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Asset Allocation – Pie in the Sky 
 
Harry Markowitz, the founder of Asset Allocation, was recently quoted in Barron’s saying that his personal liquid investments 
consist of six individual stocks, a small cap ETF (index fund), and an emerging markets ETF.  He also stated that he doesn’t own 
any bonds and considers his two houses as proxies for fixed income.  Wow, this is hardly what today’s financial industry would 
classify as a “diversified” portfolio, yet this is the very guy that invented the whole theory behind Asset Allocation, today’s 
industry standard for managing investment portfolios. * 
 
Markowitz introduced what he called Modern Portfolio Theory (MPT) to the academic circles in 1952 which quickly became the 
foundation for diversifying investment portfolios.  He eventually won the Nobel Prize in 1990 which gave him the ultimate 
stamp of approval, even though Warren Buffett famously stated around the same time that “Diversification is protection 
against ignorance.  It makes little sense if you know what you are doing.” 
 
The basic concept behind MPT is a mathematical formula called mean variance optimization.  Essentially this involves weighing 
the risk and return factors for each investment or asset classes and constructing the optimal portfolio to maximize return and 
reduce risk, which he coined the “Efficient Frontier.”  This is actually a fairly simple calculation and works beautifully, except for 
one problem … it only works if you use historical risk/return factors, assume that these factors hold constant moving forward, 
and MOST importantly, assume investors will always act rationally.  **  
 
All you need to do is Google “efficient frontier by decade” and you can see that risk return factors do not exactly hold 
constant.  In fact, they are constantly changing.  For example, bonds outperformed stocks in the 1970s and 2000s with a lot 
less risk. That said, if we know these factors are constantly changing, then in order to find the optimal portfolio mix we can 
make assumptions or guesses when assigning a risk/return factor for each investment. *** 
 
This might have been easier when Markowitz first developed his theory as investors were often limited to US treasuries, 
corporate bonds, and blue-chip stocks.  In today’s world, a portfolio might consist of 15 asset classes, therefore requiring 30 
assumptions.  If just one of these assumptions is incorrect, it could throw off the entire calculation.  But wait, we also need to 
forecast the covariance of each of these asset classes as well - basically the correlation factor for each investment in all 
different types of markets.  As you can see, math starts to get very complicated and the error rate ultimately 
skyrockets.  Unfortunately, like most statistical formulas, the results are only as good as your inputs - garbage in, garbage out. 
 
MPT also assumes that risk and return factors are always symmetrical, which is certainly not the case. For example, if you 
added emerging market stocks to your portfolio at the beginning of 2018, in hindsight, you actually increased your risk and 
lowered your overall return for the year, an asymmetrical outcome. 
 
Of course, one could make the argument that even if the math isn’t perfect, at least Asset Allocation or MPT provides investors 
with a lot of different investments that are somewhat non-correlated and can provide protection in down markets. 
 
Well, that’s true if you assume that all investors are rational and markets are always efficient.  But if there is only one thing we 
learned from 2000 and 2008, it’s that investors are certainly NOT rational!  In fact, they can be highly irrational and when 
investors start to panic, all these different investments and asset classes start to move in tandem.  The correlation of the 
investments goes to 1.00 or better said, the baby gets thrown out with bath water. **** 
 
Take for example 2008, the only place to hide was US treasuries, cash, and some alternative products - so unfortunately when 
investors needed diversification the absolute most; it was not there to help.    
 
 
 



                                                    
 

 

 
 
 
 
 
 
Conversely, in normal market conditions, spreading your investments around to a bunch of different asset classes, by design, 
means there are several things in the portfolio ALWAYS doing poorly.  But just wait … every quarter the portfolio will get 
“rebalanced” by selling some of the winners and buying more of the losers.  A great example - US markets have outperformed 
international markets for 5 of the past 6 years, yet Asset Allocation would have had an investor continue to rebalance out of 
the US and buy more international.  Successful investor Peter Lynch calls this “cutting the flowers and watering the 
weeds.”  We call it throwing good money after bad. ***** 
 
It’s still amazing to us how much money is managed based on what we view as a flawed academic theory that even the 
founder himself doesn’t follow.  And of course, the new trend is now “Robo-Investing” which gets a computer to put together 
these same formulas as opposed to Wall Street’s finest and brightest.  Honestly, if forced to invest this way, you might as well 
do it on the cheap because you’ll probably need to save a hell of a lot more to reach your financial goals! 
 
