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Purpose  

 
The purpose of this paper is to revisit and reinf orce the 1st Global investment 
philosophy, introduce new multi -asset class model portfolios endorsed by 1st 

Global, analyze the performance of the model portfolios over the last 30 years, 
dissect in detail the composition and function of the selected core asset classes, 

and touch on key investor behavior traits that affect adherence to long -term 
investment strategies like asset allocation. Our goal is to provide a research -
based foundation for building investment portfolios designed for long -term 

returns wi th risk levels commensurate with various investor profiles.  
 

1st Global Philosophy  
 
1st Globalõs investment philosophy is based on the principle of diversification. 

Diversification is a portfolio strategy designed to reduce exposure to risk by 
combining a variety of investments, such as stocks, bonds, real estate, and 
commodities that are unlikely to all generate parallel returns at the same time.  

1st Global has selected six core asset classes to populate its model portfolios: 
U.S. small capitalization equi ty, U.S. large capitalization equity, international 

equity, fixed income, real estate, and commodities . The 1st Global model 
portfolios, composed of various blends of these six asset classes, are the 
embodiment of the 1st Global philosophy of diversificati on through disciplined 

asset allocation.   
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The above are unmanaged indexes of common stocks, bonds, or other securities. The S&P 
500 is a market capitalization -weighted index of 500 widely -held stocks often used as a 

proxy for the stock market.  The Ib botson Small Company Index is made up of the smallest 20 
percent of publicly -traded stocks.  The MSCI EAFE is a market -capitalization weighted index 
of 21 non -U.S., industrialized country indexes.  The NAREIT Index includes all REITs 
currently trading on t he NYSE, NASDAQ, and ASE.  The S&P Goldman Sachs Commodity 
Index is a composite index of commodity sector returns representing an unleveraged long -only 
investment in commodity futures that is broadly diversified across the spectrum of 
commodities.  The Bar clays Capital  Government/Credit Bond Index includes a combination of 
the Barclays Capital  Government Bond Index which tracks returns of U.S. treasuries, agency 
bonds and 1 -3 year U.S. Government obligations, and the Barclays Capital  Credit Index 
which trac ks returns of all publicly -issued fixed rate, nonconvertible, dollar denominated, 
SEC registered investment grade corporate debt.  An investment cannot be made directly in 
an index.  

 

Analysis of Model Portfolios: Methodology  
 
In order to assess the utility  (i.e. their ability to deliver scaled risk -adjusted 

returns) of the model portfolios constructed on the 1st Global philosophy, we 
have òback testedó 1st Global model portfolios using past performance 

numbers over two different 30 -year periods. The first t ime frame is from 
January 1973 to December 2002, which included the effect of two bear 
markets. The second time frame, January 1974 to December 2003, avoids the 

1973 bear market and captures the positive returns of the 2003 capital 
markets.  

 
Our back test s assume that investors adhered to the model portfolios 
throughout the time period examined. We used index benchmarks to represent 

the portfolio asset classes in the back test. These benchmarks assume an even 
distribution between the growth and value style s of equity investing within the 
specific asset class. Transactions costs (direct commissions and market impact 

costs) and income tax costs are excluded. An annual management fee of 1.5 
percent is assumed for all portfolios and the performance numbers have  been 

reduced to fairly represent performance after management fees.  The impact of 
ongoing management (positive or negative alpha) is not taken into 
consideration since the back tests are run against passive investment 
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benchmarks. We assume that each mode l is rebalanced to the target 
allocations at the end of each calendar year of the time period examined.  All 

standard deviations and geometric returns cited in this paper are derived from 
the Ibbotson EnCorr Analyzer software package.  

 
The Ibbotson Small C ompany Index was chosen to represent the U.S. small cap 
equity asset class. Previously, 1st Globalõs models had replicated small cap 

equity performance via the Russell 2000 Index. The Ibbotson Small Company 
Index is preferable because its data set begins i n 1926 whereas the Russell 
2000 Index only has data from 1979. The Ibbotson Small Company Indexõs 

performance record is superior to the Russell 2000 Index when examined over 
a common time period. The Ibbotson Small Company Index produced a 

geometric return  of 16.12 percent with a 23.73 percent standard deviation over 
the time period from 1979 through 2003 compared to the Russell 2000 Indexõs 
geometric return of 13.31 percent with a standard deviation of 22.81 percent 

over the same time period. The out -perfo rmance of the Ibbotson benchmark is 
a product of Ibbotsonõs definition of òsmall cap,ó which screens for smaller-

sized companies (micro caps). This micro cap emphasis is consistent with 1st 
Globalõs philosophy that micro cap companies, given their higher risk profile, 
should offer more reward to investors than the larger  small and medium -sized 

companies which made up the Russell 2000 Index.  The higher reward profile of 
micro cap companies is primarily attributable to the higher cost of capital 

incurred by m icro cap companies compared to small and medium sized 
companies.  
 

