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ASSET ALLOCATION IN “STORMY WEATHER”
Diversification has the potential to help portfolios in rough times.
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In any stock market climate, proper asset allocation matters. In a down market, you could
argue that it matters more than anything else. Did you have a well-diversified portfolio during
the fall of 20087 That was a time when the importance of having a bond allocation and proper
equity diversification really hit home. Nearly all investors were hit hard, but some were hit
harder than others. What percentage of your portfolio was held in Treasuries (or cash) at that
time?

Wise asset allocation may help you as the market recovers. Yes, even diversified
portfolios lost money at the end of 2008 and the start of 2009. Yet with rebalancing, these
same portfolios may be poised to take advantage of a rebounding market. You might say there
are two schools of thought when it comes to diversification and asset allocation — hands off,
and hands on.

Modern Portfolio Theory. In 1952, a University of Chicago Ph.D. candidate named Harry
Markowitz published a thesis - a brief, provocative paper that called for investors and money
managers to see risk with new eyes. That was the start of Modern Portfolio Theory, which
still has many advocates today.

In his paper, Markowitz basically said “You guys are going about this the wrong way.” He
first assumed that all investors wanted to avoid risk (which he defined as standard deviation
from expected portfolio returns). He then contended that you should measure the risk level of
a whole portfolio instead of individual securities.' (In other words, if you want to include a
security in your portfolio, you should think about how that will alter the risk level of your
entire portfolio, rather than simply consider the risk of the security.)

MPT asserts that for every portfolio, there exists an “efficient frontier” — an ideal asset
allocation among diversified asset classes that should efficiently balance maximum return and
minimum risk.> Markowitz further developed the theory with economists Merton Miller and
William Sharpe, and it eventually won a Nobel Prize in economics.

The bottom line. The buy-and-hold adherents and critics certainly agree on one thing:
diversification is hugely important. If your assets are allocated across 10 or 12 “baskets”
instead of one or two, for example, you are theoretically less affected by the whims of the
financial markets.

So what is “proper” asset allocation for you? Only you and your financial advisor can
determine that. Your time horizon, preferred investment style, accumulated assets, life goals
and financial objectives — these all have to be taken into consideration. It’s worth a
conversation, today.

If you’d like to discuss your long-term investment goals with me, or if you have any questions
about recent market activity and how it could affect those goals, please call me 440.498.1396,
or simply reply to this email.
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