PERSPECTIVES ON TACTICAL ASSET ALLOCATION

(AKA SECTOR ROTATION)

But has TAA worked better than bonds?
Is TAA versus bonds the right comparison?
Probably not. But to answer this question, we must first identify the all-important investment timeframe. I’m assuming here that
the investor is targeting needs arriving between 5 and 20 years in the future. Therefore, their investment holding period or time
horizon is 5 to 20 years.
For such an investor, a pure 100% bond portfolio won’t work. It won’t be able to generate the needed returns. Similarly, a pure
100% stock portfolio won’t work. It’ll be too volatile, exposing the investor to an undue likelihood of having to liquidate at an
unfortunate point in time (when their account value is down).
The common-place solution has been the balanced portfolio. A portfolio that maintains an allocation to both stocks and bonds.
Within such a portfolio, the role that bonds play is NOT to generate current income. Such suggestions are misleading and
counter-productive. They’re just plain wrong.
Instead, the role that bonds must play within a balanced portfolio is to adequately tame the unruly behavior of stocks . . . during
the periodic and inevitable stock bear markets that come along. When bonds play their role successfully, it allows the balanced
portfolio investor to feel relatively confident that their needs will be well met.
Thus, the relevant comparison is TAA versus a balanced portfolio containing both stocks and bonds. Moreover, the comparison
needs to focus on what happens during stock bear markets - who did better, TAA or the balance portfolio alternative. The
following analysis assumes a relatively short investment time horizon of just 5 to 10 years.

Does it matter whether interest rates are rising or falling - Yep, it sure does!
Recall the inverse relationship between interest rates and bond prices. When interest rates are rising, bond prices are falling. For
this reason, it becomes much more difficult for bonds to play their necessary role within a balanced portfolio during a rising
interest rate environment. In fact, much harder!
Fortunately, since 1981 interest rates have been falling. Since 1981 bond prices have been rising. This has made it much easier
for bonds to successfully play their necessary role. Unfortunately, after approaching zero, interest rates are now rising, and bond
prices are falling. Historically, interest rates have either risen or fallen over long multi-decade episodic periods. The following
graphic depicts recent history for the current yield on a simple vanilla 10-year U.S. Treasury bond.
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Three bear markets when interest rates fell from 16% down to ½%
To evaluate the performance of TAA versus a balanced stock/bond portfolio, we must assume a specific TAA portfolio. We call
our hypothetical TAA portfolio the though-experiment portfolio. It allocates 21.8% to U.S. stocks, 26.0% to international
stocks,12.9% to U.S. Treasury bonds, 34.4% to liquid investment grade U.S. corporate bonds, 0.6% to high-yield bonds, 1.1% to
international bonds, 1.3% to gold, and 1.9% to other commodities. But since it’s a TAA portfolio, it overweights recent relative
winners and underweights recent relative losers - this is the inherent essence of all TAA portfolios. The disclosure language at
the end of this discussion provides greater detail on the TAA thought-experiment portfolio’s construction.
Interest rates have been falling since 1981. During this period, we experienced three stock bear markets. The following table
identifies these three bears and provides the relevant performance for the TAA thought-experiment portfolio along with several
comparative balanced stock/bond portfolios.

When interest rates fell for 39 years (ending in late-2020)
Narrow U.S.
benchmark

Broad U.S.
benchmark

Broad global
benchmark

25% S&P 500 Index,
75% 10-year US
Treasury bonds

25%/75% mix, broadly
diversified across all US
stocks and bonds

25%/75% mix, broadly
diversified across all US
and Int'l stocks and bonds

-11.2

-6

-6.2

-2.7

-47

6.7

5.3

1.4

1.5

-52

-1.6

-4.1

-10.3

-14.1

Bear market
started

Lasted
(months)

U.S.
stocks
fell (%)

TAA thoughtexperiment
portfolio (%)

8/31/1987

3

-30

8/31/2000

25

10/31/2007

16

Average

-2%

-4%

Note that the average performance for the TAA thought-experiment portfolio was -2% during these three bear markets. In
contrast, the average performance for the various balanced stock/bond portfolios was a less attractive, less helpful -4%.
This demonstrates a +2% advantage favoring TAA over balanced stock/bond portfolios.

The previous three bear markets when interest rates rose from 1½% up to 16%
Prior to 1981, interest rates rose for 36 years. They rose with shocking consistency and vigor. And as a result, bond prices fell
with similar uniformity. During this period, the U.S. stock market also experienced three bear markets. How did TAA perform
during these three stock bear markets? And how did the balanced portfolio alternatives perform, better or worse?
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When interest rates rose for 36 years (ending in late-1981)
Narrow U.S.
benchmark

Broad U.S.
benchmark

Broad global
benchmark

25% S&P 500 Index,
75% 10-year US
Treasury bonds

25%/75% mix, broadly
diversified across all US
stocks and bonds

25%/75% mix, broadly
diversified across all US
and Int'l stocks and bonds

-2.1

-5.7

-3.4

-2.5

-35

1.9

-10

-10.2

-3.2

-52

23.5

-11.4

-10.7

-6.3

Bear market
started

Lasted
(months)

