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“Let every man divide his money into
three parts, and invest a third in land, a
third in business, and a third let him keep
in reserve.”

—Talmud
Circa 1200 BC–500 AD

Asset allocation is not a new idea!
The Talmud quote above is
approximately 2,000 years old.

Whoever said it knew something about
risk. He also knew something about return.

He may have been the world’s first propo-
nent of asset allocation. Today we talk
about asset allocation rather than diversifi-
cation, but it is really just a new name for a
very old and time-tested investment strat-
egy. A more contemporary translation of
the advice might read: “Let every investor
create a diversified portfolio that allocates
one third to real estate investments, one
third to common stocks, with the remain-
ing one third allocated to cash equivalents
and bonds.”

Is it still good advice today? Let’s exam-
ine the recommendation in more detail.
The overall portfolio balance is one-third
fixed income investments and two-thirds
equity investments. The one third allocated
to fixed income mitigates the volatility risk
inherent in the two thirds allocated to
equity investments. Diversification across
two major forms of equity investing with
dissimilar patterns of returns further
reduces the equity risk. The result is a bal-
anced portfolio, tilted toward equities,
appropriate for an investor with a longer
investment time horizon who is simultane-
ously concerned about risk and return. It is
a remarkably elegant and powerful asset
allocation strategy. Imagine trying to
develop a one-sentence investment strat-

egy, knowing that a wide variety of
investors, most of whom are not yet born,
will follow the advice for the next 2,000
years! You would be hard-pressed to come
up with something better.

The unknown author of the Talmud
quote could not have possibly envisioned
today’s investment world. Over the past
decade, democracies and free enterprise
have replaced many of the world’s dictator-
ships and centrally directed economies.
New capital markets are forming, and
investment alternatives have proliferated.
People from around the world can
exchange volumes of information instanta-
neously via the Internet, virtually without
cost. The world has truly gotten smaller
and increasingly interconnected as eco-
nomic events in one part of the world affect
markets on the other side of the globe.

In spite of all of this change, investors
are not that different today than they were
a hundred years ago. They want high
returns, and they do not want to incur risk
in securing those returns. Diversification is
a time-honored investment principle. In
this article, let’s explore the role of multi-
ple-asset-class diversification in giving
investors the returns they long for, while
mitigating the risks they face.

The Rewards of Multiple-Asset-Class Investing

Editor’s note: This month, in honor of the Journal of Financial Planning’s 25th anniver-
sary, we are reprinting “The Rewards of Multiple-Asset-Class Investing,”by Roger C.
Gibson, CFA, CFP®, originally published in March 1999.This persuasive and prescient
article made the case, exactly one year before the stock market began its dramatic
plunge in 2000, for the value of diversifying among asset classes as a way to reduce
volatility and increase overall returns.

SSoouurrccee::  © Roger C. Gibson, 1998; Morgan Stan-
ley Capital International; Used with permission.
© 1998 Ibbotson Associates Inc. All rights
reserved. (Certain portions of this work were
derived from copyrighted works of Roger G.
Ibbotson and Rex A. Sinquefeld) Copyright ©
(1998) by National Association of Real Estate
Investment Trusts®. NAREIT® data is reprinted
with permission. Statements, calculations, or
charts made by the author which use NAREIT®

data have not been approved, verified, or endorsed
by NAREIT®; GSCI® performance data used
with permission of Goldman, Sachs & Co.
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International Investing

An old adage advises us to “not put all of
our eggs in one basket.” Although there are
obvious advantages to using more than one
basket to carry our eggs, the benefits of
diversification are more powerful and
subtle than this adage suggests. 

When we construct an investment port-
folio using multiple asset classes, we dis-
cover that portfolio volatility is less than
the weighted average of the volatility levels
of its components.1 This occurs as a result
of the dissimilarity in patterns of returns
among the components of the portfolio. We
will call this advantageous reduction in
portfolio volatility the diversification effect. 

Figure 1 shows a pie chart depicting the
distribution of the total investable capital
market as of December 31, 1997. Why not
take diversification to its logical conclusion
and design portfolios that use all of these
major world asset classes? This would gen-
erate more opportunities for the ups and
downs of one asset class to partially offset
the ups and downs of another.

