as a
whole. As an example, foreign stocks,
bonds, and cash equivalents tend to have
low correlations with US stocks, bonds,
and cash equivalents. (Foreign securities
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Figure 2 « The Risk/Return Relationship

involve additional risks, including for-
eign currency changes, political risks,
foreign taxes, and different methods of
accounting and financial reporting.)

The reasoning is simple. An event
that causes our stock market to react
negatively may cause a positive reaction

in another country. Figure 2 shows the .

risk/return relationship of portfolios
composed of different allocations among
domestic stocks, represented by the
Standard & Poor 500, and international
stocks, represented by the EAFE index
(an index of stocks from Europe,
Australia, and the Far East.) The chart

illustrates that for the 20-year period -

ended December 31, 1993, investors
achieved a higher rate of return with
less volatility by owning foreign stocks in
addition to US stocks. (Note: Past per-
formance is no guarantee of future re-
sults. Foreign investing involves addi-
tional risks. Data represent monthly
annualized returns.) Because of the low
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correlations between domestic and in-
ternational stocks, combining the two
asset classes decreases the risk of the
individual asset class. Figure 2 shows that

* the most efficient allocation on a risk/re-

turn basis would have been 509 US
stocks and 50% international stocks.

Stock Asset Classes
There are four main sub-asset classes

-of stocks that should be used in a port-

folio. (The reasoning behind the fol-
lowing asset classes is fairly technical,
and a full explanation of why these are
the asset classes to use is beyond the

scope of this article.)

Capitalization of a company is mea-
sured by the total number of stocks of the

‘company multiplied by the price of the

stock. Small capitalization (small-cap)
stocks belong to an asset class that merits
consideration. Although, historically,
small-cap stocks are more volatile (risky-
in the short term) than large capital-
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ization (large-cap) stocks, they have
historically greater returns than large-
cap stocks. Both large- and small-cap
stocks have relatively low correlations
with each other, and both should be in
a portfolio, with the risk level deter-
mining the allocation between the two.

Another sub-asset class of stocks is
value/growth. Value/growth is a measure
of a company’s stock price in relation
to its book value. A value stock is one
in which the price of the stock is low in
relation to its company’s book value
relative to other companies in the market,
The opposite of a value stock is a
growth stock, which has a high price
relative to its book value. Historically,
value stocks have performed better
over the long term than growth stocks.
They are generally riskier in the short
term because there is a real or per-
ceived problem with the company,
which is why it is priced low and con-
sidered to be a value stock.

The capitalization and value/growth
aspects of a stock define the four asset
classes to consider when developing the
equity portion of a portfolio: (1) large
cap-value, (2) small cap-value, (3)
large cap-growth, and (4) small cap-
growth. These four sub-asset classes
have the lowest correlations with one
another in the larger equity asset class.

Bond Asset Classes
The bond asset classes are much easier

to define. The maturity of a bond is the

most important factor. Although in some
periods of the business cycle bonds of
different maturities have low correla-
tions, generally this is not the case. With
bonds, it’s simple: The shorter the matu-
rity, the less the volatility. Break the
bond asset class into smaller asset classes
using maturity, and the classes become:
(1) short-term bonds, (2) intermediate-
term bonds, and (3) long-term bonds. I
have simplified this because credit rat-
ings are also a factor affecting return
and volatility of a bond.

The point to remember about bonds
is that they are being added to a portfolio
to decrease risk. They are the stable part
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of the portfolio. Keeping this in mind,
use only high-quality bonds (govern-
ment, or AA or AAA rated by Moody’s or
Standard & Poor’s) with maturities be-
tween 2 and 6 years. If you want to in-
crease the potential return in your
portfolio, do not increase the risk of
your bonds, decrease the percentage of
bonds in the portfolio.

Other Asset Classes

Some other asset classes that should be
considered are: precious metals, real
estate, venture capital, and equipment
leasing. The options are almost limit-
less, so the key is to not get too many
asset classes. Use regions of the world
as larger asset classes (eg, Europe,
South America, the US, Australia, and
the Far East). Each region contains all
four of the stock sub-asset classes in
addition to all other asset classes. The
key is to find the highest potential re-
turns with the lowest correlations.

DETERMINANTS OF PERFORMANCE

The most important determinant of a
portfolio’s performance is the asset
class selection. Security selection (the
picking of individual stocks and bonds)
accounts for only 4% of a portfolio’s
performance. Market timing (when to
buy into and sell out of a security) ac-
counts for 2%. Asset class selection
(which asset classes and the percent of
money allocated to each) accounts for
94%, making this the most important
factor in building a portfolio.’

Owning an Asset Class

To be properly diversified within an
asset class, you need to own a mini-
mum of 20 securities that fall within
the parameters of the asset class. In ad-
dition, those 20 securities need to be
representative of the entire asset class.
The most efficient and cost-effective
way to do this is through a mutual fund.
All mutual funds have their objectives
and investment philosophies defined.
There are many mutual funds avail-
able that have investment philosophies

that equal the asset classes identified.
Many mutual funds give you access to
experienced money managers for a low
cost. There are few other financial ve-
hicles that can give the small investor
(under $1,000,000) better service.
When picking a mutual fund, the first
decision should be to use only true no-
loads. (A true no-load mutual fund is
one that does not charge a commission
to buy or sell the fund and does not
pay any fees to outside salespeople.)
If you need help in determining
which mutual funds to buy and the
proper asset allocation, you should
seek an advisor who works for a man-
agement fee, not for a commission.
Fee-based money managers are re-
quired to have different licenses than a
commissioned individual (eg, they
must be registered investment advisors
with the Securities and Exchange
Commission), and they are required to
provide additional services not re-
quired of commission brokers. How-
ever, the most important reason to use
a fee-based money manager is to elimi-
nate potential conflict of interest. You
want to pay an individual to manage your
money, not to sell you a product.

