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Keith V. Smith

Quarterly recommendations by national brokerage firms since the third quarter of 1989
provide an opportunity to compare different approaches to asset allocation. To follow
a brokerage firm’s recommendation every quarter is to practice tactical asset alloca-
tion. Both the length of the investor’s decision horizon and brokerage commissions that
are incurred when portfolio changes are made impact investment performance, and
both contribute to the risk experienced by investors. Buy-and-hold and strategic asset
allocation would have served investors better than tactical asset allocation during the

first half of the 1990s.

I. INTRODUCTION
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In a recent article in this Review, Walker and Hatfield (1996) investigated the question of

«

in the Wall Street Journal can be used advantageously by individual investors. The authors
concluded that it may be possible for professionals to identify attractive securities, but that
ability may be offset by the transaction costs necessary to implement their recommenda-
tions. The authors also reminded readers that individual security selection decisions logi-
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Every quarter on an ongoing basis, the Wall Street Journal also reports the recom-
mended asset allocations (i.e., stocks, bonds, and cash) of the large national brokerage
firms.! The recommendations tend to change over time, and so investment strategists at
those firms must believe that they can successfully predict when stocks, bonds, and cash
are likely to do well as asset categories. If investors follow the brokerage ﬁ rms and change
their asset allocations each quarter, they are engaging in market timing, an activity whose
value has been seriously questioned by some researchers.

In this paper, “investment horizon” is defined as the time span between investment
decisions, and with the idea that investors may decide not to change their portfolio blend
every quarter. If an investor changes the portfolio biend just two times per year, then he/
she behaves as if the investment horizon is six months. A change of blend every calendar
quarter would reflect an investment horizon of three months. So even though the brokerage
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firms are making asset allocation recommendations at least every quarter, investors may
choose to adopt longer investment horizons and change their portfolio blends less often.
The quarterly Journal recommendations provide a window of opportunity for examin-

hp imnact of investment horizon on asset allocation decisions. After reviewino the rel-

in npa men zon on asset cisions. After reviewing the rel-

evant literature on asset allocation, we carefully investigate how investors would have
fared had they followed the brokerage firm recommendations over time. We examine the
impact of brokerage commissions on ensuing portfolio performance. We consider the risk
that investors face when the follow the asset allocation recommendations of the national
brokerage firms. We find that strategies of buy-and-hold and/or strategic asset aliocation
would have served investors better than a strategy of tactical asset allocation during the
first half of the 1990s.

II. NATURE AND IMPORTANCE OF ASSET ALLOCATION

Asset allocation is a decision-making process in which the investment funds of an individ-
ual or a group of individuals are allocated to investment categories rather than to individual
assets. Studies by Brimson, et.al. (1986,1990) have shown convincingly that allocation of
investment funds to asset categories is far more important than the selection of individual
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The simplest breakdown for asset allocation is into just two categories: fixed income
(bonds) and equity (common stocks) securities. Broader schemes of asset allocation
include categories such as large- and small-capitalization common stocks, government and
corporate bonds, real estate, gold, commodities, international securities, and venture capi-
tal opportunities. But the most common scheme for asset allocation is into three catego-
ries--stocks, bonds, and cash. That is what the brokerage firms tend to do, and that scheme
is used in this study.

A number of prior studies of asset allocation are germane to what we do here. A
decade ago, Sharpe (1986) suggested a useful taxonomy for asset allocation that included
strategic, tactical, and insured approaches. The significant difference between strategic and
tactical approaches to asset allocation is that a strategic allocation calls for an investor to
hold constant a recommended blend over time, while a tactical allocation periodically
reassesses the portfolio blend and makes appropriate adjustments. In that sense, strategic
asset allocation employs a longer investment horizon than does tactical asset allocation,
which really is more of a market timing approach. An even less active approach is
buy-and-hold, where no portfolio adjustments are made once an initial portfolio of asset
categories is purchased.

