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MONEY MANAGEMENT

. another typically declines, which reduces overall return.
DynamIC Asset The nextapproach is tactical asset allocation. Here,
. the investor changes asset weights by large incre-
AI IOcatlon ments between a few asset classes, based on market
return predictions. This can be accomplished by
Beyond Buy-And-Hold either shifting resources from one business sector to
another, depending on business cycle knowledge
(this is known assector rotatiof), or by utilizing
classical market timing, which invests in stocks in up
markets and cash equivalents in down markets. Clas-
sical market timers generally use technical and/or
Even during the strongest of bull markets, not evesgonomic indicators to move between a specific asset
investment rises at the same rate. This rangeotdss and a cash equivalent.
performance among different investments has led t@ynamic asset allocation is the third approach, and
money managers developing strategies to dynainis the one in which the investor shifts capital among
cally allocate among a choice of investments. Hesgveral asset classes, depending on market conditions.
a money manager explains his recent research into
this subject. IN PREVIOUS STUDIES
The five best mutual fund newsletter portfolios tracked
by TheHulbert Financial Digesfas of 1995) have an
average yearly return of 8.5% over the eight-year
ndividuals, professionals and inperiod ended August 31, 1995. This compares to a
stitutions diversify their invest- Wilshire 5000 total return (price appreciation and
ments over several asset classds/idends) of 10.3% annually. In 1996, Hulbert re-
to seek a specific return versuported that only five of the 30 bond-timing newslet-
== risk objective. An example of aters beat the average buy-and-hold Shearson Lehman
typical allocation might be 65% equities, 30% bondtutton All-Maturities Treasury Index of 7.5% per
and 5% money markets. Such allocations might ear over the five-year period ended August 31,
adjusted for investor risk tolerance and/or econonii®96. The highest-performing newsletter obtained a
conditions, such as long-term interest rate, inflatiaturn of 9.1%Digestpublisher Mark Hulbert ob-
manufacturing capacity utilization, employmentlevekrved that about 90% of the variance in the long-
and business cycle position. Usually, many factdesm newsletter portfolio performance is due to asset
are analyzed in combination to determine an asabtcation, whereas markettiming and selection make
allocation. up about 10% of the performance.

There are at least three approaches to asset allocA-study in 1991 found that 91.5% of the pension
tion: strategic, tactical and dynamic. In strategiand differential return could be explained by the
allocation, the investor allots a fixed percentage strategic asset allocation policy. Thus, of primary
several asset classes for a long period. Periodicalhyportance to investor return is correct asset alloca-
the portfolio is adjusted to bring it back to the originéibn, and individual stock or fund selection is of
allocation weights, by selling winners and buyingecondary importance. And it is best to be in asset
losers. When the return from one asset class risgasses that appreciate at high rates.

IN THE CURRENT STUDY
|| The goal of this study was to compare the perfor-
by Gary J. Harloff, Ph.D. mance of buy-and-hold and dynamic asset allocation
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strategies for several asset classes.
the purposes of this study, dynamic ass
allocation (D:A) is defined as switching
the investment from one asset class
another. The performance of each as
classis examined, both individually (buy
and-hold) and combined with an alter
nate investment. TheAd strategy seeks
to employ capital where it grows faste
and hopefully loses slower (or not at all
than a competing investment would. In
down market, BA might lose capital if
the alternate investment also drops.

Of the several alternate investme
vehicles chosen, only a few, including
money market, precious metals and sho
term bonds, are less likely to lose mone
in a down market. In addition, the return:
presented here are not adjusted for inflatio

