Asset Allocation: A New Look at an Old Theme

As you review this quarter’s Investment Portfolio Summary, and specifically the page titled Asset Allocation Comparison, you’ll find a new look to this page.

Over the past year, RGIA has spent a great deal of energy further analyzing the asset classes we were already using, adding new strategic asset classes to our platform, and enhancing the ways in which we optimize between the various asset classes. Every study we’ve ever seen on asset allocation suggests that as much as 90% of the success of an investment strategy hinges on the successful allocation of the agreed upon assets in the portfolio. Therefore, we know that the most important decisions we’ll make on behalf of your portfolio are the decisions built around asset allocation. Since the investment advisory business is one where a new asset class seems to be created every year, or at least new ways of thinking about today’s asset classes are being explored, we will always continue to enhance the ways in which we make these critical decisions on your behalf.

At RGIA, we look at the different asset classes in terms of four separate categories of investments, and in terms of what they bring to your portfolio – Income, Diversification, Growth, or Aggressive Growth. How your portfolio is allocated to each of these categories is directly related to your unique investment objectives -- your return expectations versus your tolerance for risk, among other things.

The Income category, as the name implies, is where most of the fixed income assets in the portfolio reside. These assets generate a stream of either taxable or tax-free income, which is particularly important to our clients who desire such income to meet a targeted need. Perhaps more important, however, is that these assets tend to dampen the volatility often associated with the more growth-oriented assets in the portfolio. While we believe it is important to “anchor” this category with high quality short to intermediate term bonds and/or adjustable rate corporate loans, we also believe there are great benefits to including emerging market debt and global high yield bonds in your portfolio. In the same way that adding overseas equity exposure helps to broaden the return opportunities and reduce the risk posture of the equity portion of a portfolio, emerging market bonds can accomplish the same thing within the Income category. With respect to global high yield bonds, what we know about the historical return patterns of these investments is that when they go down, they go down like bonds do. However, when they go up, they go up like stocks do – an enviable return pattern for any asset class. Therefore, having strategic exposure to high quality domestic debt, with smaller portions of emerging market debt and global high yield bonds, provides for a well-diversified Income position in your portfolio.

Diversifying Investments are those whose return patterns are unlike those of the other types of assets we may employ in your portfolio. As a result, these assets offer unique diversification benefits. Over the past decade, hedge funds have attained a very broad definition. In our consideration of hedge funds, RGIA prefers to employ those strategies that fit the more traditional definitions – long/short strategies (those that simultaneously play both upside and downside opportunities) and absolute return strategies (those that are designed to produce positive returns in any market environment, even the dramatic down market environment we saw in equities from 2000 through 2002). While these strategies are unlikely to produce the kinds of 20-30% returns evident in the overseas equity markets of late, they do often provide consistent 8-9% returns year after year. Commodity investments also have very different return patterns than other assets, tied as they are to hard assets like energy and metals. They often perform well in inflationary environments (when other asset classes may not be performing so well), but can perform well in non-inflationary environments, if for instance supply/demand imbalances exist in the energy or metals markets. Diversifying Investments can provide a real “hiding place” during the down market periods that inevitably cycle through the world’s equity markets.

The Growth category will hold the primary equity assets in the portfolio. This category will be comprised of both large and mid cap domestic equities, with exposure to both value and growth stocks. Also represented here will be positions in the equity markets of developed overseas countries, like the Western European countries and Japan. These international investments will be dominated by large cap positions. This portion of the portfolio, as the name implies, will be the consistent growth “engine” of the portfolio, seeking opportunities for capital appreciation.