Let us begin with interest-generating
investments and examine the impact of
internationally diversifying a domestic
bond portfolio. Figure 2 graphs the com-
parative performance over rolling 20-year
periods of a 100 percent U.S. long-term
corporate bond portfolio versus portfolios
with 10 percent, 20 percent, and 30 percent
international bond allocations. There are
six lines on the chart—one for each 20-year
rolling period ending 1992 through 1997.
In each case the bond portfolio volatility
decreased and return increased as the allo-
cation to international bonds increased
from 10 percent to 30 percent.

Figure 3 examines the impact of inter-
nationally diversifying a domestic common
stock portfolio. The data for international
common stock returns begins three years
earlier than for international bonds, and we
therefore have nine rolling 20-year periods
to examine. In all but one 20-year period,
the international diversification steadily

improved the portfolio returns as the com-
mitment increased from 0 percent to 30
percent. The notable exception was the 20-
year period ending 1997. Over this time
period, domestic stock returns were suffi-
ciently higher than international stock
returns, so as to slightly impair the portfo-
lio returns as we added international stocks
to the domestic stock portfolio.2 This is not
an argument against international diversifi-
cation. Rather, this exception highlights the
fact that there will be time periods when
domestic stocks will generate higher
returns than international stocks. Unless
you possess the market timing skill to pre-
dict which asset class will be superior, a
diversified approach remains the best strat-
egy. Over every 20-year period, portfolio
volatility was lower with a 10 percent or 20
percent international commitment. And, in
almost every period, volatility remained
lower with a 30 percent international com-

mitment as compared with an all-domestic
common stock portfolio.

Multiple-Asset-Class Investing

Let’s now look at multiple-asset-class
investing in a broader equity context. The
equity side of the portfolio is usually
responsible for great portfolio returns when
they occur. The equity side of the portfolio
is also most often responsible for significant
losses. Figure 4 shows the performance of
15 different equity portfolios over the time
period from 1972 through 1997. The port-
folios are intentionally unlabeled in order
to conduct a “blindfolded” exercise. Of
these 15 portfolios, four are identified by
squares, six are triangles, four are diamonds
and one is a circle. As we move to the right
along the figure, portfolio volatility
increases. Likewise, returns increase as we

$49.1 Trillion

Dollar Bonds* — 21.0%

Venture Capital — 0.1%

Non-U.S. Equity — 19.7%

U.S. Equity — 21.1%

Cash Equivalents — 4.3%

U.S. Real Estate — 4.8%

Emerging Markets — 3.6%

Non-U.S. Bonds — 25.5%

*Includes high-yield bonds
Source: Brinson Partners, Inc.

Total Investable Capital Market—December 31, 1997 (Preliminary)
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move from bottom to top. Assume that we
have a reliable crystal ball and know with
certainty that each one of these portfolios
will have the same performance over the
next 26 years that it had over the period
from 1972 through 1997. Now answer
these questions:
• If you had to choose between owning a

randomly chosen portfolio identified by
a square or one identified by a triangle,
which would you choose: square or tri-
angle? 

• If you had to choose between owning a
randomly chosen portfolio identified by
a triangle or one identified by a dia-
mond, which would you choose?

• If you had to choose between owning a

randomly chosen portfolio identified by
a diamond, or simply owning the circle,
which would you choose: diamond or
circle?
I have asked this series of questions to

my clients and to audiences of people at
speaking engagements. The answers are
consistent. When given the choice, people
prefer the triangles to the squares, the dia-
monds to the triangles and the circle to the
diamonds. 

Now turn to Figure 5. Each square is a
single-asset-class portfolio.

“A” is the Standard & Poor’s 500 Com-
posite Index (S&P 500). The S&P 500
presently includes 500 large U.S. stocks, as
measured in terms of the total market value

of shares outstanding. The index measures
the total return of a capitalization-weighted
basket of these stocks and, for our pur-
poses, represents the domestic common
stock asset class. 

“B” is the EAFE Index (Europe, Aus-
tralia, and Far East), which measures the
total return of a sample of common stocks
of companies representative of the market
structure of 20 European and Pacific Basin
countries. It represents the international
common stock asset class. 