For the 13 asset classes considere
722 mutual funds (mostly no-load funds
are grouped and averaged to obtainrep
sentative average asset classes. Then
ber of funds in each of the asset class
studied are:

n Precious metals (28)

n Over the counter index,1@ (1)

n Aggressive growth (91)

n Emerging market (30)

n Zero-coupon bond (6)

n Fidelity select (35)

n Growth (215)

n International equity (81)

n S&P 500 (1)

n Growth-and-income (27)

n Income (58)

n Long-term bond (88)

n Short-term bond (61).
The reference fund for the aggressiv
growth asset class, for example, is th
average of the 91 aggressive funds. Fur
family objectives are used to define the
groups. From the database used, new

removed funds are considered in the get
metric averaging process on a daily basi
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f Tot Return L.
ULCER INDEX (U) & ~';."qr
nF | vs STANDARDDEVIATION | aqeg f
FORALL 6 STRATEGIES R
et '
il o DYNAMIC ASSETALLOCATION
M U=(s0L35 e RN SSR | The DAA method is based on an
éa, Kotk 12 8 indicator that measures relative
v { strength between an asset class (av-
w
0,0 i ; erage of funds) and another asset
? . ,n". class (average of funds). For the
o A _,-‘I#_,;-: purposes of this study, | selected the
5 ‘,.; AccuTrack indicator for its effectiveness and availability in
| ;v._f:""- == FastTrack. AccuTrack was developed to switch between two
N S LT funds, depending on the relative strength difference.
LR The AccuTrack indicator is calculated by exponentially

FIGURE 1: ACCUTRACK INDICATOR. Here's an example of switching with AccuTrack
between aggressive growth and emerging market asset classes. The top is the
aggressive growth and emerging market asset classes. The middle is the AccuTrack

smoothing with a 48-period, the daily percentage net asset
value change of the first asset class and the reference asset class
and then subtracting the difference between the two smoothed

indicator, and the bottom graph illustrates the equity curves. percentage changes. Then this difference is smoothed by using

a 12-day exponential moving averageifgt calculation.
This method chooses between two competing classes and

2 Long-term bond

3 S&P 500 index fund (Vanguard S&P 500 with dividends,
ticker symbol \EINX)

4 International equity, an asset class with low correlation to
the US market

5 Aggressive growth.

The DAA method is based on an
indicator that measures relative
strength hetween an asset class
(average of funds) and another asset
class (average of funds).

The period covered is September 30, 1988, to September 30,
1996, which covers two nominal business cycles. The studydmpletely invests in the asset class with the higher relative
hypothetical and uses historical data. Commissions and tragtgength at any given time. If successful, this method of
action costs are not considered, which is reasonable for no-lgagtching should improve gains and avoid periods of loss with
mutual funds. Mutual fund management fees are inherent in gheeasonable number of switches — round trips — per year.
fund prices used. Investment advisor management fees tBigure 1 shows an example of switching with AccuTrack
actively manage the portfolios were not taken into considéletween aggressive growth and emerging market asset classes.
ation; these would reduce the reported performance. The top, middle and bottom graphs illustrate the total return
Further, the data for the study are obtained from the FastTréekluding dividends), AccuTrack indicator and equity curves,
software. This database is constantly expanding, with fundspectively. The buy-and-hold return, for aggressive growth,
being added and deleted as time goes on. The large numbés D89 per year with a monthly standard deviation of 4.7%. The
funds used in most of the asset classes should help minimizeribgeased return using thisAB method is 22.7% with a
survivorship bias. This study used the FastTrack databasenehthly standard deviation of the equity curve of 4.6% (see the
November 1996. The net asset values are adjusted for dimiver portion of the chart). The number of switches per year is
dends on the-dividend date and the reported rate of return usgseasonable 2.2.
closing prices the day after the switch signal. When AccuTrack is positive, the investment is in aggressive
Statistics reported include rate of return, standard deviatighgwth, and when AccuTrack is negative, the investment is in
Sharpe ratiot, ulcer indext and maximum drawdowndofM emerging market mode. To avoid whipsaw trades, the indicator
over the eight-year period. The return and risk statistics #jaores differences less than 15% of the maximum value. Over
obtained for each of the 13 asset classes, for buy-and-hold #edeight-year period, the buy-and-hold return for aggressive
each of the five strategies over the entire period. For thewth is 277% and B» increases this to 414%.
dynamic asset allocation strategy, the investment is kept in the
asset class until a signal to switch comes up, at which time Q@@RRELATION OF ASSET CLASSES
money is moved in total to an alternate asset class. In this st@tyrrelation coefficients are important in asset allocation as one
only binary switches (asset class A to asset class B and bag&hns of quantifying statistical interrelationships. One reason
are examined. for diversifying a portfolio is that selecting uncorrelated classes
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CORRELATION COEFFICIENT, R-SQUARED, OF ASSET GLASSES
BASED ON MONTHLY RETURNS FOR EIGHT YEARS ENDED 9/30/96

