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A Fresh Look at Asset Allocation 

reduce the overall level of risk. If assets are properly combined, the riskiness of an 
entire portfolio is less than that of the average of each separate investment. A process 
called mean-variance optimization determines the appropriate allocation that is 
expected to be most efficient — or that provides the potential for highest return for 
an assumed level of risk (this is known as variability or how far prices move from their 
average), based on an analysis of historical data.  

As reflected in Exhibit A, different asset classes will outperform others in any given 
time period. For example, small capitalization stocks were the best performing asset 
class from 2001 to 2004, while large capitalization stocks lagged. From 2005 to 
2008, however, taxable fixed income outperformed other asset classes. In 2008, 
virtually every asset class declined in tandem, except the safest investments, such 
as cash and Treasury securities. Last year, a diversified approach to asset allocation 
was not as effective an investment strategy because traditional correlations between 
many asset classes broke down and tightened significantly.  

As a result of these perceived 
inadequacies, a debate has emerged 
regarding the effectiveness of asset 
allocation. Because it is the basis upon 
which most investment portfolios today 
are constructed, the contention that 
the asset allocation process has failed, 
if true, has serious implications. After 
significant consideration and analysis, 
we believe that diversification and 
asset allocation will continue to serve 
investors well. However, some changes 
are necessary.

The Benefits of Diversification
We have all heard the phrase, “Don’t 
put all your eggs in one basket.” With 
respect to investing this saying is 
particularly true. The premise behind 
diversification is that asset classes 
do not move up or down at the same 
time, or at least by the same degree.  
Thus, by spreading investments in a 
portfolio across different asset classes, 
one can smooth out returns, protect 
against considerable losses in a single 
investment and reduce overall risk.  

Correlation specifies how the 
performance of one asset class varies 
in relation to another and can range 
between 1 and -1. A correlation of 1 
indicates that two asset classes move 
together, while a correlation of -1 
indicates that they move in opposite 
directions. Combining asset classes 
with negative correlations (those that 
move in the opposite directions) can 

Given the degree to which almost every asset class fell together in 2008, it is understandable 
for many to question the benefits of asset allocation. Based on modern portfolio theory, the 
concept suggests that portfolios benefit from combining asset classes in ways that, while 
not always intuitive, serve to balance risk and reward across multiple asset classes. During 
the financial crisis, however, investors suffered losses regardless of the degree to which they 
spread money across different investments. Quantitative models failed to foresee the severity 
of the crisis, normally non-correlated asset classes moved in tandem, and risks associated 
with some types of investments were not readily apparent.

Exhibit A

Why Diversify?
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Why Correlation Estimates Were 
Off the Mark
A recent Ibbotson and Associates study 
of correlations between asset classes 
from 1973 through June 2009 showed 
that asset classes tend to become more 
correlated in bear markets. Exhibit B 
shows the correlations of returns of 
various asset classes compared to the 
S&P 500 in up months (+5% or more) 
and down months (-5% or steeper). As 
indicated in the chart, with the exception 
of Treasuries, asset classes are more 
likely to track U.S. stocks in down 
months compared to up months. The 
correlation between the MSCI Europe 
and S&P 500 indices, for example, was 
more than double in down months as in 
up months.

Of course, the above analysis covers 
an extended period. During the recent 
financial crisis, as investors fled risky 
assets, about the only places that 
offered a safe haven were Treasuries and 
cash. As a result, traditional investment 
considerations — fundamentals, 
valuations, etc. — mattered little.  
Differences between large caps, small 
caps, and international equities seemed 
like minor nuances. Because investors 
wanted the protection of Treasuries, 
they sold virtually everything else, 
without a lot of discrimination. As a 
result, all asset classes with perceived 
risk fell dramatically, and short-term 
correlations converged towards 1. 

To compound the problem, some large 
investors employed high amounts of 
leverage, which amplified returns when 
assets were rising, but caused asset 
prices to fall precipitously as positions 

Asset Class Correlations to the S&P 500 Increase in Down Markets

Source:  Ibbotson Associates.  Correlation of returns between asset returns and S&P 500 in months from 1973 through June 2009.       
Analysis looked at those months when the S&P 500 returned 5% or more as well as months the index declined 5% or more.  
Prices of various assets are more likely to track US. stocks, as measured by the S&P 500, in down markets than in up markets.

Exhibit B
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were liquidated. Additionally, leveraged investors needed to make margin calls, but 
found that they often could not sell illiquid securities. As a result, the liquid assets 
that were easier to sell bore the brunt of the sell-off.

Correlations appear to be returning to more historic levels. However, this experience 
emphasizes the need to incorporate shorter-term forecasts into models that typically 
are built with historic long-term returns in mind. Quantitative models are important 
guides, but should be modified to account for expected market realities. More 
importantly, models cannot replace qualitative judgment, and thus it is important 
to incorporate experience continually into one’s thinking.  

Benefiting from a More Nimble Approach
We historically have been advocates of a long-term view of asset classes while 
recognizing the importance of evaluating market inefficiencies and making changes 
in anticipation of market events. However, we believe the rapidly changing global 
marketplace requires an even more nimble approach in order to further protect our 
clients’ portfolios and enhance long-term results.  
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Our dynamic asset allocation process 
begins with a long-term view of asset 
class performance expectations. 
This view is based on an extensive 
understanding of, and expert insights 
on, historical performance and long-
term market expectations with regard to 
return, risk, yield and valuation. Based on 
these projections, we establish a range 
for each asset class and then determine 
the strategic mix of asset classes for a 
given level of risk. 