“C” is the National Association of Real
Estate Investment Trusts (NAREIT)
Equity Index, which measures the total
return of equity real estate investment
trusts. Equity REITs are similar to closed-
end funds of real estate properties. The
NAREIT equity index is a proxy for the
real estate asset class. 

“D” is the Goldman Sachs Commodity
Index (GSCI). This index measures the
total return of a collateralized position in
the Goldman Sachs Commodity Index
futures contract. The GSCI represents a
diversified cross-section of the major raw
and semi-finished goods used by producers
and consumers. The major components of
the index are energy, agricultural products,
livestock, industrial metals, and precious
metals. 

The triangles represent every possible
two-asset-class portfolio that investors can
construct using the four single-asset classes
(A, B, C, and D) as building blocks. Each
portfolio is rebalanced annually to maintain
an equal-weighted allocation between the
asset classes. For example, the triangle AB
represents the performance of a portfolio
weighted equally between the S&P 500
(domestic stocks) and EAFE (international
stocks). 

The diamonds represent every possible
three-asset-class portfolio that investors can
construct with the four single-asset classes.
And the circle is an equally balanced port-
folio using all four asset classes.

When an investor chooses a triangle
portfolio over a square, he or she is indicat-

Rolling 20-Year Periods Ending December 1992 Through December 1997

70% U.S. Long-Term Corporate Bonds and 30% International Bonds

80% U.S. Long-Term Corporate Bonds and 20% International Bonds
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Roger C. Gibson. Based on data from Salomon Brothers, Inc.; Used with permission. ©1998 Ibbotson Associates, Inc. All rights reserved. (Certain portions
of the work were derived from copyrighted works by Roger G. Ibbotson and Rex A. Sinquefeld).
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ing a preference for two-asset-class portfo-
lios over single-asset-class portfolios. This
decision is a rational one, since the two-
asset-class portfolios, in general, have less
volatility and more return than the single-
asset-class portfolios. Likewise, the three-
asset-class portfolios (diamonds) have
better volatility/return characteristics than
the two-asset-class portfolios (triangles),
and the four-asset-class portfolio (circle) is
a better choice than a random placement in
one of the three-asset class portfolios (dia-
monds). The order of preference moves to
the left in the direction of less volatility and
upward toward higher returns.

The reduction in volatility observed as
we progress from one- to four-asset-class
portfolios is not unanticipated. We expect
this is due to the dissimilarity in returns
among the portfolio components. The gener-
ally rising pattern of returns, however, is sur-
prising! The GSCI, for example, had lower
returns with considerably more volatility
than the S&P 500; yet a portfolio allocated
equally between the two had a higher return
with much less volatility than either of its
components! Indeed, all six of the two-asset-
class portfolios had higher returns with less
volatility than three out of four of the single-
asset classes used to build them.

When comparing the returns of these 15
equity portfolios, we find that single-asset-
class portfolios generated the three lowest
returns, whereas the highest returning
portfolios were all multiple-asset-class
structures. When we compare the volatility
levels of these portfolios, we find that four
out of the five most volatile portfolios were
single-asset-class structures. The low
volatility alternatives are all multiple-asset-
class portfolios. 

In Figure 5, dashed lines divide the
graph into four quadrants. The best-per-
forming portfolios occupy the upper left
quadrant. These portfolios generated the
highest returns with the least volatility.
Each is a multiple-asset-class portfolio. The
worst performing portfolios occupy the
lower right quadrant. Four portfolios

occupy this space. Three are single-asset-
class portfolios (S&P 500, EAFE and
GSCI), and one is a two-asset-class portfo-
lio (S&P 500 with EAFE). 

Return for a moment to the four single-
asset classes. If we offer investors the
opportunity to choose how they would
invest their money, given complete cer-
tainty that each asset class would perform
as indicated on the graph, they would
likely pick portfolio C—Equity REITs.
The choice seems obvious. Equity REITs
had both a higher return and less volatility
than any of the other asset classes. Yet a
portfolio allocated equally among the other
three asset classes generated a higher return
than REITs, with approximately 30 per-

cent less volatility! Compare the position of
C versus ABD on Figure 5. This amazing
result occurred despite the fact that each of
the other three asset classes had lower
returns with more volatility than REITs! 