U.S.
stocks
fell (%)

TAA thoughtexperiment
portfolio (%)

5/31/1946

21

-37

11/30/1968

19

12/31/1972

21

Average

+8%

-7%

Note that the average performance for the TAA thought-experiment portfolio was +8% during these three bear markets. In
contrast, the average performance for the various balanced stock/bond portfolios was a less attractive, less helpful -7%.
This demonstrates a +15% advantage favoring TAA over balanced stock/bond portfolios. This large advantage favoring TAA over
traditional balanced stock/bond portfolios shouldn’t surprise anyone. When interest rates are rising, bond prices are falling.
Falling bond prices make it very difficult for bonds to play their necessary role within a balanced portfolio - they often hurt
instead of help!

Conclusions
Being well-protected during the next stock bear market - Most of us weren’t around or have forgotten what it’s like to be an
investor when interest rates are rising from 1½% to 16%. During such environments, bonds are useful investment instruments,
but they behave very differently from what we’ve experienced over the last 40 years. Failure to taken this profound difference
into account will likely end in failure.
Trust but verify - One of our nation’s past presidents often used the phrase “trust but verify.” This is a prudent approach when
dealing with all investment strategies. Thankfully, the portfolio construction rules and the underlying data that define the
thought-experiment portfolio are fully transparent and readily available. It is a simple and straightforward exercise to confirm
the validity of the numbers presented above. And we will help anyone who would like to give it a try.

Next steps
Your financial advisor has a menu of possible investment solutions. The solution that is most appropriate to your unique needs
and circumstances can only grow out of a meaningful discussion with your advisor. Reach out to them, talk with your advisor.

Rob Brown, CFA, PhD
Julex Capital Advisory Board Member
Website www.robbrownonline.com
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Important disclosures
It is not possible to invest, directly, in an index.
It is not possible to invest, directly, in any index referred to in this document.
Past performance is not an indicator of future results.
All performance appearing in this document is hypothetical and back-tested. Any hypothetical back-tested information provided herein is illustrative only and
derived from a proprietary model designed with the benefit of hindsight based on certain data (which may or may not correspond with the data that someone
else would use to back-test the portfolio) and assumptions and estimates (not all of which may be specified herein and which are subject to change without
notice). The results obtained from different models, assumptions, estimates and/or data may be materially different from the results presented herein and such
hypothetical back-tested information should not be considered indicative of the actual results that might be obtained from an investment or participation in a
financial instrument or transaction referencing the portfolio.
Fees, internal embedded expense ratios, and sales charges have not been subtracted from any of the performance results appearing in this document.
The information in this document is for the purpose of information exchange.
This is not a solicitation or offer to buy or sell any security.
You must do your own due diligence and consult a professional investment advisor before making any investment decisions.
The use of a proprietary technique, model, or algorithm does not guarantee any specific or profitable results.
The risk of loss in trading securities can be substantial. You should therefore carefully consider whether such trading is suitable for you in light of your financial
condition. No strategy, including asset allocation and diversification, can assure success or protect against loss. Stock investing involves risk, including loss of
principal. Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as interest rates rise and bonds are subject to
availability and change in price. International debt securities involve special additional risks. These risks include, but are not limited to, currency risk, geopolitical
and regulatory risk, and risk associated with varying settlement standards. These risks are often heightened for investments in emerging markets. International
debt securities involve special additional risks. These risks include, but are not limited to, currency risk, geopolitical and regulatory risk, and risk associated with
varying settlement standards. These risks are often heightened for investments in emerging markets. The fast price swings in commodities and currencies will
result in significant volatility in an investor’s holdings.
All information contained in this document is believed to come from reliable sources. We do not warrant the accuracy or completeness of information made
available and therefore will not be liable for any losses incurred.
The composition of a benchmark, index, or portfolio may not reflect the manner in which an Integrated Financial Partners portfolio is constructed in relation to
expected or achieved returns, investment holdings, portfolio guidelines, restrictions, sectors, correlations, concentrations, volatility, or tracking error targets, all
of which are subject to change over time.
No representation or warranty is made as to the reasonableness of the assumptions made herein.
The data underlying the results, is monthly total return index data. This index data starts on 01/31/1919 and ends on 2/1/2021 and was provided by Global
Financial Data, Inc., San Juan Capistrano, CA on 2/24/2021. Global Financial Data, Inc. can be reached at www.globalfinancialdata.com.
Narrow U.S. benchmark - is 25% the S&P 500 Index and 75% 10-year U.S. Treasury bonds. This benchmark uses monthly rebalancing at month-end values.
Broad U.S. benchmark - is 25% U.S. stocks and 75% U.S. bonds. U.S. stocks are defined as an equal-weighted mixture of the seven indices that are listed below
under U.S. Stock Indices. U.S. bonds are defined as an equal-weighted mixture of the ten indices that are listed below under U.S. Bond Indices. This benchmark
uses monthly rebalancing at month-end values.
Broad global benchmark - is 25% global stocks and 75% global bonds. Global stocks are defined as an equal-weighted mixture of the sixteen indices that are
listed below under U.S. Stock Indices and International Stock Indices. Global bonds are defined as an equal-weighted mixture of the eleven indices that are listed
below under U.S. Bond Indices and International Bond Indices. This benchmark uses monthly rebalancing at month-end values.
The thought-experiment portfolio was constructed as follows:
•

