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Ruminations on Asset Classes

An asset class is a group of investments that have similar behavior and characteristics. When
selecting investments it is vitally important to have estimates of three statistics for each asset class:

1. Expected Return — the rate of return anticipated on average.

2. Standard Deviation — the variability likely in those returns.

3. Correlation Coefficient — the manner in which two classes move relative to each other.

Very safe investments tend to have very low returns and very low chances of much volatility in those
returns. More speculative investments tend to have both higher average returns and a higher chance
that actual experience will be vastly different from that average. The third factor, correlation, is
extremely important but frequently overlooked. With investments that move in different directions
from each other, the portfolio will have a lower standard deviation of returns than its components.
This is the rare case of a free lunch — diversification works.

We believe there are only two primary asset classes — stocks (equity) and bonds (debt). There is
overwhelming evidence that the primary determinant of gross portfolio performance will be the
portfolio allocation between these two classes. Net performance can be greatly enhanced by
accessing these classes efficiently, though this is not often done. Within these two main categories, a
number of sub-classes, while they may be useful, are vastly less important than getting the “big
picture” right. The precise sub-classes used and the level of use will vary by client. Following are
some typical subdivisions:

Equities (Stocks). Some exposure to stocks is the only way most people can reach their financial
goals. We believe the risk of a portfolio losing money in a given year is far less important than the
risk that the portfolio won’t last as long its owner. The following are common ways to classify
stocks:

e Geographic location: Domestic, Foreign, Emerging Markets. We believe foreign exposure
may reduce portfolio volatility, but investors frequently prefer low exposures to foreign
companies and are willing to endure potentially higher volatility to be more aligned with
domestic markets.

e Market capitalization (size): Micro Cap, Small Cap, Mid Cap, Large Cap. Though it
appears smaller companies #ay perform better than their larger brethren over long periods
of time, the effect seems less pronounced now than it once was. We do encourage a slight
tilt toward smaller companies to capture the potentially higher returns. Because of the often
high transaction costs with these smaller companies, it is important to get exposure to them
as efficiently as possible.

e Valuation: Growth, Value. A fair amount of academic research indicates that value stocks
have higher returns and lower volatility over time. This appears to be true because investors
irrationally prefer growth stocks and therefore systematically misprice growth vs. value
investments. For this reason we tend to tilt portfolios toward value.

e Other: REITS (Real Estate Investment Trusts) are now generally considered to be a unique
asset class. Additionally, High Yield Bonds, while not an equity from an accounting
perspective, are equity from a correlation perspective, and we would consider them in the
equity portion of a portfolio. These two investments add diversification yet are extremely
tax inefficient and ideally should be held in tax-advantaged accounts.
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Fixed Income (Bonds). We believe the primary function of bonds in a portfolio is to reduce risk.
For this reason we do ot attempt to eek out incremental returns by adding risk in this area. We
believe that if you need higher returns, the appropriate approach is increasing equity exposure rather
than attempting to get higher returns from the fixed income portion of the portfolio.

e Duration: This sophisticated measure incorporates the magnitude, timing, and discounting
of future cash flows to give a measure of volatility. It is related to, though not synonymous
with, the more familiar “maturity.” Because we believe the purpose of the bond allocation is
to reduce risk, we have a large bias toward short duration instruments. Long duration fixed-
income investments have higher volatility levels but no commensurate returns. At the other
extreme, the shortest duration is simply a cash equivalent.

e Taxability: Some fixed-income instruments (Municipal Bonds or “Muni’s”) are tax free.
We tend not to use these investments because 1) marginal rates appear to be in a long-term
(not short-term) declining trend, 2) bonds are optimally held in tax-advantaged accounts, 3)
Muni’s only make sense for taxpayers in the highest tax brackets, and 4) they are riskier than
U.S. Government bonds.

e Credit Quality: High Yield, Corporate, Agency, Treasury. We strongly advocate only
investment grade bonds in the fixed income allocation of the portfolio and therefore
consider High Yield to be inappropriate.

e Inflation Protection: Treasury Inflation Protected Securities (TIPS) are a recent innovation
with no appreciable credit risk or inflation risk. We generally use these instruments in
significant quantities.

This has been a much abbreviated and simplified overview of asset classes and some of the sub-
classifications you will frequently see.

Notes:

The analysis in this report has been prepared by David E. Hultstrom, MBA, CFP©, CFA®. Mr. Hultstrom is the
president of Financial Architects, LLC, a financial planning and wealth management firm. Questions or
comments are welcome. He may be reached at (770) 517-8160 or David@FinancialArchitectsLLC.com.

Reasonable care has been taken to assure the accuracy of the data contained herein and comments are
objectively stated and are based on facts gathered in good faith. We disclaim responsibility, financial or
otherwise, for the accuracy or completeness of this report. Opinions expressed in these reports may change
without prior notice and we are under no obligation to update the information to reflect changes after the
publication date. Nothing contained in this material is intended to constitute legal, tax, securities, or investment
advice, nor an opinion regarding the appropriateness of any investment, nor a solicitation of any type. The
general information contained in this publication should not be acted upon without obtaining specific legal, tax,
and investment advice from a licensed professional. Past performance is no guarantee of future results. This is
not an offer, solicitation, or recommendation to purchase any security or the services of any organization.
Forecasting represents predictions of market prices and/or volume patterns utilizing varying analytical data. It
is not representative of a projection of the stock market, or of any specific investment. The foregoing represents
the thoughts and opinions of Financial Architects, LLC, a registered investment advisor. Your mileage may vary.

This report was originally written in August, 2003, and was last reviewed/updated in January, 2010.
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