If we asked an investor to eliminate one
of the four asset classes as a building block
for the multiple-asset-class portfolios, he
would probably choose D—the Goldman
Sachs Commodity Index. Of all 15 portfo-
lios on the graph, GSCI has the lowest
return with the most volatility. Yet the five
highest returning portfolios have D as an
equal component. And the seven least
volatile portfolios have D as an equal com-
ponent. Obviously there is more going on
here than is captured by the return and

Source: Roger C. Gibson “Asset Allocation: Balancing Financial Risk” Second Edition, McGraw Hill Publishing, New York, NY 1996, Updated by author,
Roger C. Gibson. Morgan Stanley Capital International; Used with permission. ©1998 Ibbotson Associates, Inc. All rights reserved. (Certain portions of
the work were derived from copyrighted works by Roger G. Ibbotson and Rex A. Sinquefield).

Rolling 20-Year Periods Ending December 1989 Through December 1997

International Diversification of a Stock Portfolio
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volatility statistics on Figure 5. We are
missing the crucial information about how
each asset class’s pattern of returns corre-
lates with the others. The GSCI, for exam-
ple, has a pattern of returns that is the most
dissimilar to the other asset classes. It
accordingly produces the strongest “diver-
sification effect” when combined with
other asset classes. 

Table 1 shows the performance statistics
for the 15 equity portfolios. The data in this
table make a very strong case for multiple-
asset-class investing. For investors con-
cerned primarily with maximizing portfolio
returns, we see that multiple-asset-class
strategies have dominated single-asset-class
strategies. For investors who are more con-
cerned about volatility, again multiple-asset-
class strategies are dominant. The Sharpe
ratios displayed provide a risk-adjusted per-
formance measurement for each portfolio.3

Again, we find multiple-asset-class strategies
delivering much higher rates of risk-adjusted
returns than single-asset-class strategies.

At the bottom of Table 1 we find sum-

mary comparisons for four-, three-, two-
and one-asset-class approaches. This sum-
mary provides perhaps the most com-
pelling argument for multiple-asset-class
investing. As we move toward broader
diversification, rates of return increase,
volatility levels decrease and Sharpe ratios
improve. The four-asset-class portfolio has
a compound rate of return 1.2 percent
higher than the average compound returns
of its components. That is, a $1 investment
in a continuously rebalanced portfolio of all
four components has a future value of
$32.89, compared with an average future
value of $25.18 for the four components
standing alone. The four-asset-class portfo-
lio has 47 percent less volatility than the
average volatility levels of its components.
And the Sharpe ratio of the four-asset-class
portfolio shows that it has generated over
twice as much risk-adjusted return as the
average of its components.

Table 2 gives another picture of the risk
reduction achieved by the breadth of diver-
sification. Here we list the five worst years,

from 1972 through 1997, generated by each
of the single-asset classes as compared with
the four-asset-class portfolio. Most of the
improvement in downside risk is due to the
tendency of the Goldman Sachs Commod-
ity Index to perform counter-cyclically to
the other asset classes—an attribute that was
of great value during the worldwide bear
market for common stocks during 1973 and
1974. But even with the elimination of the
GSCI as a building block, the analysis sup-
ports a multiple-asset-class approach with
the remaining three asset classes.

We often cannot see the beneficial
impact on return created by broader diver-
sification because diversification examples
mix fixed-income investments together
with equity investments. In this situation,
the large difference between the returns of
fixed income and equity investments
obscures the increase in portfolio return
attributable to the diversification effect.
Because the longer-term rates of return of
the four equity asset classes used in our
analysis were fairly similar, we can see the
positive impact diversification has on both
dampening volatility and increasing return. 

Although one would expect that asset
classes with similar volatility levels should
have similar long-term growth paths, we are
pedagogically fortunate to have the four
equity asset class returns in our analysis be
as close as they are. As of the time of this
writing, precise return data were not yet
available for 1998. There were, however,
strikingly different returns across the four
asset classes, ranging from another first place
return for the S&P 500 to the worst return
ever for the GSCI. The marked disparity in
1998 returns will trigger some significant
repositioning of the 15 equity portfolios in
volatility/return space. It will not, however,
invalidate the basic conclusions of this paper.
Multiple-asset-class strategies are generally
less volatile and produce an incremental pos-
itive impact on portfolio return even though
differences in the long-term growth paths of
the four equity asset classes may obscure
recognition of the return payoff. 

