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What is Asset Allocation?
sset allocation. It’s so
ingrained in how we manage
our clients’ investment
portfolios, we talk about it all the
time. But what is it? What are assets,
and what happens when you allocate
them?
Asset Allocation: A Classy Subject
Big picture, an asset is anything
beneficial you have or have coming
to you. For our purposes, it’s
anything of value in your investment
portfolio. After bundling your
investable assets into asset classes,
we allocate, or assign, each asset
class a particular role in your
portfolio.
To offer an analogy, allocating
your portfolio into different asset
classes is similar to storing your
clothes according to their roles
(pants, shirts, shoes, etc.), instead
of just leaving them in a big pile in
your closet. You may also further
sort your wardrobe by style, so
you can create ideal ensembles for
your various purposes. Likewise,
asset allocation helps us tailor your
portfolio to best suit you – efficiently
tilting your investments toward or
away from various levels of market
risks and expected returns. Your
precise allocations are guided by
your particular financial goals.
That’s it, really. If you stop
reading here, you’ve already got
the basics of asset allocation. Of
course, given how much academic
brainpower you’ll find behind these

basics, there is a lot more we could
cover. For now, let’s take a closer
look at those asset classes.
Asset Classes, Defined
At the broadest level, asset classes
typically include domestic,
developed international, and
emerging market versions of the
following:
• Equity/stocks (an ownership stake
in a business)
• Bonds/fixed income (a loan to a
business or government)
• Hard Assets (a stake in a tangible
object such as commodities or real
estate)
• Cash or cash equivalents (like
bank accounts, money markets or
CDs)
Just as you can further sort your
wardrobe by style, each broad asset
class (except for cash) can be further
subdivided based on a set of factors,
or expected sources of return. For
example:
• Stocks can be classified by
company size (small-, mid-, or
large-cap), business metrics (value
or growth), and a handful of other
factors more recently identified.
• Bonds can be classified by
type (government, municipal or
corporate), credit quality (high
or low ratings), and term (short-,
intermediate-, or long-term
maturities).
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he first half of 2019 is almost
over and the domestic and
foreign equity markets have
enjoyed double digit returns. In May,
U.S. crude oil production reached a
record high 12.2 million barrels per
day and a record 8.1 million barrels
were exported. In addition, inflation
is still around 2%, unemployment is
about 3.6% and GDP is around 3.1%.
That’s all good news.
However, ongoing trade issues
with China and some slowing of
economic activity has recently
caused volatility in our own equity
markets. This has led some people
to call for a reduction in the Federal
Funds Rate. In a speech last week,
Fed Chairman Jerome Powell said
“downside risks to the US economy
have increased recently, reinforcing
the case among policy makers for
somewhat lower interest rates.”
Translated, that means the second
half of 2019 is facing some economic
headwinds but a trade deal with
China and/or an interest rate cut by
the Feds might help move things
in the right direction. Increasing
tensions in the Middle East can
also stir things up. Stay tuned and
remember to think long-term. You’ll
be glad you did.
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We can then mix and match these
various factors into a rich, but
manageable collection of asset classes
– such as international small-cap
stocks, intermediate government
bonds, and so on.
Generally speaking, the riskier the asset
class, the higher return you can expect
to earn by investing in it over the long
haul.
Asset Allocation, Implemented
To convert plans into action, we turn
to select fund managers with lowcosts fund families that track our
targeted asset classes as accurately
as possible. Sometimes a fund tracks
a popular index that tracks the asset
class; other times, asset classes are
tracked more directly. Either way, the
approach lets us turn a collection of
risk/reward “building blocks” into a
tightly constructed portfolio, with asset
allocations optimized to reflect your
investment plans.
The Origin of Asset Allocation
Who decides which asset classes to use,

based on which market factors? To be
honest, there is no universal consensus
on the correct answer to this complex
and ever-evolving equation. As
evidence-based practitioners, we turn to
ongoing academic inquiry, professional
collaboration, and our own analyses.
Our goal is to identify allocations that
seem to best explain how to achieve
different outcomes with different
portfolios. As such, we look for robust
results that have:
• Been replicated across global
markets,
• Been repeated across multiple,
peer-reviewed academic studies,
• Lasted through various market
conditions,
• Actually worked, not just in theory,
but as investable solutions, where
real-life trading costs and other
frictions apply.
Asset Allocation in Action
As we learn more, sometimes we can
improve on past assumptions, even as
the underlying tenets of asset allocation
remain our dependable guide. Bottom