RETURN, STANDARD DEVIATION, SWITCHES, AND FRACTION OF
TIME INVESTED FOR 13 ASSET CLASSES AND 6 STRATEGIES

Asset Money Long-term SP500 International Aggressive Asset Buy-  Money Longterm SP500 International Aggressive
Class Market Bond w/ Div Equity Growth Class Hold Market Bond w/Div Equity Growth
Precious 0.05 -0.08 -0.07 0.12 -0.03 Rate return Rate return Rate return Rate return Rate return Rate return
Metals stddev  stddev  stddev stddev  stddev std dev
switches switches  switches switches  switches
ote 0.09 0.35 0.78 0.35 0.97 time time time time time
Aggressive 0.09 0.36 0.84 0.36 1.0 Precious 5.6 7.8 7.8 11.9 53 14.7
Growth Metals 6.8 5. 48 46 5.1 5.1
Emerging 0.05 0.29 0.51 0.56 0.56 2.6 3.2 2.6 3.0 2.9
Market 0.50 0.46 0.38 042 0.37
Zero-coupon  0.06 0.81 0.43 0.21 0.34 0TC 155 142 13.6 19.3 19.6 18.5
Bond 48 38 36 4.2 43 47
: 27 3.0 3.0 2.9 2.0
Fid Select 0.10 0.40 0.88 0.43 0.96 0.67 0.61 0.48 0.56 0.38
Growth 0.09 042 0.93 0.38 0.97 Aggressive 18.0 154 15.1 20.6 217
International  0.06 0.26 0.29 1.0 0.36 Growth 47 3.7 3.7 4.2 4.3
Equity 27 3 2.1 2.0
: 0.70 0.66 0.56 0.61
SP500 w/Div  0.06 0.41 1.0 0.29 0.84 .
Emerging 17.3 19. 19.1 20.1 18.4 22.7
Growth-Inc 0.08 0.48 0.95 0.44 0.88 Market 45 35 3.6 3.9 4.0 4.6
| ET _ o ‘ ‘ 25 26 2.9 2.1 22
O et
B ' ' ' ' ZeroCowpon 119 134 114 1562 131 174
Bond 39 3.2 3.4 3.2 33 38
Short-Term 073 0.80 0.27 0.20 0.24 24 3. 2.9 2.9 25
Bond 0.62 0.59 0.46 0.50 047
FIGURE 2: CORRELATION COEFFICIENTS. The correlation coefficients of 13 Fid Select 15.4 14, 14.7 17.9 17.3 19.7
asset classes with each of the five alternate investment classes are listed. These 3.8 27 28 3.4 37 4.2
coefficients are based on daily data and are computed as part of this study over the 3.0 2.9 3.2 2.9 2.2
same eight-year period. 0.72 0.67 0.53 0.58 0.44
Growth 156  11.8 12.6 16.6 16.3 17.9
34 26 26 33 35 43
; ; - 26 3 3.2 2.7 25
Ie_sEens :}hef rlhsk.f.CorrleIatlon c_oefflc:lents olf 13 assetlplaslsc_es 072 0.64 050 059 037
wlt each of the five a_tgrnate investment c asses are Istec 08 100 o7 T e
Figure 2. These coefficients are based on daily data and Equity 3.3 25 25 33 43
calculated as part of this study over the same eight-year per 0262 02;53 0243 0233
Values from 1 to -1 are possible. A value of 1 means that prres _ ‘ ' ' '
histories are identical, and a value of -1 means that pric&o® "oV 122 1;'1 ”22 13'; 22'2
histories move exactly opposite to each other. 3.2 35 26 2.0
From Figure 2, one can see that money market correlations 076 070 0.60 0.44
are low with 12 asset classes and about 0.73 with short-te Growth-inc 122 11-; 1(1)-3 13; 14-35 11-523
bpnds. Long-term bonds are negatively correlated with pi ' 25 31 34 05 04
cious metals, reasonably correlated (r-squared greater t 0.72 0.64 0.34 0.52 0.34
0.75) with zero coupon and short-term bonds, and not partictheome 116 10.9 9.7 12.7 14.6 16.7
larly correlated with the other nine asset classes. The Standard 2.0 ;g ;Z gg gg gg
& Poor’'s 500 index is also negatively _corrglated with precious 071 066 033 051 035
metal; and reasonably _correlatgd. with six asset classes. |ong.Term 83 8.9 119 127 15.1
gressive growth correlation coefficients are similar to those 1 Bond 1.5 1.1 26 25 3.7
the S&P 500. International equity is not highly correlated wit e . o N
any of the ass_et classgs_,. . . .. Short-Term 6.6 7.3 8.2 10.7 11.3 15.7
The correlation cogﬁlments play a rolg in selecyng the pairinggng 05 4 10 25 24 37
of the asset classes in dynamic allocation, as discussed later. 1.9 2.5 3.7 2.6 2.9
0.59 0.80 0.26 0.38 0.31
RETURN VERSUS RlSK Average 12.7% 11.9% 11.9% 15.9% 14.8% 18.2%