Asset allocation decisions can be made in a variety of ways. Four specific strategies
were compared by Perold & Sharpe (1988). Smith (1574) suggested a weighted-average
measure of suitability for making asset allocations, while Tarrazo (1997) provided an alter-
native approach using fuzzy-set theory. Waring (1994) explained how mean-variance opti-
mization can be used to structure portfolios for 401(k) retirement plans. Black & Litterman
showed how an optimizing approach can be applied to international bond portfolios, but
with outlooks for interest rates and currencies being compared to expected returns from an

asset pricing model.
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Another approach in asset allocation studies is to examine investor portfolios to try
and infer investment attitudes about risk. Blume & Friend (1975) examined Federal
Reserve Board data and concluded that individuals seem to maintain their percentage mix
of riskier and safer investments and thus exhibit constant relative risk aversion. In contrast,
Cohn, et.al. (1975) used cross-sectional brokerage firm data to infer decreasing relative
risk aversion, which is a tendency to put a larger percentage of wealth into riskier invest-
ments as wealth increases.

There also are different findings from empirical investigations of just how well vari-
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Sharpe (1975), Henriksson (1984), and Jeffrey (1994) provide ex post evidence that market
timing and tactical asset allocation do not add value. The mood of the popular press [e.g.
Clements (1995)] also is not very encouraging toward strategies of market timing and tac-
tical asset allocation. Some hope was provided by Phillips, et.al. (1996). The authors exam-
ined the performance of eleven managers who use tactical asset ailocation to manage
institutional portfolios. Using performance data net of management fees, they found that
the managers outperformed appropriate benchmarks during the 1977-87 period, but they
did not continue to do that during the 1988—94 period.

Finally, it is appropriate to mention two recent studies that examined asset allocation
with an ex ante perspective. Smith (1997) looked at the brokerage firm asset allocations in
the sense of how close the recommended portfolios were to efficient portfolios in a

mean-variance space. He found that no single firm is dominant at all, and the difficulty is

that there is no agreement as to the necessary portfolio inputs that are necessary for the
optimization. Bierman (1997) also used an ex ante analysis to revisit the question of what
happens to investment risk when the investment horizon gets longer. He concluded that
lengthening the investment horizon does increase risk at least by some popular measures.

III. RECOMMENDED BLENDS BY NATIONAL BROKERAGE FIRMS

the Wall Stre 1y ! hac nuhlichad an a quarterly hacic the
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recommended asset allocations of leading U.S. brokerage firms. Although sixteen firms
have participated, CS First Boston and Edward D. Jones joined the group in 1994, and
Evelen first appeared in the second half of 1995. Among the other thirteen firms, all have
participated for at least two years, and eight firms have been involved since inception. The
recommended 'Dienus of those mir[een Ilﬂﬂb as reponcu ona quI leny Dd§]b in the J ourncu
constitute the data for this investigation. It should be noted that while some of the broker-
age firms may change their recommendations more frequently, this study utilizes just the
quarter-end blends of the brokerage firms. When on occasion a brokerage firm recom-
mended other categories such as real estate, gold, commodities, and foreign stocks, those
assets were combined with common stocks into a single equity category.

Table 1 includes the recommended percentage allocations for common stocks by the
thirteen national hrnl(m'nop firms at the end of each quarter from the third guarter of 1980

(89-3) through the end of calendar year 1995 (95- 4). For each brokerage firm, for each
quarter, and for the entire horizon, the maximum, minimum, range (maximum minus min-
imum), average, and standard deviation of the common stock recommendations are shown.
The maximum common stock recommendation was 85%, the minimum value was 24%,
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and the range was 61%. For the sample of thirteen brokerage firms, the average common
stock recommendation was 57.4%, while the standard deviation was 10.8%. Overall, there
was considerable diversity in common stock recommendations, and that is one component
of risk experienced by investors who follow the common stock suggestions of the national
brokerage firms.

Brokerage firms also differed considerably in how their common stock recommenda-
tions changed from quarter to quarter. Most brokerage firms provided recommendations
that were multiples of 5%. An exception was Paine Webber whose recommendations
changed by increments and fractions, suggesting that the firm was using an analytical
model that generated more precise percentages. The range of common stock allocations
was highest for Paine Webber (53%) and lowest for Salomon Brothers (5%). While
Salomon Brothers’ asset recommendations did not begin until the end of 1992, they have
been either 45% or 50% for common stocks in every subsequent quarter. Over time, the
average common stock recommendation was highest (65.2%) at the end of December
1991; it was lowest (50.1%) at the end of September 1990.