G i b s o n  

15 Equity Portfolios (1972–1997)
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Why Isn’t Everyone Doing
Multiple-Asset-Class
Investing?

If multiple-asset-class investing is so won-
derful, why isn’t everyone doing it? There
are three primary reasons. First, investors
lack an awareness of the power of diversifi-
cation. The typical investor understands
that diversification may reduce volatility,
but suspects that diversification simultane-

ously impairs returns. As we have demon-
strated, diversification tends to improve
returns, not diminish them. Investors need
to be educated about this dual benefit.

Second, the question of market timing
arises. Investors naturally want to believe
that there must be some way to predict
which asset class will come in first place.
And some money managers suggest that
they, in fact, can accurately make such
market timing predictions. Let’s assume

that we have a market timer with whom we
consult annually for his prediction of the
following year’s best performing asset class
among the S&P 500, EAFE, NAREIT, and
GSCI. Had he successfully predicted the
winning asset class over the past 15 years,
from 1983 through 1997, an investor fol-
lowing his recommendations would have
earned a compound rate of return of 32.33
percent. If such market timing skill exists,
we should find evidence of money man-

G i b s o n  

The Rewards of Multiple-Asset-Class Investing (1972–1997)
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been approved, verified or endorsed by NAREIT®; GSCI® performance data used with permission of Goldman, Sachs & Co.
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agers earning these rates of return. When
we check Morningstar’s database, we find
that there is a universe of 638 mutual funds
with at least 15 years of performance his-
tory. Included is the full variety of profes-
sionally managed, domestic, and interna-
tional funds, equity and fixed income
funds, as well as various specialty funds.
How many of these funds had compound
rates of return in excess of 32.33 percent?
None! Not one got remotely close. 

Maybe we are asking too much profi-
ciency from our market timer. Let’s assume
that his prediction for the winning asset
class each year never finished first, but
instead his prediction came in second place
among the four asset classes. This does not
seem like a particularly impressive achieve-
ment. Yet it would have generated a 15-
year compound annual return of 19.59 per-
cent. Out of 638 funds, only three funds
had better investment performance—this is
less than one-half of one percent of all pro-
fessionally managed mutual funds! And
none of the three funds relied on market
timing to deliver their impressive returns. 

Perhaps we are still asking too much of
our market timer. What if we ask him to
simply recognize the long periods of domi-
nance of one asset class over another? For
example, our market timer might instruct us
to invest our funds in EAFE during the por-
tion of the 15-year period that fell in the
1980s, and then switch to the S&P 500 for
the 1990s. This strategy would have gener-
ated a compound return of 22.81 percent.
Again, not one mutual fund manager among
638 funds achieved that rate of return.
Apparently, successfully predicting the per-
formance of asset classes is difficult to do!

Investor Psychology

The third reason involves investor psychol-
ogy. Investors use their domestic market as
a frame of reference for evaluating their
investment results. For example, a U.S.-
based investor will compare his equity

Source: ©Roger Gibson, 1998; Used with permission. ©1998 Ibbotson Associates, Inc. All rights reserved. (Certain portions of this work were derived
from copyrighted works of Roger G. Ibbotson and Rex A. Sinquefeld); Morgan Stanley Capital International; Copyright ©(1998) by National Association
of Real Estate Investment Trusts®. NAREIT® data is reprinted with permission. Statements, calculations or charts made by the author which use NAREIT® 
data have not been approved, verified or endorsed by NAREIT®; GSCI® performance data used with permission of Goldman, Sachs & Co.
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0.74

0.74

0.73

0.64

0.61

0.50

0.46

0.46

0.44

0.43

0.39

0.38

0.26

0.25

The Five Worst Years (1972–1997)

