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heworld of finance could not
function without tools for
interpreting data. One such
tool, the well-known Callan
chart (known formally as the Periodic
Table of Investment Returns by Callan
Associates) offers an incredibly valu-
able visual depiction of the year-to-year
petformance of various asset classes.

It provides an easy-to-understand
snapshot that makes a couple of key
points: Past performers seldom repeat
in alogical pattern. And there is no dis-
cernible pattern that would allow an
investor to pick the next year's winner.

But the Callan chart lacks one aspect
of comparative performance analysis:
the magnitude of performance differ-
ential among the various asset classes.
In other words, there is no visual rep-
resentation of how different the best-
or worst-performing asset classes are
from year to year, because the returns
of all the various asset classes are con-
tiguously stacked on top of each other,
from high to low. In short, there is no
spatial separation between the returns
of the various asset classes.
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To address this, I've expanded the
Callan chart. (See “Diversified Portfolio
Performance” on the next page.)

Over the 10-year period from 2003
1o 2012, 12 major asset classes are rep-
resented by 11 indexes — the S&P 500,
S&P Mid Cap 400, S&P Small Cap 600,
MSCI EAFE, MSCI Emerging Markets,
Dow Jones U.S. Select REIT, S&P North
American Natural Resources Sector,
Deutsche Bank Liquid Commodity
Optimum Yield, Barclays U.S. Aggre-
gate Bond, Barclays U.S. TIPS, Barclays
Global Treasury ex-U.S. — plus three-
month U.S. Treasury bills. Each asset
classis represented by a different color.

Also, while typical performance
charts include only single asset classes,
this chart also includes the perfor-
mance of a multi-asset portfolio. The
year-to-year performance of an equally
weighted, annually rebalanced combi-
nation ofall 12 asset classesis shaded in
maroon with larger white text.

READING THE CHART
As with the traditional Callan chart,
the diversified portfolio chart reveals a

New Map of
Performance

A revised chart helps explain
returns and highlights the
greatest challenges for diversified
investors. By Craig L. Israelsen

patchwork of performance. One of the
purposes of this type of performance
representation is to remind investors
and advisors of a few key market tru-
isms: that performance across a wide
variety of asset classes is highly vari-
able, that past winners and losers do
not necessarily repeat their perfor-
mance the following year, and that the
variation of returns of the individual
asset classes, from high to low, can be
remarkably large.

A few things jump out: In five of the
10 years, the worst-performing asset
class was cash, yet cash was the third
best performer in 2008.

While commodities is often per-
ceived as a wildly volatile asset class,
only once during this 10-year period
did broad-basket commodities expo-
sure land at either of the extremes. (The
exception was2004, when commodities
was the best-performing asset class.)

For emerging markets equity, it's
feast or famine: In six out of 10 years,
the asset class had either the highest or
second-highest retum, but in two years
(2008 and 2011) it was at the bottom.
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During thelater years in this 10-year
span, thereturns of the 12 asset classes
have been more tightly bunched
together. The spread of returns was
particularly narrow in 2012 compared
with 2003, 2007 or 2009, when top-
to-bottom performance variation was
quite wide.

Although the performance of indi-
vidual asset classes is worth knowing,
it is far more important to have a sense
of how an overall portfolio performs.

Note that the location of the

maroon box — the overall performance’

of the diversified portfolio — is never
the highest or the lowest. Rather, it
ranged from fourth place (2007) to
eighth place (2003, 2009 and 2011). As
amix of all 12 asset classes, of course, it
represents an average of all 12 — so by
mathematical rule, it can never be the
highest or lowest.

KEY CHALLENGES

The fact that a broadly diversified port-
folio produces a middle-of-the-road
return is more than simply a math-
ematical reality. It also represents the
challenges faced by those who investin
abroadly diversified manner.

First, a broadly diversified portfo-
lio will never be the best performer in
any given year when compared with
its constituent ingredients — though
it will never be the worst performer,
either. For investors (or even advisors)
who feel the need to own the big win-
ner each year, the performance of a
diversified portfolio may not be satisfy-
ing. But that's the rub: No investor has
the foresight, at the start of each year,
to know which asset class will end up
the winner.

Here's where performance compari-
son becomes vital — which leads to the
second challenge. The performance ofa
broadly diversified portfolio (or, indeed,
any portfolio) will be benchmarked
against some standard of performance
— and the typical standard is the S&P
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Compare therisk/return of 12 asset classes against that of a diversified
portfolio for the 10 years from 2003 to 2012.

10-Year Average Annualized Return (2003-2012)
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500, perhaps the most well-known
investment index on the planet. That's
not the correct performance benchmark
for a multi-asset portfolio, of course,
but the S&P 500 will be used precisely
because it is published and advertised
so widely. In reality, a portfolio like
this 12-asset model should behave dif-
ferently from the S&P 500 because it
contains many different ingredients
— including, in this case, the S&P 500.
(It's like criticizing salsa for tasting dif-
ferent from sliced tomatoes.)

GOOD ENOUGH?
Is middle-of-the-road performance
good enough? The S&P 500 ended the
period from 2003 to 2012 with an aver-
age annualized return of 7.10%, while
the diversified portfolio had a 10-year
annualized return of 10.10%. Diversifi-
cation comes out ahead on that front.
Also consider risk. As shown in the
“Ideal Location” chart above, the risk/
return location of the 12-asset-class
portfoliois much more attractive — that
is, closer to the coveted northwest
quadrant of the chart — when com-
pared with the risk/return location of

U.S. large-cap equities (represented by

" the S&P500).

Among the other asset classes, the
four fixed-income categories (cash,
U.S. bonds, international bonds and
TIPS) had lower standard deviation of
returns, but a lower return as well. And
of the remaining eight asset classes, six
had higher returns but with a higher
level of volatility @i.e., risk). Two indexes
(U.S. large-cap and non-U.S. developed
equity) actually had the undesirable
combination of lower return and higher
risk than the diversified portfolio.

So in the end, it turns out, diversifi-
cation provides a winning combination

of risk and return — but it does require

time and patience to fully play out. ¥¥

Craig L. Israelsen, a Financial Plan-
ning contributing writer in Springville,
Utah, teaches in the personal finan-
cial planning program at Utah Valley
University's Woodbury School of Busi-
ness, He is also the developer of the
7Twelve Portfolio.
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