Table 2 provides further detail by including recommendations for bonds and cash,
along with that for common stocks. The maximum, minimum, average, and standard devi-
ations of recommendations by brokerage firms for stocks, bonds, and cash during the
1989-95 period are reported. In addition to the 57.4% average for common stocks already
reported, we see that the average recommendations were 30.6% for bonds and 12.0% for
cash. The only firm recommending a zero percentage for bonds was Prudential (on three
occasions), while a total of eight firms recommended a zero percentage for cash at least
once.

Ranges are not included in Table 2, but further inspection of the quarterly data reveals
that the range both for common stocks and cash was 61%, followed closely by a 55% range
for bonds. Average recommendations for each quarter also are not included in Table 2, but
it can be reported that the highest value for bonds was 37.1% at the end of 1990, while the
lowest was 23.9% at the end of third quarter 1993. For cash, the highest average was 20.7%
at the end of 1989, while the lowest was 2.6% just two years later. Overall, there was con-
siderable diversity among the brokerage firms in their suggested allocations among the
three asset categories.

While some brokerage firms occasionally did not change their recommended blends
from one quarter to the next, the historical pattern does suggest a strategy of tactical asset
allocation by the national brokerage firms. Part of the risk experienced by investors who
follow the advice of the brokerage firms may be that considerable changes in their portfo-
lios must be made in order to remain in step with the tactical asset allocation recommenda-
tions. It remains to be seen here if such changes in asset allocations add value for investors.

IV. PERFORMANCE BENCHMARKS

In order to investigate the impact of asset allocations on investor performance, the Standard
& Poor’s 500 Composite Index (S & P 500) was used a measure of the level of common
stocks. The level of bonds was portrayed by an index of long-term U.S. government issues
(U.S. Long%, while the level of cash was portrayed by an index of 90-day U.S. treasury bills
(U.S. Bill).
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A first performance benchmark in what follows is simply how each of those popular
indexes did during a given period of time. In particular, we shall report the wealth relatives
(non-annualized) for price appreciation for the given period. For example, during an ear-
lier time period, the S & P 500 stood at 349.15 at the end of the third quarter of 1989 (89-3),
and it advanced to 451.67 by the end of the first quarter of 1993 (93-1). The resulting
wealth relative benchmark for common stocks was 451.67 / 349.15 = 1.294. The corre-
sponding wealth relative for common stocks for a later time period (93-2 to 94-4) was
459.27/ 451.67 = 1.017, and for the entire time period, the benchmark wealth relative was
459.27/349.15 = 1.315.

A second performance benchmark for each brokerage firm is how an investor would
have done if the recommended portfolio blends were not changed over time. It is essen-
tially a buy-and-hold strategy once an initial blend is implemented. Buy-and-hold also
minimizes transaction costs since no adjustments are made each quarter. The investment
horizon of the investor is simply the total time period. Two versions of buy-and-hold are
calculated for each brokerage firm. One version uses the initial blend recommended by the
firm at the beginning of the time period. Because the achieved result depends only on the
recommended blend at the beginning, we also examine a second version for buy-and-hold
that uses the average blend for the brokerage firm over the total time period. Investors
would not know the average blend at the beginning of the time period, but it is included as
a benchmark that better represents buy-and-hold for a given brokerage firm over time.

A third performance benchmark is strategic asset allocation. A single blend is recom-
mended by each brokerage firm, but adjustments are made to rebalance/restore that partic-
ular blend at the end of each investment horizon, be it one quarter, six months, or a full
year. As such, strategic asset allocation lies between the extremes of tactical asset alloca-
tion on the one hand, and buy-and-hold on the other. Two versions of strategic asset allo-
cation are examined, and they parallel the two versions for buy-and-hold. One benchmark
is strategic asset allocation based on the initial blend at the end of third quarter 1989, while
the other benchmark is strategic asset allocation using the average blend recommended by
each brokerage firm during the time period.

V. EMPIRICAL RESULTS

The research questions are straightforward. How would an investor have fared had he/she
followed the tactical asset allocation recommendations of each national brokerage firm on
a quarterly basis? How does their achieved results compare with the performance bench-
marks discussed in the previous section? And what about risk?