Use of the Ibbotson Small Company Index for purposes of this 30 -year test is 
also consistent with 1st Globalõs philosophy that the best diversification 
benefits are achieved at the polar ext remes of equity asset classes. Medium 

sized companies do not provide the diversification benefits to a portfolio of large 
company holdings that micro capitalization companies do. Further, since 

forward correlation estimates are derived from historical perf ormance, use of 
correlation numbers of the Ibbotson Small Company Index that go back to 
1926 are more robust than the Russell 2000 Index correlation numbers that 

only go back to 1979. The more economic cycles an index has been through, 
the better its abili ty to illustrate back -tested returns, correlations and standard 
deviations.  

 
Results  

 
The following graphs illustrate geometric returns and standard deviations for 
the selected time periods, 1973 ð 2002 and 1974 - 2003. The first 30 -year time 

frame, 1973 - 2002, can be viewed as the òstress testó time period because it 
includes the impact of two major bear markets (1973 ð 1974 and 2000 ð 2002). 

The second 30 -year time period includes the positive performance of 2003 and 
excludes the negative returns of 197 3.  
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Past performance is no guarantee of future results.   
This information is for hypothetical purposes only and does not predict the future 
performance of any investment. Hypothetical returns represent a reconstruction of the returns 
of model portf olios using a corresponding index for each asset class for two different fixed 30 -
year time periods. The first chart includes two fixed 30 -year time periods used to illustrate 
back -tested performance for those periods. The first time period from January 1,  1973 ð 
December 31, 2002, the second time period from January 1, 1974 ð December 31, 2003. The 
second chart includes back -tested performance up to the period ending with the most current 

quarter. Rebalancing to strategic asset mixes occurs every 12 months . Investment return and 
principal value may vary so that you may have a gain or loss when you sell shares. These 
figures include the reinvestment of dividends, capital gains, and other distributions. These 
figures include a 1.5 percent annual advisory fee deducted at the end of each year. Had the 
fee been deducted quarterly, the returns may have been higher or lower because of the 
fluctuation of account values from quarter to quarter.  
 
The results indicated above were calculated by means of the retroactive  application of 1st 
Globalõs current methodology and were achieved with the benefit of hindsight. The 
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information compiled cannot be considered as an indication of the investment 

ability of 1st Global Advisors, Inc. (hereinafter ò1st Globaló), and does not result 

from actual investment decisions by the firm. The investment results of 1st Globalõs 
clients were materially different from the results portrayed in the model. THESE 

RESULTS ARE NOT THE ACTUAL PERFORMANCE FIGURES FOR ANY OF THE FIRMõS 

CLIENTS, AND IT SHOULD NOT BE ASSUMED THAT RECOMMENDATIONS MADE IN 
THE FUTURE WILL BE PROFITABLE. The above figures do not take tax effects into 
consideration.  

These results do not represent actual trading and do not reflect the impact that 
material economic and marke t factors might have had on the firmõs decision-
making if the firm were managing a clientõs money. The clientõs own objectives, risk 
tolerance, and financial circumstances may change over time, causing a change in the 
investment allocation that is used to manage that particular clientõs portfolio. Each of the 
allocation models above represents one possible asset allocation strategy, and other 
strategies may have performed better or worse than the above portfolios over the same time 
period. The returns of th e actual mutual funds selected as part of your portfolio will 

vary. Before investing in any mutual fund, investors should carefully 

consider a fundõs investment objectives, risks, charges and expenses. 
Fund prospectuses contain this and other information a bout the 
funds, and may be obtained from your financial advisor.   

The indexes used in this illustration are unmanaged indexes of common stocks, bonds, or 
other securities. An investment cannot be made directly in an index.  