. Yearly Return,
Figure 3 presents the average yearly return, monthly stand Ppercent

deviation and number of switches per year for the 13 asSS@URE 3: DAA AND BUY-AND-HOLD PERFORMANCE. Here are the average
classes and the buy-and-hold and fiveaDstrategies evalu- yearly return, monthly standard deviation and number of switches per year for the

ated. Asset class switches per year (round trips) are listed Brfgset classes and the buy-and-hold and five DAA strategies evaluated. Asset

vary from zero for buy-and-hold to 3.7 for the short-term borﬁ'J
asset class allocated with the S&P 500. For the buy-and-hold

ss switches per year (round trips) are listed and vary from zero for buy-and-hold
.7 for the short-term bond asset class allocated with the S&P 500.
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25 ULCER INDEX (Ul), MAXIMUM DRAWDOWN (MDD),
‘ RETURN vs RISK FOR BUY-HOLD‘ AND DATE OF MDD FOR 6 STRATEGIES
Asset Buy- Money Long-term SP500 International Aggressive
' Class Hold Market Bond w/Div Equity Growth
;\3 20 — Buy-Hold VMMXX
z ul ul ul ul ul ul
£ MDD MDD MDD MDD MDD MDD date
D5k date date date date  date
< Precious  23.4 10.0 100 100 10.0 10.0
& Metals 49.1 33.9 203 249 42.9 28.0
g 11/24/92 8/13/92  10/28/92 12/19/91  11/17/92  1/22/91
> 10
, 0TC 8.4 5.4 48 48 5.1 76
Legend: otc=over th ter; ag=: wih;
e Smsemerging mrket. 27610 coupon bond: s Fiety selct; 30 118 115 203 199 292
Ib gw=growth; int=international equily; sp=S&P500 widiv; 10/16/90 5/13/93  5/9/94 10/11/90 9/28/90  10/11/90
gi=growth & income; in=income; Ib=long bond; sb=short bond
5 I | i i i i Aggressive 7.7 49 50 53 47
0 5 10 15 20 25 30 Growth ~ 29.2 12.0 116 224 19.9
RISK, MONTHLY VOLATILITY 10/11/90 4/6/93  4/27/90 10/11/90  9/28/90
Emerging 9.8 4.0 4.8 5.6 6.2 6.4
FIGURE 4: BUY-AND-HOLD RETURN VERSUS VOLATILITY. Buy-and-hold return Market 29.3 11.2 154 232 23.2 24.5
versus volatility, which is the square of standard deviation, are presented here. 3/9/95  8/6/90 7/11/94 10/11/90  9/28/90  10/11/90
Increasing risk corresponds with increasing return. An approximating line is drawn Zero-Coupon8.0 4.2 5.4 45 45 6.5
though the data, which represents the average yearly percentage return versus the Bond 219 9.4 15.9 73 175 18.6
