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Techniques for Today’s Global Asset
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D. Sykes Wilford
Managing Director and Chief Investment Officer
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Asset allocation is a simple tool, but investors and
managers generally do not apply it correctly. The
recommendation here is to go back to basic theory: No
one knows the future, so you must use forecasts, not
history; for truly global allocations, forecast excess, not
total, returns; make guesses and establish a sense of
how good the guesses are and in which direction they
tend to go; and let your optimizer do what it is supposed
to do without constraints.

sset allocation is respon-
sible for somewhere be-
tween 50 percent (from
someone who is belit-
tling it) and 90 percent
: of portfolio earnings. If
it is such an important determinant of
returns, why does everyone want to
know each other’s latest stock pick? No
one comes up to you at a cocktail party
and asks, “What is your asset alloca-
tion?” Either asset allocation is very dif-
ficult to understand, or it does not give
us much value as it is currently being
implemented. This presentation revisits
the theory of asset allocation, focusing
on some of the theoretical issues, and
lays out certain approaches that will
help portfolio managers and investors
apply asset allocation correctly.

Theory

Asset allocation theory today has
changed little from the theory devel-
oped 40 years ago, but now, for the first
time, probably, since asset allocation
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Investment Management Corporation.

theory was developed, investors and
analysts can do asset allocation prop-
erly. What business school taught about
asset allocation was largely wrong,
which is why we use it so poorly and get
so little value from it.

In the basic concepts of modern port-
folio theory, the risk of a portfolio canbe
lower than the risks of any of its compo-
nents because of diversification. But
what does “diversify and get rid of risk”
truly mean? Mathematically, investing
in both assets A and B is less risky than
investing in either one of them sepa-
rately only if assets A and B are not or
only slightly correlated. Simply put,
reduction in risk depends on a sufficient
number of weakly correlated assets in
the portfolio.

Investment managers focus on asset
allocation because they want the maxi-
mum return possible for taking on a
given level of risk; that is, they always
want to be on the efficient frontier,
shown in Figure 1. Investors do not want
to be below the efficient frontier; inves-
tors with portfolios below the curve are
taking risk needlessly and getting no
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Figure 8. DOLS and DSUR Portfollo Performance
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people talk about correlation, what they
should say, theoretically, is the correla-
tion of their guesses and the errors in
their guesses.

Asset allocation is a simple tool, but
investors and managers ended up doing
it wrong because obtaining measures of
volatility and correlation that were not
based on history was difficult. The tech-
nology has changed, however, and
today, analysts can create methodolo-
gies so that when they make guesses
about future returns, they can talk about
the consistency of the direction of their
errors, consistency in the volatility asso-
ciated with those errors. So, technology
allows correct application of the theory.

When the new technology, such as
off-the-shelf optimizations, is used
incorrectly—not done in excess-return
space, expected returns are used but not
expected variances and correlations—it
reinforces investors’ biases against glo-
bal investment as well as global asset
allocation. The resulting portfolios do
not look appropriate, and managers
attempt to sell the product by putting
constraints on the optimization. “Con-
strained optimization” sounds good,
but it is the worst kind of error. In the
financial markets, investors and manag-
ers want robust solutions. When we
constrain our optimizations, we are

guaranteeing that we do not have robust
solutions. When we are wrong, we are
going to make big mistakes.

Conclusion

To do asset allocation correctly, start
with a premise that no one knows the
future. Forecast excess returns, make
guesses, have a sense of how good a
guesser you are and in what direction
those guesses line up, and then do not
constrain the system. Let it do its duty.

Consistency—in excess returns, ex-
pected returns, volatility, and correla-
tions—is the key. You do not have to
have the fanciest model in the world.
Youdonot have tohave the most sophis-
ticated system to use portfolio theory
effectively. Go back to the basics.

In global asset allocation, as soon as
you operate in excess-return space, the
model will come up with portfolios that
have lots of global assets. In a global
optimization, portfolios look the same
to European and U.S. investors, who can
then simply use the cheapest contract in
the world, the currency forward con-
tract, to translate the returns to home-
country currency. Going back to the
basics of modern portfolio theory allows
you to not know the future but still pro-
vide your clients with good returns.
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