Asset classes in the Aggressive Growth category are included for the purpose of seeking incremental returns beyond the norm. Small cap domestic equities, both value and growth, reside in this category, as they offer the opportunity for even better returns than their large and mid cap brethren. Additionally, as the markets of the world have become more globalized, we find it important to have exposure to the broadest representation of international equities possible. For that reason, we include positions in mid and small cap stocks of the developed markets of the world, along with investments in emerging markets equities.  (Emerging markets are those countries like Brazil, Russia, India, and China, among others.) Finally, in this category, we feel strongly that we can add significant portfolio value through the use of some targeted “opportunistic” investments. These opportunistic investments can take essentially three shapes – mega themes, alpha strategies, and sector plays. Mega themes are significant and long-lasting occurrences that often have a global impact, like the internet-driven technology bubble of the 1990s or the emergence of the Pacific Tiger countries (Malaysia, Singapore, and Taiwan) onto the global economic landscape. The mega themes that have preceded today’s environment have produced truly impressive returns over significant periods of time. The mega themes currently in play in many of our clients’ portfolios include targeted investments in China and the emerging countries of Eastern Europe. Alpha strategies are employed by  managers who seek impressive returns using whatever methodology is unique to their style. For instance, one of the alpha strategies managers in our “stable” has produced 30%+ returns over each of the past three years using a unique small cap growth approach to domestic equities. Sector plays include targeted, efficient investments in specific industry sectors. Our current sector play is in the financial services industry, based on our knowledge that these stocks tend to perform exceptionally well in between those times when the Fed stops raising interest rates and when they then begin lowering them. Investments in the Aggressive Growth category, in appropriate doses, are designed to provide some extra “juice” to your portfolio’s performance, with the inherent risk dampened by those investments made in the Income and Diversifying Investments categories.

 What are the tactics we utilize to allocate between these strategic asset classes in your portfolio? We start by understanding the risk/return patterns of the asset classes and how each performs in relation to the next -- a concept called “correlation”. The best way to do this is by looking at historical data, since market cycles tend to repeat themselves over time. An example of historical correlation data is shown below.
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	1
	2
	3
	4
	5
	6
	7

	1
	Commodities
	
	0.03
	0.20
	0.27
	0.19
	0.08
	0.20

	2
	Domestic Debt
	0.03
	
	-0.15
	-0.18
	-0.12
	-0.11
	-0.10

	3
	International Large Cap
	0.20
	-0.15
	
	0.77
	0.71
	0.79
	0.75

	4
	Emerging Markets
	0.27
	-0.18
	0.77
	
	0.72
	0.71
	0.73

	5
	US Small Cap
	0.19
	-0.12
	0.71
	0.72
	
	0.72
	0.88

	6
	US Large Cap
	0.08
	-0.11
	0.79
	0.71
	0.72
	
	0.86

	7
	US Mid Cap
	0.20
	-0.10
	0.75
	0.73
	0.88
	0.86
	


A correlation of 1.00 means two asset classes are perfectly correlated, or move in lock step with one another 100% of the time. Therefore, a correlation of 0.50 means the two asset classes are moving in the same direction 50% of the time. A negative correlation means the two asset classes are apt to move in opposite directions for periods of time.

We know that if we can understand the risk and return patterns of these different types of assets and how each reacts in relation to the other, we can then use sophisticated tools to optimize each asset class to the next. Armed with this information, we can then set strategic ranges for each asset class, given the investment objective that is unique to your situation. These strategic ranges should be long lasting, as they are built using market cycles (many years) worth of data. Within these strategic ranges for each asset class, we will always have a set tactical target for that moment in time. These tactical targets reflect our best thinking on the economic and political landscape currently driving market action, with great attention given to how we expect each asset class to perform relative to the others. For example, within domestic equities, we believe a long overdue shift back to investors’ bias for large cap stocks is taking shape, after years’ worth of outperformance by mid and small cap stocks. Therefore, we are positioning client portfolios toward the upper end of the long-term strategic range for large cap stocks. Through both these strategic and tactical considerations, our ultimate goal for your financial assets is to create the most efficient portfolio possible – a portfolio that provides the most optimal return for the agreed upon level of risk. Considering the importance of appropriately allocating your financial assets, it will always be our mission to devote a significant proportion of our resources and intelligence to making great decisions in this area.  

Finally, the markets over the past year gave us the opportunity for some attractive returns, albeit in a roller coaster fashion. That was especially true of the final quarter of the year. We believe you’ll be pleased with the results. While it is naturally tempting now to “take some money off the table”, the economic landscape looks to be shaping up for another solid year of market results. Of course, the asset allocation and manager selection decisions we’ll make on your behalf should position your portfolio for whatever comes our way.

Until next time…