monthly volatility, for the buy-and-hold strategy for each of the 13 asset classes. 11/4/94  8/11/94  11/17/94 8/24/90  8/23/90  8/24/90
Fid Select 5.2 3.7 3.6 44 47 6.1
240 89 108 196 19.1 26.3
10/16/90 9/28/92  11/23/9410/11/90  9/27/90  10/16/90
strategy, the asset classes are ordered vertically from highesttowth 4.9 3.4 4.0 44 5.0 6.1
it 212 82 103 202 19.8 23.2
lowest stan_d ard deviation from top_to bottom. 10/11/90 4/24/90  11/23/9410/11/90  10/11/90  10/11/90
An effective Dra strategy should increase return and reduee——
isk. H , lef . Is. The b d-h International 6.0 43 3.2 5.1 - 47
risk. Here’s an example for precious metals. The uy-and-he gy 202 99 96 199 199
yearly return increases from 5.6% to 14.7% (810 basis poi 1/16/91 8/19/91  8/24/90 10/11/90 9/28/90
and 162% increase) using thedaggressive growth strategy. SP500 w/Div 4.1 3.2 37 - 5.1 53
iati 0 192 79 9.7 19.9 22.4
The strategy also reduces standard deviation from 6.8% to rED MED e e e
5.1% (a 25% decrease).
A simil | . bonds all d wi Growth-Inc 2.9 1.8 2.4 41 4.6 5.3
similar example using zero-coupon bonds a ocated wi 104 48 74 15.9 16.8 16.7
aggressive growth increases yearly return from 11.9%to 17.. 10/16/90 1/10/90  4/27/90 11/7/90  11/18/90  10/16/90
(550 basis points and a 46% increase) with a slight reductionii@gome 2.6 14 25 43 39 53
it _and- - 112 42 8.4 15.5 145 16.9
;tandard deviation. The b uy-and-holdyearly return ofthe_emerg . 10/11/90 9/5/96  11/22/9410/11/90  11/8/90  10/11/90
ing market asset class increases from 17.3% to a maximun LonaTerm 2.7 o 27 29 50
22.7% (540 basis points) for all of thedstrategies considered. Bon% 105 39 9.7 9.6 116
Using the aggressive growth asset class as the alterna 11/21/94 9/12/94 4/27/90  8/24/90  4/27/90
investment produces the best increase in return for all but t8gort-Term 0.6 0.2 1.9 4.1 34 5.0
over-the-counter (@) index. For example, the international Bond 26 0.9 ey ey 8 Lo

. . ) . 5/0/194  2/28/96  11/20/941/3/95  12/23/94  5/13/93
equity average yearly return increases by 1,080 basis pojats

FIGORE 5: ULCER INDEX. An alternate risk parameter is used to quantify only the
from a buy-and-hold 10.9% to aaB value of 21.7%. return fluctuations that lose money. The ulcer index is defined to be the root mean