The research design was to examine for each brokerage firm its recommended asset
allocations (for stocks, bonds, and cash) at successive quarter-ends, and to see how the
resulting three-asset portfolio would have done over the next quarter, the next six months,
and the next full year. Because the brokerage firms tended to change their asset allocations
each quarter, it did not seem fruitful to measure the achieved performance of a given port-
folio blend over longer time spans. Such measurements were done for an earlier 14-quarter
time period (89-3 through 93-1) during which ten brokerage firms made recommendations,
a later T-quarter period (93-1 through 94-4) during which eleven firms were suggesting
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asset allocations, and the entire 21-quarter period (89-3 through 94-4) for which eight firms
made recommendations each quarter.

The results are presented in Table 3. The values shown are wealth relatives for price
appreciation based on the market indicators for common stocks, bonds, and cash, respec-
tively. The results are comparable across the sample of brokerage firms involved in each of
the three time periods, as well as with the performance benchmarks that are included for
each time period. Again, the S & P 500 indicator is the benchmark for common stocks, the
US Long indicator is the benchmark for bonds, and the US Bill indicator is the benchmark
for cash.

The “1 Qtr” columns include results when the investor changed asset allocations every
quarter; that is, when her/his investment horizon was three months, and thus coincided with
that of the brokerage firm. The “2 Qtr” columns show results that assume a six-month
investment horizon. In other words, the investor acts on every other (i.e., second) quarterly
asset allocation suggestion by the brokerage firm. Similarly, the “4 Qtr” columns in Table
3 assume that the investor changed their portfolio blends only once per year, which is every
fourth asset allocation suggestion by the brokerage firm. All three choices of investment
horizon necessitate portfolio changes during a longer time period, and thus all three choices
really are examples of tactical asset allocation.

The largest wealth relative in each column is noted. For recommendations during the
earlier time period (89-3 through 93-1), investors would have done better by following the
recommended blends of Kidder Peabody and/or Paine Webber if their investment horizon
was a single quarter. For investment horizons of two quarters, Kidder Peabody produced
the highest wealth relative. And for investment horizons of four quarters, Paine Webber
outperformed the other brokerage firms substantially--essentially a result of their 70%
common stock recommendation at 89-3.

For asset recommendations during the entire time period (89-3 through 94-4), inves-
tors should have followed Goldman Sachs if their investment horizon was either one or two
quarters, but those investors would have done better following Paine Webber if their
investment horizon was four quarters. For the later time period (93-1 through 94-4), inves-
tors should have followed Goldman Sachs for investment horizons of one quarter or a full
year. In contrast, they should have followed Prudential if the investment horizon was six
months in length.

In summary, achieved performance by investors who followed the tactical asset allo-
cation recommendations of national brokerage firms depended on what time period they
were in the security markets, which firm’s advice did they follow, but also the frequency
of portfolio changes as determined by their choice of an investment horizon. No single bro-
kerage firm had the best results for all investment horizons and for all three time periods.

Table 3 also contains the comparable average wealth relatives for stocks, bonds, and
cash during each time period. Those performance benchmarks are for individual asset
types, and thus no portfolio changes are necessary each quarter. Because the brokerage
firms recommended different blends of common stocks, bonds, and cash, the achieved
blended results ended up being greater than the results just for bonds or cash, but less than
the results if investors had decided to be in stock market completely.

The choice of investment horizon thus had an impact on portfolio performance, but it
was not the same in each time period. In the earlier time period, performance was on aver-
age slightly better for shorter investment horizons. For the later time period, performance
was significantly lower for a six-month investment horizon. But for the entire time period,
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the average wealth relative were essentially the same for all three choices of investment
horizon. That means that on average, it didn’t really matter how often investors followed
the advice of the national brokerage firms. That is an interesting result, but as we shall now
see, it is an incomplete picture of the impact of asset allocation recommendations on inves-
tor portfolio performance.

VI. BROKERAGE COMMISSIONS

The impact of investment horizon on asset allocation recommendations is not complete
until transaction costs are considered. Because all investors (both individual and institu-
tional) have different tax situations, we ignore taxes in this investigation, and thus transac-
tion costs are just brokerage commissions. If an investor’s portfolio blend is revised each
quarter (1 Qtr) to follow a brokerage firm’s recommendations, then brokerage commis-
sions will be incurred each quarter. In contrast, if the portfolio blend is revised only once
per year (4 Qir), then brokerage commissions will be incurred only at the beginning and
end of each twelve-month period.

