FAILS THE TEST OF TiME

f\__'idl_ By Linda Ferentchak _,b):’_r\

proactiveadvisormagazine.com | May 14, 2015




Figure 1

Markowitz’s Efficient Frontier
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Like so many simplistic approaches to the
financial markets, the Efficient Frontier fails
to reflect market reality

o understand the investment Efficient
Frontier, it helps to go back to its origin. In
1952, economist Harry Markowitz pub-
lished an investment model that became
known as Modern Portfolio Theory. One ele-
gant aspect of the model that transformed port-
folio design was the development of an efficient
frontier to balance risk and return. Markowitz
looked at the effect of allocating percentages of a
portfolio between bonds and equities. Graphed
on a risk (standard deviation) and mean return
basis, the result was a fishhook-shaped frontier
that, based on historical data prior to 1952,
showed a blend of 40% bonds to 60% equity
allocation produced a higher return at a roughly
comparable risk level to a 100% bonds position.
The “hook” is the element that makes
the Efficient Frontier so intriguing. It clearly

Exhibits developed by Flexible Plan Investments Ltd. research group. Figure 2 is an original concept developed by Rydex/SGI (now a part of Guggenheim Investments). Equity returns are based on the S&P 500 Index, including
the reinvestment of dividends. Bond returns include the reinvestment of dividends and are based on the Barclays Capital Aggregate Bond Index. Index returns do not reflect any management fees, transaction costs or expenses.

illustrates that a blend of stocks and bonds can
potentially improve the risk/return balance
of a portfolio—achieving higher returns than
a conservative all-bond portfolio without
substantially increasing risk, as measured by
standard deviation.

Figure 1 shows a portfolio composed of
the Barclays Capital Aggregate Bond Index
and S&P 500 Index allocated in 10% portfo-
lio increments using mean/average standard
deviations and returns over the 65-year period
from 1950 to 2014. The circle indicates the
point at which the portfolio is invested in 60%
equity/40% bonds.

Risk for the 60/40 portfolio is slightly more
than a 100% bond portfolio, but annual return
has increased from 6.47% for the 100% bond
portfolio to 9.95% for the blended approach,

indicating a considerably more efficient port-
folio in terms of risk/return. In Figure 1, it
appears that Markowitz’s Efficient Frontier still
holds true 60 years later.

Or does it?

The problem with the Efficient Frontier
is that it is a moving target. If one looks at
the frontier between bonds and equities over
10-year intervals, which is much more repre-
sentative of the average investor’s time frame,
the highest return for the lowest risk ranges
from 100% bonds to 100% equity. That’s not
very eflicient.

Figure 2 was first published by Rydex
Investments and has been recreated by the
research team at Flexible Plan Investments
to encompass the period from 1950 through
2014.
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Efficient Frontier
continued from pg. 5
Figure 2

Figure 2 depicts the efficient frontier of . . . .
equity and bond portfolios illustrated in The lneff]-Clent fl'OIltlel'?
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period. The higher the number, the more vola-
tility is to be expected.

In decades that include a major bear market,
bonds tend to outperform equities. In 1970-79, 2.5%
0 1008 Bonds

the fishhook disappears as 100% bonds and

100% equity portfolios achieve roughly the 0.0% o B

h 75 100% Equity
same return but with equities at more than S

i -25%
double the volatility. In 2000-09, the fishhook o % % - 0% 2% 2% Te% 5%
is inverted and bonds dramatically outperform Risk
equities, moving the point of lowest risk/ highCSt —O=1950-1959  w(Om1960-1969 w(Jm1970-1979 —()=1980-1989 =()=1990-1999 ={)=2000-2009 20102014  —@—1950-2014
return to 70% bonds/30% equities. "
e,

%‘D_’T—‘“—w"—“ R

These discrepancies illustrate the problem with

o
LE r inanc ial markets Yraxe lY ’]J trying to use simplistic 60/40 portfolio designs and

expecting a predictable return. Financial markets
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B ilt the asstL mPt 10NS O f rarely fit the assumptions of mean-variance models.
- Fifty-plus-year averages almost always fail to match

. mean-variance models.

k actual results of shorter periods. If the optimal

R o e portfolio is defined as one that achieves the greatest

~e—=5" return with the least risk, there isn't a single 10-year

period that matches the 60/40 allocation. Each

decade has a different “efficient frontier,” with

. . . . the lowest risk/highest return portfolio varying as
Allocation to achieve lowest risk/highest return| shownin Figure.

Another way to utilize the Efficient Frontier

portfolio approach is to develop an allocation of-
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fering the maximum expected return for a given
level of risk. According to the Efficient Frontiers
traditional curve, using the 65 years of data from
1950-2014, the appropriate allocation is 70%
bonds/30% equity at an 8% standard deviation
risk level.

Once again, each decade produces a different
value for a portfolio with an 8% standard devi-
ation/risk level. The 2010 decade actually offers
two options: An 80% bond/20% equity portfo-
lio has a roughly equivalent risk level to a 30%
bond/70% equity allocation as seen in Figure 4.

The lasting value of the Efficient Frontier
concept is the fishhook curve. With the exception
of the 1970s when the curve flattens out, there is
a point on each frontier where diversification re-
duced risk beyond that of the perceived lower-risk

investment (i.e. bonds) and improved returns.

Note: Lighter shade represents the fixed-income allocation; the darker shade is the equity allocation.
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Efficient Frontier

continued from pg Figure 4
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The brilliance of Markowitz was his recogni- — R1]ycgtion to achieve an 8% risk level

tion of the potential for diversification to reduce

S

portfolio risk without unduly depressing returns. ~ 1090%

However, he created the Efficient Market Theory 90%

before computers and the multitude of investment

vehicles were developed that allow today’s invest- 80%

ment managers to slice and dice the market into
70%

endless allocations and change those allocations
quickly and cost efficienty. The market was in 60%

many ways much simpler: a world without instan-

taneous transactions, global influences, data-driven 50%

computer models, and the ease of analyzing and 40%

investing in a great number of investment choices.

It is time to rethink the Efficient Frontier to 30%

accommodate new investment approaches to o
(]

achieve reduced risk and improved returns. Today’s
investment managers have the ability to go beyond 10%

simplistic formulas to create financial security for

0,
their clients by using investment approaches that 0%
take advantige of the enormous. potential and 1950s 1960s 1970s 1980s* 1990s 2000s 2010s
flexibility of the financial markets. Note: Lighter shade represents the fixed-income allocation; the darker shade is the equity allocation.

By developing allocations based on market

risk while dynamically optimizing portfolio alloca- .
tions. This is where a total portfolio approach to

4 : { ; *The 1980s were a particularly volatile decade with the lowest average standard deviation at 12.25%.
conditions and Incorporating the use of strategic Thus, no allocation would have met an 8% standard deviation.

diversification, today’s active managers can manage W
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Explore how a tactical approach may help
maintain diversification.

How diversified are investor portfolios? The answer is that, when diversification
is needed most, portfolios may not be as diversified as investors assume. In this
paper, we will explore the concept of portfolio diversification, the impact of
evolving financial markets, and why we believe tactical management is playing
anincreasingly pivotal role.
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