Our investment strategy views will 
continue to be guided by this strategic 
perspective, which is framed by a 7-10 
year horizon. However, we now also seek 
to add further value by incorporating 
a shorter-term view of asset class 
relationships over a 1-3 year horizon.  
We may, for instance, implement a 
change due to a shift in relative value 
between asset classes or introduce a 
new source of diversification that can 
provide additional return to portfolios 
without disrupting long-term asset 
allocation plans.

Putting Theory Into Practice
As illustrated in Exhibit C, over the 
course of 2009, we continued to 
identify new sources of diversification 
and opportunities to capitalize on 
specific short-term asset class 
mispricings. In early 2009, for example, 
we recommended an allocation 
to commodities due to their price 
correction from previous highs and 
our belief that demand would begin to 
increase in late 2009 and early 2010. 
In anticipation of a global recovery, we 
expected the demand for energy to 
increase as well. We therefore selected 
a broad-based commodities solution 
that provided a greater focus on energy. 
We also considered commodities’ 
historically high correlation with inflation 

and low correlation to other traditional asset classes when evaluating opportunities 
to hedge inflation. Thus, we identified a favorable entry point and recommended 
exposure to commodities as a hedge against inflation and a diversifier.

Our Approach at Work

Data provided as of 10/31/09.  No investment strategy or risk management technique can guarantee returns in any market environment. 
Past performance is no guarantee of future results.

Exhibit C
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Introduced a concentrated portfolio of our best 
ideas in large cap space offering an opportunity 
for enhanced returns.  

TIME PERIOD MARKET OBSERVATIONS ACTIONS AND BENEFITS

Last spring, extreme market volatility and deflated stock prices created an 
opportune time to introduce a concentrated portfolio of actively managed U.S. 
large capitalization equities. This investment strategy provides the potential for 
incremental capital appreciation and added diversification, but it also may incur 
greater volatility than our more diversified equity strategies. For this reason, it may be 
appropriate as a complement to an existing diversified equity portfolio in cases where 
a client’s long-term timeframe and goals suggest such volatility can be weathered.

This experience emphasizes the need to 

incorporate shorter-term forecasts into models 

that typically are built with historic long-term 

returns in mind.
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INVESTMENT PURPOSE              EXPECTED ROLE IN A PORTFOLIO 

Preservation and Income Investments may provide stability, liquidity and/or income 
Cash, Core Fixed Income, Structured Products 

Inflation Protection Investments provide hedge against inflation 
TIPS, Commodities, Real Estate 

Capital Appreciation Broad market investments that seek capital growth 
Domestic Equities, International Equities, Absolute Return 
Strategies 

Incremental 
Diversification 

Investment for opportunistic diversification  
International Fixed Income, Long/short Strategies, High 
Yield Bonds, REITs 

Enhanced Return Focused and opportunistic investments for capital growth 
Value/Growth Equity Styles, 130/30 Equity Strategies, 
Private Equity 

New Thinking about Asset Classes 
Historically, investments that behave 
similarly in varying market cycles have 
been grouped into asset classes (i.e., 
stocks, bonds and cash). Portfolios 
were often derived by determining the 
optimal combination of asset classes 
based on forecasts of risk, reward and 
correlations — assuming correlations 
would remain stable over time. However, 
even prior to the recent crisis, asset 
class correlations that were previously 
low were rising, which reduces the 
benefit of diversification. While 
correlations may again fall over time, 
we also believe in having a framework 
that accounts for short-term correlation 
anomalies. By considering the expected 
contribution of each asset class and 
sub-asset class, we can better analyze, 
select and implement investment 
solutions that will be additive to the 
risk/reward tradeoff. This approach 
also will help us better demonstrate 
the purpose various investments play 
in achieving client objectives, whether 
it is saving for retirement or starting a 
foundation for a favorite cause.  

We continue to forecast how traditional 
asset classes will behave in a given 
market environment when determining 
our allocation recommendations.  
However, we also consider the expected 
contribution each investment solution 
will play in clients’ portfolios. We believe 
the investment purpose of asset classes, 
as illustrated in Exhibit D, can be best 
described by the following categories:

•	 Preservation and Income
•	 Inflation Protection
•	 Capital Appreciation
•	 Incremental Diversification
•	 Enhanced Return

Exhibit D

Additional Framework for Asset Classes

For example, investors saving for retirement are concerned about maintaining 
the purchasing power of their assets. Therefore, investments that provide income 
preservation, such as Treasury Inflation Protection Securities (TIPS), would be 
beneficial in a portfolio tailored to this objective. By mapping asset classes and 
sub-asset classes in terms of their investment purpose, we can better ensure that 
the assembly of investments will not only perform well together in varying market 
conditions, but will best align with the end purpose. 

Asset Allocation Works, but It Needs to Be More Dynamic
Given the scope of the recent financial meltdown and the interconnectedness of 
the global economy, it is understandable in retrospect why virtually all asset classes 
declined together and became unusually correlated. However, diversification did 
not fail — it still safeguarded investors from further losses. We do not reject the 
theory behind asset allocation, but believe that we have developed a more effective 
application. The dynamic approach that we have been employing as a result of recent 
market lessons has enabled us to take advantage of opportunities created by this 
crisis while still controlling risk. We always have believed that investors should look 
beyond a static view of asset allocation, and we have continuously reviewed our 
strategic mix of assets throughout the years as markets have changed. This approach 
is even more critical in today’s environment. We are confident this approach provides 
the best foundation for clients to reach their long-term goals.  
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