In addition, brokerage costs are not the same for all asset classes. Commission costs
for stocks are generally higher for stocks than they are for either bonds or cash. Let s rep-
resent the one-way percentage commission for common stocks; let b represent the one-way
commission for bonds; and let ¢ represent the one-way commission for cash. Usually, one
would expect s > b > c. We assume that s, b, and ¢ are the same for all brokerage firms.
However, the dollar commissions for an investor following different brokerage firms will
not be the same—because the suggested asset allocations by brokerage firms are different
each quarter, and also because their suggestions vary from one quarter to the next. In what
follows, we assume that s = 1.0%, b = 0.5%, and c = 0.0%.3

Table 4 uses the asset allocation recommendations of A.G. Edwards to illustrate how
brokerage commissions are incorporated into the analysis. The left hand panel includes the
three market indicators, while the middle panel includes the quarterly recommendations of
A.G. Edwards for the entire time period of the investigation. As of 89-3, A.G. Edwards rec-
ommended 45% common stocks, 45% bonds, and 10% cash. The right hand panel of Table
4 determines the impact of brokerage commissions for each of the three choices of investment
horizon. The “Sum” column indicates the available percentage of initial portfolio wealth
before commissions at that point in time. The right-adjacent column in each instance (1 Qtr,
2 Qtr, or 4 Qtr) indicates for that choice of investment horizon the wealth relative after com-
missions are paid to implement A.G. Edwards’ suggested asset allocations.

The available percentage before commissions at the start of the time period (i.e.,
89-3) would be 100%. The after-commissions wealth relative at 89-3 would be
(.01) [100% — (45%)(1.0%) — (45%)(0.5%) — (10%) (0.0%)] = 0.99325, and thus reflects
the initial brokerage costs to construct the recommended portfolio.

Suppose the investor decides on the shortest (i.e., quarterly) investment horizon. Here
is a breakdown of the available percentage three months later at 89-4:

Common stocks (0.99325) (45%) (353.40/349.15) = 45.240%
Bonds (0.99325) (45%) (104.74/101.37) = 46.182
Cash (0.99325) (10%) (100.48/99.23) = 10.058

Available percentage 101.480%
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TABLE 5
Comparison between Actual and Recommended Asset Proportions at 89—4, and the
Necessary Adjustments.

Actual Weight Recommended Adjustment
Common stocks 45.240/101.480 = 44.580% 45% Buy
Bonds 46.182/101.480 = 45.508% 45% Seil
Cash 10.058/101.480 = 9.912% 10% Buy

These component and total percentages facilitate a comparison between actual and recom-
mended asset proportions at 89-4, and the necessary adjustments that must be made (see
Table 5).

In this instance, the necessary adjustments are not large, because A.G. Edwards did not
change their recommended proportions from 89-3 to 89-4.

The after-commission wealth relative at 89-4 would thus be given as

(.01)(101.48)[1 — (.01) | .44580 — .45 | — (.005) | .45508 — 45 | —0] = 1.01473

Absolute values are used in the expression because some adjustments are to buy more of an
asset category, while other adjustments are to sell some of an asset category.

Similar calculations are done for each quarter, except that at the end of the time period
(95-1), the portfolio holdings are assumed to be sold. The final after-commission wealth
relative (1 Qtr) is 1.22280, which means that the investor’s wealth increased by 22.28%.
That is a “cash-to-cash” result in that brokerage commissions are incurred at the beginning,
at each quarter adjustment, and at the end of the time period.

Alternatively, if the investor selected a six-month investment horizon, then portfolio
adjustments would be made every other quarter. The result is an after-commission wealth
relative (2 Qtr) of 1.24874, which is about 2.6% higher than the former. And for a full year
investment horizon with adjustments just once per year, the result is 1.23170 and thus
between the results for shorter investment horizons. The results are comparable for each of
the three investment horizons because portfolios are constructed at 89-3, and they are lig-
uidated at 95-1. Differences are in how often the portfolios are adjusted.

By changing all the commissions to zero, it is possible to obtain a before-commission
wealth relative for each investment horizon, as well as a wealth relative that reflects aggre-
gate brokerage commissions for the time period. For example, the 1 Qtr before-commis-
sion wealth relative was 1.25559 for A.G. Edwards. Because wealth relatives are
multiplicative, the aggregate brokerage commission wealth relative also can be calculated.
For A.G. Edwards, it was 1.22280 / 1.25559 = .97388, or about 2.6% for the entire time
period.