line, by employing sensible, evidencebased asset allocation to reflect your
unique financial goals (including your
timelines and risk tolerances), you
should be much better positioned to
achieve those goals over time.
Asset allocation also offers a
disciplined approach for staying on
course toward your own goals through
ever-volatile markets. This is more
important than most people realize.
As Dimensional Fund Advisor’s
David Booth has observed, “Where
people get hurt is getting in and out
of investments. They get halfway into
something, lose confidence, and then
try something else. It’s important to
have a philosophy.”
So, now that you’re more familiar
with asset allocation, we hope you’ll
agree: Properly tailored, it’s a fitting
strategy for any investor seeking to
earn long-term market returns.
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“I have found that the importance of
having an investment philosophy, one
that is robust and that you can stick
with, cannot be overstated.”
David Booth,
Chairman& Co-Founder,
Dimensional Fund Advisors, LP
he US stock market has
delivered an average annual
return of around 10% since

19261. But short-term results may vary,
and in any given period stock returns
can be positive, negative, or flat. When
setting expectations, it’s helpful to see
the range of outcomes experienced by
investors historically. For example,
how often have the stock market’s
annual returns actually aligned with its
long-term average?
Exhibit 1 shows calendar year
returns for the S&P 500 Index since
1926. The shaded band marks the

historical average of 10%, plus or
minus 2 percentage points. The S&P
500 Index had a return within this
range in only six of the past 93 calendar
years. In most years, the index’s return
was outside of the range—often above
or below by a wide margin—with
no obvious pattern. For investors,
the data highlight the importance of
looking beyond average returns and
being aware of the range of potential
outcomes.

Exhibit 1. S&P 500 Index Annual Returns
1926–2018

In US dollars. S&P data © S&P Dow Jones Indices LLC, a division of S&P Global. Indices are not available for direct investment. Index returns are not representative of
actual portfolios and do not reflect costs and fees associated with an actual investment. Past performance is no guarantee of future results. Actual returns may be lower.

TUNING IN TO DIFFERENT FREQUENCIES
Despite the year-to-year volatility, investors can potentially increase their chances of having a positive outcome by
maintaining a long-term focus. Exhibit 2 documents the historical frequency of positive returns over rolling periods of
one, five, and 10 years in the US market. The data show that, while positive performance is never assured, investors’ odds
improve over longer time horizons.
Exhibit 2. Frequency of Positive Returns in the S&P 500 Index
Overlapping Periods: 1926–2018

In US dollars. From January 1926–December 2018, there are 997 overlapping 10-year periods, 1,057 overlapping 5-year periods, and 1,105 overlapping 1-year periods.
The first period starts in January 1926, the second period starts in February 1926, the third in March 1926, and so on. S&P data © S&P Dow Jones Indices LLC, a division
of S&P Global. Indices are not available for direct investment. Index returns are not representative of actual portfolios and do not reflect costs and fees associated with an
actual investment. Past performance is no guarantee of future results. Actual returns may be lower.
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CONCLUSION
While some investors might find it easy to stay the course in years with above average returns, periods of disappointing
results may test an investor’s faith in equity markets. Being aware of the range of potential outcomes can help investors
remain disciplined, which in the long term can increase the odds of a successful investment experience. What can help
investors endure the ups and downs? While there is no silver bullet, understanding how markets work and trusting market
prices are good starting points. An asset allocation that aligns with personal risk tolerances and investment goals is also
valuable. By thoughtfully considering these and other issues, investors may be better prepared to stay focused on their longterm goals during different market environments.
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As measured by the S&P 500 Index from 1926–2018.

Charles Schwab & Company
Cash Feature Update
s mentioned in prior newsletters, Charles Schwab is slowly migrating clients from its various money market sweep
options to its FDIC-insured bank sweep feature option. This is being done to provide an FDIC-insured default
option for cash in client accounts. This seamless process will be repeated again as Schwab makes its way through
its database of client accounts and will continue until all accounts have been updated. If you have any questions, please feel
free to give us a call.
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