There’s no questioning Markowitz’s mathematical intellect, but perhaps he titled his work portfolio “Theory” because he 
intended for it to remain in academia and never reach the practical world with such force.  Regardless, Wall Street took it, 
packaged it, sold it, and unfortunately never double checked to see if it worked.   
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*Barrons Magazine – Feb 2018 
**https://www.investopedia.com/terms/h/harrymarkowitz.asp 
***https://www.raymondjames.com/weisswealthmanagement/pdf/efficient%20frontier%20by%20decade.pdf 
****http://www.moolanomy.com/1345/correlation-of-returns-the-reason-why-diversification-didnt-work/ 
***** https://www.cnbc.com/ 
 
DISCLAIMERS 
This material was originally created on 3/2019 and is provided for educational purposes only. The information is not current and should not be viewed or considered as 
investment advice or an investment strategy. All opinions are subject to change without notice. 
 
The companies identified within are shown for illustrative purposes only and should not be deemed a recommendation to purchase or sell the companies mentioned.   

 
This material does not provide individually tailored investment advice. It has been prepared without regard to the individual financial circumstances and objectives of 
persons who receive it. The strategies and/or investments discussed in this material may not be suitable for all investors. Morgan Stanley Wealth Management recommends 
that investors independently evaluate particular investments and strategies and encourages investors to seek the advice of a Financial Advisor. The appropriateness of a 
particular investment or strategy may depend on an investor’s individual circumstances and objectives. 
 
The individuals mentioned as the Portfolio Management Team are Financial Advisors with Morgan Stanley participating in the Morgan Stanley Portfolio Management 
program. The Portfolio Management program is an investment advisory program in which the client’s Financial Advisor invests the client’s assets on a discretionary basis 
in a range of securities. 
The Portfolio Management program is described in the applicable Morgan Stanley ADV Part 2, available at morganstanley.com/ADV or from your Financial Advisor.  
 
Past performance of any security is not a guarantee of future performance. 
MSSB and its Financial Advisors do not provide tax or legal advice. Individuals should seek advice based on their particular circumstances from an independent tax advisor. 
 
International investing may not be suitable for every investor and is subject to additional risks, including currency fluctuations, political factors, withholding, lack of 
liquidity, the absence of adequate financial information, and exchange control restrictions impacting foreign issuers. These risks may be magnified in emerging markets.  
 
The views expressed herein are those of the author and do not necessarily reflect the views of Morgan Stanley Wealth Management or its affiliates. All opinions 
are subject to change without notice. Neither the information provided nor any opinion expressed constitutes a solicitation for the purchase or sale of any security. Past 
performance is no guarantee of future results.  
 
An investment cannot be made directly in a market index. 
 
Dow Jones Industrial Average is a price-weighted index of the 30 “blue-chip” stocks and serves as a measure of the U.S. market, covering such diverse industries as financial 
services, technology, retail, entertainment and consumer goods. An investment cannot be made directly in a market index. 
NASDAQ Composite Index is a market-value-weighted index of all NASDAQ domestic and non-U.S. based common stocks listed on NASDAQ stock market.   
 
S&P 500 Index is an unmanaged, market value-weighted index of 500 stocks generally representative of the broad stock market.  



                                                    
 

 

 
 
 
 
 
Information contained herein has been obtained from sources considered to be reliable, but we do not guarantee their accuracy or completeness.  
 
The appropriateness of a particular investment or strategy will depend on an investor’s individual circumstances and objectives. Principal value and return of an 
investment will fluctuate with changes in market conditions. 
 
Investors should carefully consider the investment objectives and risks as well as charges and expenses of mutual funds and exchange traded funds (ETFs) before investing. 
To obtain a prospectus, contact your Financial Advisor or visit the fund company’s website. The prospectus contains this and other important information about the mutual 
funds and ETFs. Read the prospectus carefully before investing. 
 
Rebalancing does not protect against a loss in declining financial markets.  There may be a potential tax implication with a rebalancing strategy. 
 
Asset allocation and diversification do not assure a profit or protect against loss in declining financial markets. 
 
Morgan Stanley Smith Barney LLC. Member SIPC. 
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