Table 6 presents in wealth relative terms the before-commission performance, the
aggregate brokerage cost for the time period, and hence the after-commission performance.
Results are presented for three different investment horizons, as well as for each of eight
brokerage firms that made recommendations during the entire time period (89-3 through
94-4).4 First, we note as expected that the wealth relatives for brokerage commissions
increased with the length of the investment horizon. The effective commission averaged
3.0% (1 - 0.970) for a quarterly horizon, 2.6% for a six-month horizon, and 2.3% for a
full-year investment horizon. Second, the highest wealth relative is noted for each invest-
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ment horizon, both before and after brokerage commissions. Investors who followed Gold-
man Sachs did the best for both 1 Qtr and 2 Qtr investment horizons, while investors who
listened to Paine Webber did the best for the 4 Qtr horizon.

Brokerage commissions overall did not change those particular results, but rankings
of performance for all eight firms did change when commissions were brought into the
picture. In other words, there were instances when commissions from more frequent port-
folio revision did offset the advantages of changing portfolio blends every quarter, or
more frequently. Naturally, it is the after-commission results that ultimately matter to
investors. Table 6 also reports the corresponding wealth relatives for individual invest-
ments (in common stocks, bonds, and cash, respectively) both before and after brokerage
commissions.

A key extension of the results in Table 6 is to examine how well tactical asset alloca-
tion measures up to alternatives such as buy-and-hold and strategic asset allocation, when
brokerage commissions are included. That was mentioned at the outset as one of the moti-
vating questions for this investigation. By holding the asset allocations of a given broker-
age firm constant over time, and repeating the calculations, the effect of strategic asset
allocation can be analyzed. In turn, the effect of a buy-and-hold strategy can be determined
if there are no interim adjustments between purchasing the three-asset portfolio at the
beginning of the time period and selling that portfolio at the end.

In Table 7, the after-commission wealth relatives for tactical asset allocation by eight
national brokerage firms during the entire time period (89-3 through 95-1) are included in
the left-hand panel. The results of strategic asset allocation for the same period appear in
the next two panels, followed by the buy-and-hold results in the right-hand panel. For both
strategic asset allocation and buy-and-hold, there are two versions. One version uses the
initial brokerage firm suggestions at 89-3, while the other version uses the average recom-
mendations of each brokerage firm during the entire time period.

For tactical asset allocation, investors following Goldman Sachs experienced the high-
est wealth relative for 1 Qtr and 2 Qtr investment horizons, while Paine Webber’s investors
did the best for a 4 Qtr investment horizon. For strategic asset allocation, Dean Witter pro-
vided the best performance if their investors maintained their initial recommendations, but
Goldman Sachs was best if their investors utilized the average recommendations through-
out the time period. For buy-and-hold, the results are the same. Investors following Dean
Witter did the best if they maintained the initial (8§9-3) blend, while investors following
Goldman Sachs did the best if they utilized their average suggestions in a buy-and-hold
strategy.

Further perspective is available if the results in Table 7 are examined by investment
horizon rather than by type of asset allocation. For an investment horizon of one quarter,
the best result was strategic asset allocation using Dean Witter’s initial blend of 85% com-
mon stocks and 15% bonds. For an investment horizon of six months, the best result is the
same. But for an investment horizon of twelve months, the best result would have been for
investors who followed Paine Webber’s asset allocation recommendations every four
quarters.

Finally, if one examines just the average results for the sample of eight national bro-
kerage firms, the best result was buy-and-hold over the entire time period using the initial
recommendations at the end of the third quarter of 1989. That result, 1.270, is second (in
Table 7) only to the 1.381 result that would have been achieved in investors followed Paine
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Webber’s suggestions, but with only a single revision each year. That is strong evidence
against the advisability of tactical asset allocation, especially if it is done quarterly.

