Asset Allocation

Adding Value in a Positive Sum Game

Nearly everyone has heard the investment advice:
“diversify your portfolio.” The concept of diversification
has attached itself to the homely advice, “don’t

keep all your eggs in the same basket” The average
understanding of this concept appears to be: invest

in more than a few companies, for if any one of those

investments goes poorly it’s not financially significant.

While this understanding scratches the surface, the true
meaning of the advice, when given properly, is nuanced.
There’s diversification within an asset class and the
concept of what type of risk should be compensated
with expected return. And then there’s diversification
amongst asset classes and the ability it gives to every
investor to improve her return for the level of risk she’s

willing to take.

To operate with this broad view and to focus one’s
energies on combining asset classes thoughtfully is a
way to improve investment outcomes at no expense to
anyone else. It's simply organizing risk intelligently,
such that the risks are often offsetting, resulting in a

smoother path to a sought-after return.
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One may own one asset class, for

example, the U.S. stock market, and

combine it with a risk-free U.S. Treasury
bill. By controlling the percentage mix
of these two assets classes, one may
select along a straight line her expected
risk and return profile.
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However, if an investor expands the number of asset classes she’s willing

to participate in, something interesting happens to the feasible set of risk-

and-return combinations available. The
expected return exceeds any possible
combination of two asset class returns,
even though each of the individual asset
classes underperforms the expected

return of the combined portfolio.
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The addition of the third assct class enables an expected risk/retum profile
that is no longm' a sl:ra.i.g['u: line, and falls appmciab]y ['lighcr than the two
assct class portfolio expected return.
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In finance, we use some advanced mathematics to solve for the maximum return
achievable for any level of risk, and plot what’s called the efficient frontier of portfolio

options, as shown in the multi-asset class Continued blending of a portfolio to include additional
. assct classes further cxpancls cxpcctod risk/return benefits, uh:ima(:.ly

portfolios graphed here. The more unique asset providing an optimal portfolio mix for an individual investor
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you don’t need to outperform anyone else within an asset class to achieve a far superior

experience.

But within any single asset class the opportunities to outperform others is significantly
different. We discuss those differences in our paper on efficient markets, the second in

our five part series on understanding investing.

This white paper has been prepared solely for informational purposes, and is not an offer to buy or sell, or a solicitation of an offer to
buy or sell, any security, product, service or investment. The opinions expressed herein are solely the opinion of Heritage Financial
Services and do not constitute investment advice and are subject to change without notice. Heritage customizes client portfolios based
on individuals financial situations. Various components of this paper may not be relevant to each client’s personal portfolio due to,
without limitation, portfolio legacy securities, portfolio size, accounts with limited investment options, tax considerations, investment
accreditation and personal preferences. Past performance may not be indicative of future results.

Established in the Boston area since 1995, Heritage Financial is a wealth management
firm focused on delivering highly personalized solutions with the credibility and sophis-
tication of expert financial advice and experienced investment management.
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