Dynamic asset allocation can be seen in Figure 3 to incre@gge of the return retracement (equity drawdown). Another risk quantity is MDD,
the buy-and-hold yearly return of the average of the 13 asg@éh is the largest loss.
classes from 12.7% to 18.2% return (550 basis points for a 43%
increase) employing a simple aggressive growth strategy. The
average return of all 13 asset classes and all fivedirategies for the returnr, is:
is 14.5% (180 basis points or a 14% increase over buy-and-
hold). These values are obtained by averaging the buy-and- r=5.8 +2.85¥04¢
hold column and averaging all the other columns of Figure 3.
The buy-and-hold return data of Figure 3 is plotted in FiguraMhere:
in terms of volatility, which is the square of standard deviation. r = Yearly return
As can be seen in Figure 4, as expected, increasing risk V = Monthly volatility
corresponds with increasing return. An approximating line is
drawn though the data, which represents the average yeatlg 5.8 intercept is the average money market return over the
percentage return versus the monthly volatility for the bugight-year period of the study and is used as the risk-free return
and-hold strategy for each of the 13 asset classes. The equatiche Sharpe ratio. Of the 13 asset classes evaluated, five
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12 SHARPE" RATIO FOR THE 6 STRATEGIES
S#kﬁgill?’\ll)Dgé\/(IUAl')ﬂON Asset Buy- Money Long-term SP500 International Aggressive
10 |- VS e 00 i i
FOR ALL 6 STRATEGIES ® Class Hold Market Bond w/Div  Equity Growth
_ Precious  -0.01 0.12 0.12 0.38 -0.03 0.50
S8 Metals
E Ul = (sd)*1.35 0TC 058 0.64 0.62 0.93 0.93 0.78
z 6 Aggressive 075 075 073 1.02 107
iﬁ; Growth
= Emerging 074 1.09  1.07 106 091 1.06
Market
2 Zero-Coupon 0.45  0.68 0.48 0.85 0.64 0.88
Bond
0 1 2 3 4 = 6 Fid Select 073 088  0.92 103 090 0.96
STANDARD DEVIATION (%) Growth 0.83 067 0.75 0.94 0.87 0.81
FIGURE 6: ULCER INDEX VS. STANDARD DEVIATION. Itis apparentthatthe tworrisk 'E’“e’.“a"°“a' Vg EES R ks =
) . - quity
measures are related to each other in a nonlinear manner. Thus, the more traditional
measure of risk, standard deviation, will be used here. SP500 w/Div 0.88  0.64 0.60 - 0.95 1.02
Growth-Inc  0.84  0.96 0.68 0.73 0.84 0.82
Income 0.83 1.05 0.66 0.71 0.94 0.81
appear to be inefficient; they are below the approximating lingyng.term 048 081 - 060 080 0.72
and provide less return than the risk implies. These includ®nd
long-term bond; precious metals (off the graph with a return &dyortTerm 046 108 058 056  0.66 0.77
5.6% and volatility of 46); zero-coupon bond; internationaBond
equity; and Qc. * Sharpe ratio = (r-5.8)/sd, where monthly standard deviation is converted to

only the return fluctuations that lose money. This parameter f&rage buy-and-nold Sharpe ratio s 0.62
verage of all dynamic asset allocation strategies is 0.78.

called thaulcer index(Ul). The ulcer index is defined to be th

t )f(th ) t ity d d EFI URE 7: SHARPE RATIOS. The Sharpe ratios quantify excess return over a risk-
roo meaq Squareo_ _e return re_trac_:ement (equity draw owR return (money market 5.8%) per unit of standard deviation. The average Sharpe
Another risk quantity is MD, which is the largest l0ss. Theatio for buy-and-hold is 0.62 and increases to 0.78 for the average of all the DAA
ulcer index and Mp, calculated using FastTools, are prestrategies, or a 25% increase.
sented in Figure 5. A plot of the ulcer index versus the standard

deviation can be seen in Figure 6. The data appears to scatter

An alternate risk parameter is sometimes used to quantigarly standard deviation by multiplying monthly values by square root of (12).

about the line described by: aggressive growth when used with less volatile asset classes of
growth-income, income, long-term bonds and short-term bonds.
Ul=og!% Sharpe ratios are reported in Figure 7, which quantify excess
return over a risk-free return (money market 5.8%) per unit of
Where: standard deviation. Comparing the Sharpe ratios of the buy-
ul = Ulcer index and-hold to those with a money market strategy shows that of
o= Standard deviation the 13 asset classes, 10 have higher Sharpe ratios with D

only growth and S&P 500 strategies decrease the Sharpe ratio.