VII. RISK

The final question concerns the risk that investors face if they follow the asset allocation
recommendations of the national brokerage firms. Risk thus far has been reflected in the
variability of common stock, bond, and cash recommendations from the third quarter of
1989 through the end of 1995 for the sample of thirteen brokerage firms. Variability was
seen to be greater for some firms and less for others. Variability of recommendations also
tended to change from one quarter to another during the entire time period. Risk perspec-
tive also was reflected in the variability of appreciation for the market indicators chosen for
common stocks, bonds, and cash, respectively. So investors’ first experience with risk is a
result of their choices of asset categories to consider, and a particular brokerage firm’s rec-
ommendations to follow.

We saw that price appreciation depends on the particular time period in which asset
allocation recommendations are followed. If it happens to be a time span (like 89-3 through
95-1) when stocks do better than bonds or cash, then common stock recommendations of
the most “bullish” brokerage firms will lead to the best performance. It is quite the opposite
in periods of time when bonds, or even cash, perform better than common stocks. So inves-
tors’ second experience with risk is when they select a particular time span in which to try
to benefit by following the advice of a brokerage firm.

Investors also must select an investment horizon, defined in this paper as the time
between investment decisions. If shorter horizons lead to greater turnover among the asset
classes, and thus to greater brokerage commissions, it may actually detract from achieved
performance. The title of this paper indeed suggests that investors’ third experience with
risk is in their choice of a particular investment horizon.

Investors’ fourth experience with risk is in their overall decision about asset allocation
itself. Our investigation was motivated by the tactical asset recommendations of the
national brokerage firms. As one performance benchmark, we looked at strategic alloca-
tion, wherein investors re-balanced or restored the recommended asset allocations of a
given firm at each investment horizon. As another performance benchmark, we examined
buy-and-hold, wherein investors simply began with a recommended asset allocation and no
further adjustments were made during the time period. The results presented in Tables 6
and 7 readily attest to the wide variety of outcomes that occurred as a result of investor
choices among buy-and-hold, strategic asset allocation, and tactical asset allocation fol-
lowing the recommendations of the national brokerage firms.

To summarize the presence of risk, consider again the results for Dean Witter. If inves-
tors had followed that firm’s tactical recommendations for the entire period, their achieved
performance would have been considerably below the sample average, regardless of invest-
ment horizon. If investors instead had adopted Dean Witter’s 89-3 recommendations, and
made periodic adjustments to restore that blend (i.e., strategic asset allocation), they would
have done better than average, and in fact better than by following any of the other seven
firms. Investors’ achieved performance would have been better than that if they had followed
Dean Witter’s 89-3 recommendation, but in a buy-and-hold strategy. The best result, of
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course, would have been achieved by investors who simply bought and held common stocks
for the entire time period.

VIII. CONCLUSION

An important message of this empirical study is that investment horizon is a critical
factor in how individual investors make and implement their asset allocation decisions.
Brokerage commissions also play an important role as investors try to determine just how
often they should follow the asset allocation recommendations of a national brokerage
firm. And we have taken a qualitative look at some of the dimensions of risk that investors
face in their asset allocation choices.

In sum, the quarterly Wall Street Journal practice of reporting the recommended asset
allocations of national brokerage firms is an interesting look at how market prospects are
viewed by those firms. However, to implement their tactical asset allocation recommenda-
tions every quarter may not be in the best interest of investors. Alternatively, strategic asset
allocation, and even the simpler buy-and-hold strategy, together with their savings of bro-
kerage commissions, may indeed be investment strategies that should be thoughtfully con-
sidered by many investors.

NOTES

1. The series of articles under the general title “Your Money Matters” are written by J. R.
Dorfman, staff reporter of the Wall Street Journal. Helpful comments on this paper were provided by
Mr. Dorfman, as well as by Professors S. Badrinath, S. Chakravarty, and M. Cooper.

2. In their performance calculations, the Wall Street Journal uses the S & P 500 and U.S.
treasury bills as surrogates for common stocks and cash, respectively, but they use Merrill Lynch’s
corporates/governments domestic master bond index for bonds. The source of data for the three mar-
ket indicators used in this study was the Security Price Index Record Statistical Service, which is pub-
lished annually by the Standard & Poor’s Corporation.

3. Aslong as s > b > ¢, modest changes in the commission levels for common stocks, bonds,
and cash do not change the empirical results of this investigation.

4. To conserve space, and because the results are very similar, we do not extend the exhibits
to include either the earlier or later time periods.
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