T A B L E  2

1974

1973

1977

1981

1990

–26.47%

–14.66%

–7.18%

–4.91%

–3.17%

1990

1974

1973

1992

1981

–23.19%

–22.15%

–14.17%

–11.85%

–1.03%

1974

1973

1990

1987

1994



–21.40%

–15.52%

–15.35%

–3.64%

3.17%

1981

1975

1997

1993

1976



–23.01%

–17.22%

–14.07%

–12.33%

–11.92%

1974

1981

1990

1992

1994



Year

Equal Allocation

EDC

Portfolio Structures

BA

ReturnYear

GSCI

ReturnYear

NAREIT

ReturnYear

EAFE©

ReturnYear

S&P 500

Return

–7.63%

–5.74%

–3.16%

3.71%

4.46%

Source: ©Roger Gibson, 1998; Used with permission. ©1998 Ibbotson Associates, Inc. All rights reserved. (Certain portions of this work were derived
from copyrighted works of Roger G. Ibbotson and Rex A. Sinquefeld); Morgan Stanley Capital International; Copyright ©(1998) by National Association
of Real Estate Investment Trusts®. NAREIT® data is reprinted with permission. Statements, calculations or charts made by the author which use NAREIT® 
data have not been approved, verified or endorsed by NAREIT®; GSCI® performance data used with permission of Goldman, Sachs & Co.
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returns with a market index like the S&P
500. This frame of reference is not a prob-
lem in years when the domestic market
underperforms other asset classes, since
diversification into better performing mar-
kets rewards a multiple-asset-class investor.
When the domestic market comes out on
top, however, the investor perceives that
diversification has impaired his returns.
This sense of winning or losing arises pri-
marily from the investor’s immediate frame
of reference. For example, the four-asset-
class portfolio we have been discussing had
a 10.4 percent return in 1997. Investors
perceive this as a “winning” return given
either an EAFE or GSCI frame of refer-
ence, since these asset classes had returns
of 2.05 percent and –14.07 percent respec-
tively in 1997. This return is lousy from
either an S&P 500 or NAREIT perspec-
tive, since these asset classes had returns of
33.36 percent and 20.26 percent respec-
tively. 

Each year, the multiple-asset-class strat-
egy loses relative to some of its component
asset classes and wins relative to others.
That is the nature of diversification. As of
the date of this writing, the S&P 500 is
everyone’s favorite asset class, despite the
fact that its return ranked 13th and its
volatility was third highest out of the 15
equity portfolios in our example. The S&P
500’s current popularity is a result of its
remarkable performance over the past few
years. Yet over the 26-year period of our
analysis, the S&P 500 came in first place

only four times. This is fewer first place
finishes than EAFE, NAREIT, or GSCI.
The “frame of reference” problem is partic-
ularly acute because two of these first-place
finishes happened quite recently, in 1995
and 1997. This recent period of S&P 500
dominance seems like an eternity to
investors and fuels dissatisfaction with the
lower returns generated over the same time
period by a multiple-asset-class strategy.
As a friend in the business observed, the
problem with diversification is that it
works whether you want it to or not! 

We should not underestimate this
“frame of reference” problem. Investors
compare their investment results with their
friends while playing golf or at cocktail
parties. The true multiple-asset-class
investor is still in the minority. During
periods when the U.S. market prevails, he
will feel particularly vulnerable talking
with friends who own a more traditional
domestic stock and bond portfolio.
Recently I had a client tell me that he
would rather follow a strategy where he
loses when his friends are losing, than
follow a superior long-term strategy that at
times loses while his friends are winning.
There is pain in being different!

Equity investing is a long-term
endeavor. Investors should devise and
implement strategies with the long term in
mind. Investors naturally attach more sig-
nificance to recent investment experience
than to longer-term performance, but they
should resist the temptation to abandon

more diversified strategies in favor of chas-
ing yesterday’s winner. 

The multiple-asset-class investing
analysis presented here is a pedagogical
illustration that, for simplicity, uses equal-
weighted strategies of various combinations
of the S&P 500, EAFE, NAREIT, and
GSCI. Although I am a strong proponent
of multiple-asset-class investing, I do not
recommend an equal-weighted strategy for
my clients. My reasoning is partially rooted
in the psychological concerns of this “frame
of reference” issue. A more suitable alterna-
tive would be to allocate the four-asset-
class portfolio 40 percent to the S&P 500,
30 percent to EAFE, 20 percent to
NAREIT and 10 percent to GSCI. This
allocation weights the portfolio in favor of
more familiar asset classes and would have
given its investor a 16.6 percent return in
1997. This return still lags the first-place
S&P 500 asset class, but the performance is
closer to the investor’s frame of reference.
Interestingly, this alternative would still
have a greater return and less volatility
than any of its components had over the
26-year period of our analysis. But its per-
formance relative to an equal-weighted
strategy would be inferior. The compound
return of this 40/30/20/10 allocation was
14.04 percent, compared with 14.38 percent
from the equal-weighted strategy. Its stan-
dard deviation of 12.96 percent was also
worse than the 10.3 percent standard devia-
tion of the equal-weighted strategy.
Although its performance is not as favor-
able, the alternate portfolio structure may
still be the better choice, given the psycho-
logical issues involved.