Itis apparentthat the two risk measures are related to each diimeerging market increases its buy-and-hold Sharpe ratio from
in a nonlinear manner. Thus, the more traditional measuredof4to 1.09 (47.3% increase), withdusing a money market.
risk, standard deviation, will be used here. Thus, the money marketA strategy reduces the volatility for

Many investors lose faith in a trading strategy whenthe M all the asset classes, increases the return for about half and
is too high. Examples of bb for the buy-and-hold strategyincreases the return per unit risk for all but two of the asset
vary from 2.6% for short-term bonds to 49% for preciousasses. The average Sharpe ratio for buy-and-hold is 0.62 and
metals (see the first column of Figure 5). Surprisingly, buircreases to 0.78 for the average of all the Btrategies, or a
and-hold maximum drawdowns of 19% or higher occur f@&5% increase.
nine of the 13 asset classes. The dates whenbekturs are
listed. Many of the large bbs occurred during the bear markeDAA INVESTMENT CONCEPT
of 1990. Dynamic asset allocation decreases maximum drd&we way to visualize dynamic asset allocation is to consider an
downs compared with buy-and-hold for precious metats, O initial asset allocation of, say, 5% aggressive growth, 20%
aggressive growth, emerging market and zero-coupon borefaerging market, 50% S&P 500, 20% growth-and-income and
In contrast, @A increases maximum drawdowns for the morg% income. As market conditions change, AccuTrack might
volatile strategies using S&P 500, international equity amselecta differentasset class for one or more of the original asset
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DYNAMIC FRONTIER PRIMARY AND ALTERNATE ASSET CLASS

25

PAIRS FOR PREFERRED DAA STRATEGY RETURN vs RISK FOR
Primary Alternate  Correlation Rateof Sharpe MDD DAA & BUY-AND-HOLD -
Asset Asset Class  Coefficient Return  Ratio 20 Dynamic Frontier o Buy-Hold
Class for Preferred per Year, > wmm " otc+int

DAA Percent § ot "tzmg
Precious Aggressive -0.03 14.7 0.50 28.0 2 e
Metals Growth w15 gkzag Chmss
oTC International 0.35 19.6 0.93 19.9 E

Equity 3

, - g
Aggresswe :?ter?a“onal b et L 1 0 Legend: pm=precious metals; otc=over the counter; em= emerging market;
quity ag=aggressive grow_thi sl=Fidelity select; ;b_:zero coupon bonq;_ gw:growth;

Emerging Money 0.05 19.0 1.09 11.2 :Et;ggrl;aol:%r;aslbejslﬂg}TE;%&PSOO w/div; gi=growth & income; in=income;
Market Market . ‘ ‘ ‘ ‘ ‘
Zero-Coupon  Aggressive 0.34 17.4 0.88 18.6 0 5 10 15 20 25 30
Bond Growth RISK, MONTHLY VOLATILITY
Fid Select Long-Term 0.40 14.7 0.92 10.8

Bon% FIGURE 9: DAA RETURN VERSUS VOLATILITY. Here, the return versus risk for the

- pairings from Figure 7 are shown. The top line is the DAA approximate curve and the
Growth :En(;iwyatlonal bt = by L lower line is the buy-hold approximate curve.
Inte(national Aggressive 0.36 21.7 1.07 19.9
=G Growth frontier. To go completely into a money market at the begin-
SP500 w/Div E“‘awa‘w”a' 0.29 167 095 199 ning of a bear market, a market participant would need to
<) employ a more complexAd model than is presented here.

Growth-Inc ~ Money 0.08 11.1 0.96 4.8 The d . . . .

Market e dynamic frontier line has been drawn on Figure 9 to
Income Moy 011 109 105 42 represent the higher returns obtained from tl_mez process as

Market presented. For the average asset class pairs shown, this line
Long-Term  Money 0.33 8.9 0.81 3.9 is about one standard deviation higher than the buy-and-
Bond Market hold line.
Short-Term  Aggressive 0.24 15.7 0.77 10.5
Bond Growth

Assuming equal asset class weighting, average rate of return = 16 percent and
average Sharpe ratio = 0.91.

