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INVESTING IN THIS ECONOMIC ENVIRONMENT AND THE IMPORTANCE   OF ASSET ALLOCATION

When is it a good time to invest money in the stock market? Trying to pick the right time is like trying to pick winning lotto numbers. A study done shows that asset allocation, much talked about, but the least practiced investment discipline accounts for 91.5% of the variation in portfolio returns. Market timing accounts for only 1.8% of the variation. Security selection accounts for 4.6% of the variation.

If you invested $30,000 at the beginning of 1997 and put $10,000 equally in cash equivalents, U.S. Bonds, and U.S. Stocks, your account values at the end of 2006 would have been $14,381 cash equivalents, $18,249 in U.S. Bonds, and $22,402 in U.S. Stocks. Invest only in stocks? Consider this, the $10,000 invested in stocks would have been worth $22,000 at the end of 2000, but by January 2002 would have been worth about $12,000. This would have been less than the value of either cash equivalents and bonds in 2002.

The S&P 500 index has grown at an average rate of 11.62% from 1926 to 2006. So, is it right to project stock growth at this rate of return considering we are using 81 years of history? Well, the S&P index has grown at its average rate of return only 5 times in 81 years. Of course some years we saw fantastic growth; 37.58% in 1995, 22.96% in 1996, 33.36% in 1997, as well as poor results;  -11.89% in 2001, -22.10% in 2002.

The point is every portfolio needs equities, bonds and cash. The amount of each depends on various factors such as your objectives, the timing (time horizon) of when funds are needed, your investors risk tolerance (can you really stomach a stock market decline for a few years knowing that historically stocks out perform bonds?), and age of investor. The allocation of securities for a 30-year-old investor is going to be much different than that of a 60 year old or a retired 70 year old. Yet retirees still need equities in their portfolio to reduce the chance of outliving their nest egg. Remember inflation needs to be considered in determining your retirement income needs.

During a bear market from May 1998-Aug. 1998, U.S. Stocks fell –13.4% and U.S. Bonds rose +3.7%. During the bear market of Mar. 2000-Dec. 2002, U.S. Stocks fell –33.0% and U.S. Bonds rose +32.3%. If you retired in January 1999, U.S. Stocks increased over 60% for that year. A very good start to your retirement. But if you had retired a year later, U.S. Stocks lost all of their 1999 gains in the following two years only to rise again in a powerful bull market starting in early 2003. If your allocation of stocks, bonds and cash had been made, you should have been able to ride these up and downs with relatively small adjustments along the way. If you liquidated your equity positions in 2001/2002, you would have later lost out on a very powerful bull market. Investors however still need to review their portfolio performance and allocations periodically.

An important factor to remember is that even in selecting stocks and or mutual funds, bonds and cash, you again need to diversify within each asset class. Equity allocation is based upon large cap growth, large cap value, and small cap, mid cap, international, sector and specialty funds. With bonds there are corporate bonds, treasury bonds, international, and with cash there is money market funds, CDs, etc.  

There is the unpredictability of market leadership that should prevent you from putting all your eggs in one basket. For example, in 2005 and 2006 international stocks led the way, but had the worst performance in 2001, 1997 and 1992. While the S&P 500 has never been the best performer, it has never been at the bottom even with the poor performances in 2001 and 2002. In those years, small cap growth, mid cap growth, large cap growth in additional to the internationals performed about the same or even poorer.

Because the future is uncertain all investments involve risk. But utilizing a strategic asset allocation can help manage your portfolio risk while stabilizing your returns. Sometimes it is better to be the tortoise rather than the hare. Investing is similar to life; it is a marathon, not a sprint.
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