Occasionally, a client follows this analy-
sis and questions its merit because it relies
on historical data that may be irrelevant
when looking into the future. His or her
argument rests on the notion that the world
is very different today than it was during
the time period covered by my multiple-
asset-class investing analysis; risks and
opportunities exist now that have no histor-
ical precedent. Although that may be true,

“Each year, the multiple-asset-class strategy
loses relative to some of its component asset
classes and wins relative to others. That is the
nature of diversification.”
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investor behavior is much the same as it
has always been. Investors prefer pre-
dictability to uncertainty, and they face a
menu of investment alternatives differenti-
ated according to their levels of volatility.
The buying and selling activity of
investors establishes security prices that
bring supply and demand into equilib-
rium. For this to occur, more volatile asset
classes must have higher expected returns
than less volatile asset classes. This leads
to competitive, risk-adjusted returns across
investment alternatives. The diversifica-
tion benefits of a multiple-asset-class
approach rest on dissimilarity in patterns
of returns across investment alternatives in
the short run, and competitive asset pric-
ing in the long run. These conditions
should hold in the future, even in the face
of risks and opportunities that are unique
to our times. But for the sake of argument,
let’s assume with the critics that the future
is simply unknowable. If we have no basis
upon which to make predictions about the
future, the wisest investment strategy is to
broadly diversify portfolios in order to
mitigate the risks of unknowable markets.
Their criticism, in fact, supports the argu-
ment in favor of multiple-asset-class
investing.

Investment Portfolio Design
Format

Figure 6 provides a format for designing a
portfolio according to the principles dis-
cussed in this article. We begin at the left
with the total value of the investor’s port-
folio. Investors naturally tend to prefer to
retain their current investment holdings.
This inertia inhibits clear investment deci-
sion making. To overcome this problem, it
is helpful if the investor hypothetically
converts all of his current investments to
cash before proceeding with the portfolio
design. This process creates an opportu-
nity for the investor to make fresh deci-
sions based on his present and future

needs, unencumbered by his past invest-
ment decisions.

The most general level of decision
making is labeled “Investment Policy.” At
this level, the investor determines his or
her allocation among short-term debt
investments, long-term debt investments
and equity investments. This is the most
important decision the investor makes as it
determines the portfolio’s growth path
through time and the general volatility
level. Subject to the investment policy
decisions, the investor proceeds to the
“Asset Allocation” level. Here I advocate a
globally diversified, multiple-asset-alloca-
tion approach. To obtain the diversifica-
tion benefits described in Figure 2, we
allocate the long-term debt investments
between domestic and international bonds.

The equity investments are allocated
across four asset classes. The 15-equity
portfolio analysis previously discussed
uses an index representing each of these
equity asset classes. By globally diversify-
ing the portfolio in this manner, the
investor creates the maximum opportunity
for the diversification effect to work its
magic. The final level of decision making
involves the choice of specific investment
positions to execute the strategy. 

Conclusion

Asset allocation is vitally important. The
benefits of diversification are powerful and
robust, not just in terms of volatility
reduction, but also for return enhance-
ment. To evaluate the desirability of an
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Source: Roger C. Gibson, Asset Allocation: Balancing Financial Risk Second Edition, McGraw-Hill Publishing, New York, NY 1996