FIGURE 8: PREFERRED DAA PERFORMANCE. To determine a single strategy to
employ with each of the 13 asset classes, both high Sharpe ratios and low
correlation coefficient combinations are selected.

allocations. For example, the aggressive growth and S&P !
investments might be reallocated to either international equ

The dynamic asset allocation
process seeks higher returns.
Rational investors select alter-
nate investments with the po-
tential for increased returns or

e
o

and/or emerging market, and growth-and-income and inco

reduced losses. AccuTrack is

could all be reallocated to a money market. Thus, the portfal@asonably effective in defining the better investment. The
would dynamically adjust between the original asset allocatiorechanism for BA is not the same as that for modern portfolio
and alternate asset allocations, depending on market cotfigoryt (MpT); for MPT, investments are diversified to reduce
tions. The asset class choices may be binary as presented kelatjlity through a covariance term. The risk is reduced, but
or more complex. there are no means of increasing return over the long run.
In the DAA process shown, an investment choice is made

ON METHODOLOGY between a pair of competing asset classes. The essential differ-
To determine a single strategy to employ with each of the di3ce between Bn and MPTis that DyA is a dynamic process
asset classes, | selected both high Sharpe ratios and tloat presents the opportunity to increase return, witeldes
correlation coefficient combinations. The resulting pairs afveraged statistics and portfolios to allocate resources across
primary and alternate asset classes for a prefexadDategy several investments at the same time. The process seeks
are listed in Figure 8. This strategy increases buy-and-htddncrease gain by investing in a better asset.
yearly returns from 12.7% to 16% (330 basis points or a 26%or the examples I've provided here, only binary asset
increase), and shows an increase in Sharpe ratio from 0.62eiection has been employed in contrast to modern portfolio
0.91 (a 47% increase). theory, which combines several assets at once. As two assets

Figure 8 indicates that at times five of the 13 asset clasaes switched, the managed asset return should increase and the
could be in a money market, while Figure 9 shows the retwmwlatility decrease for effective A2 signals. More complex
versus risk for these pairings and illustrates the dynanileA strategies would include tertiary selection rules.
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CONCLUSIONS FasS,tTotoIsCToftw?:rE,g\g%rslsonléézs, Brian B. Stocks, PO Box F,
The dynamic asset allocation pro-F t?l'n ak allra, : F iT k. Baton R LA 70816
cess adds value over the traditional aigggc » Investors Fastirack, baton Rouge, ’

buy-and-hold strategy with a rea-§-|ulbert, Mark [1996]. “Timing and selection within the bond

o oo s el sonable two to three fund switche . L .
i e L i ST S . : \ -
S A sleiat s per year. Average asset return in- market. Look at the record®merican Association of Indi
b : : o, Vidual InvestorgAai) Journal November.

1 Lir: | creases of 180 basis points or 14%

i s i

; [1995]. “The performance of mutual fund newsletters

and increases in the Sharpe ratio vs. stock newslettersAmerican Association of Individual
25% are indicated. In addition, it is clear that higher increases ™"

in return over the buy-and-hold are generally obtainable foﬁléz;;es;o(;s(A:#; JBogml\a/llt:gg\rﬁTlgeglg]he Investor's Guide
preferred dynamic asset allocation strategy that employs mone F,'d .I't” Fund 'J .hn Wilev & Son
market, international equity and aggressive growth asset classe O Fldelity FundsJo ey ons.
Over the eight-year period | examined within the confines of
this article, the dynamic asset allocation strategy increased e Traders’ Glossary for definition
average buy-and-hold yearly return by 330 basis points, from
12.7% to 16% per year or 26%, and increased the Sharpe ratio
from 0.62 to 0.91, or 47% he dynamic frontier characterizes
the dynamic asset allocation results, and this positive increase
in yearly return certainly makes this strategy a worthwhile one
to keep in mind.
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