MODERN PORTFOLIO THEORY

Modern Portfolio Theory was developed
in 1952 at the University of Chicago in
Ilinois by Harry Markowitz. Major in-
stitutions have been investing using
this theory since the 1970s. Markowitz
and two other economists won the
Nobel Prize in economics in 1990 for
this investment methodology. As you
examine this process, you can readily
see the common sense of this approach.

The basic concepts have already
been discussed in this article. The main
principle is that by using asset classes
with low correlations, it is possible to
Create a portfolio with an optimal return
for any given level of risk. The concept
employs the theory that the risk of a
portfolio, as measured by volatility,
does not depend on the risk of each in-
dividual investment, but on how all
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investments in the portfolio behave to-
gether. It is therefore possible to add an
asset class that on its own is more volatile
than the portfolio as a whole, if the cor-
relation to the rest of the portfolio is low.
When that asset class is added to the
portfolio, the overall volatility of the
portfolio will actually decrease by di-
versifying the portfolio—and increase
the potential return.

Optimal Portfolio

By combining all the concepts discussed,
it becomes possible to create an “optimal
portfolio.” MPT holds that for any given
group of asset classes, there is an optimal
allocation among the asset classes that
will yield the highest return for any given
level of risk. The range of optimal port-
folios is called the “efficient frontier,”
and it is derived by a complex math-
ematical process of evaluating each
asset’s correlation with every other asset’s
correlation to determine the optimal
allocation of all the asset classes. Once
the efficient frontier has been deter-
mined for the asset classes being eval-
uated, then the decision of which opti-
mal portfolio to choose becomes a
question of your risk tolerance. This is
called strategic asset money management.

Designing a Portfolio
Strategic asset money management is
more than a logical process of design-
ing an optimal portfolio; it involves
some difficult decisions and disci-
pline. This is a long-term approach to
reaching your financial independence.
Whether you are investing on your
own or using an advisor, the first step of
any investment plan is to establish an
investment policy statement, that is, what
you want and the level of risk you will
tolerate to obtain it. This process defines
your financial goals and objectives, an-
alyzes your current portfolio, and rec-
ommends strategies to reach these
goals. You need to decide where you
want to go and how fast you want to
risk getting there before you pick a
mode of transportation. An investment
policy statement is crucial to estab-
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lishing an optimal portfolio for you. It
can be the key to your road map to fi-
nancial independence.

Next, you need to determine what
asset classes you want to use and how
much money to allocate to each asset
class. This is simply a matter of your
risk tolerance. Keep in mind there is no
magic formula; the more risk you are
willing to take, the higher your poten-
tial return. Keep it simple: eight to 15
asset classes should be plenty. The key
is to use asset classes that have low
correlations with high long-term gains
history. International assets should be
a part of every portfolio except for the
most conservative investors.

Be sure your chosen portfolio is on
the efficient frontier, which ensures
that you are optimizing your risk/re-
ward relationship. Referring back to
Figure 2, a 10% US stock and 90% in-
ternational stock portfolio is not efficient.
Adding more US stocks would decrease
the risk and increase the return. This is
what is meant by an efficient portfolio.

When determining your time horizon
(how long you are investing the money),
think in terms of when you will no
longer need the money, not when you
will start to need the money (eg. when
retirement ends, not when it begins).
This relates back to your investment
policy statement. Most 45-year-olds
who plan to retire at age 65 believe
their time horizon is 20 years. In reality,
it is closer to 40 years, based on actu-
arial tables. Volatility decreases over
time; therefore, a 40-year time horizon
allows for a greater short-term risk
level than a 20-vear time horizon.

Read the mutual fund's prospectus to
determine the fund’s objectives. If you
are going to use actively managed
funds, use only the top mutual funds for
an asset class. In a long-term invest-
ment approach, asset class funds are
an excellent option. (Asset class funds
are similar to index funds in that they
define a group of securities and buy that
entire group or asset class. Trading cost
and management fees tend to be much
lower with this type of fund. Also,
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turnover is substantially less, allowing
for a higher potential after-tax gain.)

If you want or need professional ad-
vice, use only a registered investment
advisor who is working on a fee basis.
Don't pay someone a commission to sell
you products—pay someone a fee to
help you manage your money. A regis-
tered investment advisor can help de-
sign your investment policy statement,
set up an account, and make your
asset allocation recommendations. In
addition, he or she can recommend
the appropriate mutual funds and
make the transactions on your behalf.
Most fee-based money managers pro-
vide other services, such as perfor-
mance reporting, constant monitoring,
and reallocation. Fees and services vary
among advisors.

The most important aspect of in-
vesting for your future is staying with
your portfolio once it is established. If
market conditions make you uncom-
fortable, you need to rethink your in-
vestment policy statement. Strategic
asset money management is a logical
process of providing the greatest possi-
ble return for the level of risk you are
willing to assume. Be honest with
yourself. This is a sleep-easy investment
plan. In its goal to provide a higher re-
turn while reducing risk, it's a timely
rehabilitation for vour portfolio.

Scott A Leonard is a certified financial
planner (CFP) and registered as an invest-
ment advisor. Mr Leonard is well versed

in the principles of the Nobe! Prize-winning
Modern Portfolio Theory of Asset Allocation
and speaks regularly about this and other
financial topics. He graduated from UCLA
with a degree in economics. You may con-
tact Scott Leonard at 1-800/366-7266.
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