Investment Portfolio Design Format

F I G U R E  6

Money Market Funds

CDs

Fixed Annuities

Guaranteed Interest Contracts

Short-Term Bonds

Higher Quality Intermediate-Term Bonds

Lower Quality Intermediate-Term Bonds

Higher Quality Long-Term Bonds

Lower Quality Long-Term Bonds

Real Estate Direct Ownership

Real Estate Partnerships

Real Estate Pooled Accounts

Real Estate Investment Trusts

Convertible Securities

Large Company Stocks

Small Company Stocks

Large Company Stocks

Small Company Stocks

Emerging Market Stocks

Precious Metal Bullion

Precious Metal Mining Stocks

Commodities

International Bonds

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

$

Domestic
Long-Term Debt

Investments

———— %

$ ———— 

Short-Term Debt
Investments



———— %

$ ———— 

International
Long-Term Debt

Investments


———— %

$ ———— 

Domestic
Common Stock

Investments


———— %

$ ———— 

International
Common Stock

Investments


———— %

$ ———— 

Real Estate
Investments

———— %

$ ———— 

Investment
Hedges

———— %

$ ———— 

Short-Term Debt
Investments



Investment
Policy

Total Portfolio
Asset

Allocation
Investment Alternatives Dollar Commitment

———— %

$ ———— 

Long-Term Debt
Investments



———— %

$ ———— 

Short-Term Debt
Investments



———— %

$ ———— 

Total
Investment

Assets

———— %

$ ———— 
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asset class as a portfolio building block, it
is not enough to know only its return and
volatility characteristics. We must also
know how its pattern of returns correlates
to the patterns of returns of the other port-
folio components. All other things being
equal, the more dissimilarity there is
among the asset classes within a portfolio,
the stronger the diversification effect, pro-
viding investors with not only less volatil-
ity, but also greater returns. 

The beauty of diversification lies in the
fact that its benefits are not dependent on
the exercise of superior skill. They arise
from the policy decision to follow a multi-
ple-asset-class investment approach. Imag-
ine for a moment that each of the portfo-
lios in Figure 5 represented the
performance of a different common stock
manager, actively engaged in trying to out-

perform their competitors through supe-
rior skill in security selection. We would
want to know what the managers in the
upper left quadrant are doing to generate
returns that are, on average, over one per-
cent higher with more than a one-third
reduction in volatility, as compared with
the managers in the lower right quadrant.
Amazingly, these marked performance
advantages did not rely on skill, but rather
a simple policy decision: diversify!

The multiple-asset-class strategy is a
tortoise-and-hare story. Over any one-
year, three-year, or ten-year period, the
race will probably be led by one of the
component single-asset classes. The leader
will, of course, attract the attention. The
tortoise never runs as fast as many of the
hares around it. But it does run faster on
average than the majority of its competi-

tors, a fact that becomes lost due to the
attention-getting pace of different lead rab-
bits during various legs of the race. It is
noteworthy that the time period for the
multiple-asset-class analysis presented in
this article is 26 years.4 The length of a
marathon is 26 miles. Think of this 26-
year, multiple-asset-class illustration as a
marathon. The GSCI rabbit led the first
third of the race during the 1970s. The
second third of the race was run in the
1980s, when the EAFE rabbit ran the
fastest. During the final third of the race in
the 1990s, the S&P 500 rabbit was out-
pacing all others. There is always a hare
running faster than the multiple-asset class
tortoise, and, depending on the leg of the
race, it is usually a different hare that takes
the lead! Yet the tortoise, in the long run,
leaves the pack behind. We know the
moral of the story: slow and steady wins
the race. In the end, patience and disci-
pline are rewarded. To secure the reward,
we need to relinquish our domestic frame
of reference and invest as citizens of the
world. 
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Endnotes

1. The only exception to this is the rare
situation of perfect positive correla-
tion of returns among the invest-
ments in the portfolio.

2. Diversification into an asset class
with lower returns does not neces-
sarily result in a lower portfolio
return. Depending on the magnitude
of the difference in returns and the
correlations among the portfolio
components, diversification into a
lower returning asset class may actu-
ally result in an increase in portfolio
return. 

3. The Sharpe ratio is a measure of
reward relative to total volatility.
The statistic is a ratio of a portfolio’s
excess return above that of a Treas-
ury bill divided by the portfolio’s
standard deviation. The Sharpe ratio
affirms the notion that a portfolio
should generate some incremental
reward for the assumption of volatil-
ity, otherwise it would be better to
simply own Treasury bills. 

4. Twenty-six years is the longest
period of time for which perform-
ance data were available for all four
indices representing the equity asset
classes.