The portfolio consists of the seven best performing asset classes, as measured over the prior eleven months, just completed (plus a fixed/permanent
0.7% allocation to cash equivalents (using the GFD Indices USA Total Return T-Bill Index) and a fixed/permanent 29.3% allocation to liquid investment
grade U.S. corporate bonds (using the Dow Jones Corporate Bond Return Index)).
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•

The seven best performing asset classes are revised once each month at month-end closing values.

•

The portfolio is rebalanced monthly, and uses scaled weights (as opposed to equal-weights) at all times (in addition to the constant 0.7% allocation to
cash equivalents and the 29.3% allocation to liquid investment grade U.S. corporate bonds).

•

The seven best performing asset classes are selected from the 32 passive indices listed below under the sections titled: U.S. Stock Indices, U.S. Bond
Indices, International Stock Indices, International Bond Indices, and Commodities.

7

U.S. stock
sectors

9

International
stock sectors

1

Industrial &
agricultural
commodities

1

Inflation
protection

5

U.S. Treasury
bond sectors

5

Specialized
bond sectors

4

Precious
metal
sectors

•

The term “seven best performing” is defined as which seven asset classes (drawn from the 32 passive indices) had current month-end index values that
were the furthest above (in proportionate percentage terms) their respective average levels over the just completed eleven months (using month-end
total return index levels).

•

The seven best performing asset categories are not equal-weighted, instead, they use scaled weights. Scaled weights are used because this increases the
probability (or likelihood) of the portfolio generating at least 4.0% compound annual return over a randomly selected 7½-year rolling time window. For
example, liquid investment grade U.S. corporate bonds are weighted more heavily than are international stocks. Similarly, commodities other than gold
are weighted more lightly than are international stocks.

•

You may request to receive the:
o

Historical monthly asset class weightings for the portfolio from your advisor. This data shows the exact composition of the portfolio, month-bymonth, throughout its entire history.

o

Average weightings to the eight major asset categories comprising the portfolio since inception. These major asset categories are defined as:
U.S. stocks, International stocks, U.S. Treasury bonds, Liquid investment grade U.S. corporate bonds, U.S. high yield bonds, International fixed
income, Gold, and Other commodities.

o

Assumed one-way transactions costs for each of the 32 asset categories. These range from a low of 0 basis points for the GFD Indices USA Total
Return T-Bill Index to a high of 36.84 basis points for Palladium. Therefore, the round-trip transactions costs would be double these numbers.

U.S. Stock Indices - (1) S&P 500 Total Return Index (w/GFD extension), (2) S&P 500 Utilities Total Return Index 55, (3) Dow Jones Industrials Total Return Index,
(4) Dow Jones Transportation Average Return Index, (5) S&P 500 Industrials Total Return Index 20, (6) Energy (Fama French, Market value-weighted portfolio,
Total returns, Market broken into 10 industry portfolios), and (7) HiTech (Fama French, Market value-weighted portfolio, Total returns, Market broken into 10
industry portfolios).
U.S. Bond Indices - (1) GFD Indices USA Total Return T-Bill Index, (2) USA 30-year Government Bond Return Index, (3) USA 5-year Government Note Total Return
Index, (4) USA 3-year Government Note Return Index, (5) GFD Indices USA 10-year Government Bond Total Return Index, (6) BofA Merrill Lynch US InflationLinked Treasury Total Return Index, (7) Dow Jones Corporate Bond Return Index, (8) GFD Indices USA Total Return AAA Corporate Bond Index, (9) Bloomberg
Barclays US Aggregate Bond Index, and (10) Bank of America Merrill Lynch US High Yield Master II Total Return Index Value.
International Stock Indices - (1) UK FTSE All-Share Return Index (w/GFD extension), (2) Japan Topix Total Return Index, (3) Germany CDAX Total Return Index
(w/GFD extension), (4) Australia ASX Accumulation Index-All Ordinaries, (5) OMX Helsinki All-Share Gross Index - Finland, (6) OMX Stockholm Benchmark Gross
Index (GFD extension - Sweden, (7) OMX Copenhagen All-Share Gross Index - Denmark, (8) France CAC All-Tradable Total Return Index, and (9) Brussels All-Share
Return Index (w/GFD extension) - Belgium.
International Bond Indices - (1) GFD Indices World x/USA Countries Government Bond GDP-weighted Return Index.
Commodities - (1) Gold Bullion Price-New York (US$/Ounce), (2) A basket of precious metals consisting of gold (0.030oz), silver (1.100oz), platinum (0.004oz),
and palladium (0.006oz), (3) Reuters CRB Total Return Index (w/GFD extension), (4) Silver Cash Price (US$/Ounce), (5) Palladium (USD per Troy Ounce).
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