 
The 1st Global models represent a range of portfolios appropriate for various 
investor profiles: ultra -conservative, conservative, moderate, growth, and 

aggressive growth. The characteristics of each model are commensurate with 
the profile. Each investor for a given profile exhibits a wi llingness to take on 
more volatility in search of enhanced returns. The 30 -year statistics bear out 

this range of desired return with a commensurate degree of volatility as 
measured by standard deviation. At the ultra -conservative end of the investor 

profi le, the model shows the lowest rate of return with the lowest standard 
deviation. Conversely the aggressive portfolio reflects a 30 -year trend of higher 
returns coupled with higher volatility.  

 
Philosophy of Model Portfolio Construction: Diversification, T otal Return, and 
Risk  

 
Diversified investment portfolios built on a mix of asset classes that are 

responsive to different sets of economic factors not only reduce risk in a 
portfolio, but also are an effective vehicle for managing investor behavior and 
pro viding individual investors an opportunity to capture priced market risk 

premiums. The 1st Global model portfolios (embodying a philosophy of 
diversification) are a product of a focus on total return plus two analytical 

components: forward -looking estimate s based on the risk premium 
methodology (discussed in the following section) and an evaluative analysis of 
historical returns of asset classes. The 1st Global model portfolios  are designed 

to produce positive returns with commensurate levels of risk over t ime. Risk, 
more properly called volatility, may be limited through diversification strategies 
since not all asset classes or industry sectors or individual securities move up 
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and down in value at the same time or at the same rate. Diversification, by 
reduc ing both the upside and downside potential of a portfolio, allows for more 

consistent long -term performance under a wide range of economic conditions.  
 

Total return is the return on an investment, including income from dividends 
and interest, as well as a ppreciation or depreciation in the price of a security, 
over a stated time period. A total return approach does not, in our view, hinge 

entirely on the interest and dividend yield components of a portfolio. Instead, 
we believe a òtotal returnó approach to portfolio construction requires that the 
central focus of a portfolio be the proper balance between equity and fixed 

income asset classes based upon the investorõs long-term return needs and 
sensitivity to risk. Portfolios constructed to generate income th rough current 

yield alone may result in over -allocation to certain asset classes, specifically 
income -producing fixed income asset classes that may not keep pace with the 
long -term inflation trend. 1st Global views total return in broad asset allocation 

terms, not specific dividend and income measures.  
 

Return Premium and Risk Factors  
 
Over time, investors are rewarded for exposure to three priced  risk factors: the 

market factor, the size factor, and the distress factor as discussed by Eugene 
Fama and Ken neth French in 1992 at the University of Chicago. Interestingly, 
company specific risk (business risk), the risk that an individual company 

could experience company -specific distress, is not a priced  risk factor that 
consistently rewards investors over tim e. Business risk can be readily 

òdiversified awayó by owning a broad portfolio representing many individual 
businesses. The first rewarding priced risk factor (the market factor) represents 
the excess performance of a broad globally diversified equity port folio over the 

return of a òrisk-freeó T-bill portfolio. The second priced risk factor (the size 
factor) represents the excess performance of small capitalization stocks over 
large capitalization stocks. The final priced risk factor (the distress factor ð as 

measured by high book value to market value ratios) is the excess performance 
of value stocks (those experiencing some form of market -perceived financial 

distress) over the performance of growth stocks. 1st Globalõs model portfolios 
address these three risk/reward factors by utilizing a diversified mix of asset 
classes and by including small capitalization stocks. The model portfolios 

assume an even distribution in each equity asset class between growth and 
value securities.  

 
Selection of Core Asset Clas ses by 1st Global  
 

A central guideline of disciplined portfolio management is to avoid concentrated 
holdings by diversifying across asset classes whose investment returns are not 
driven by the same underlying economic factors. The diversification potentia l of 

specific asset classes can be measured quantitatively by correlation analysis. A 
portfolioõs asset class selections should react proportionally to the marketsõ 
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discounting of future events and trends. That is, asset classes should reflect 
realistic ex pectations for future economic, political, and investment 

performance. At the same time these asset classes should not all be responsive 
to the same economic factors. Building a portfolio exclusively of asset classes 

and companies that benefit from booming  economic conditions is not enough. 
Prudent long -term investment managers structure portfolios to include asset 
classes and companies with the potential to generate positive returns in 

ònegativeó economic and political environments; that are designed to withstand 
unexpected increases in inflationary pressures, unexpected deflation, wars and 
geo-political events. The òcostó to a portfolio of including a blend of asset 

classes with different underlying economic drivers is, in most cases, a lower 
expected rate  of return. A second cost of a diversified portfolio is the inability of 

a blend of core asset classes to capture the òhighest return.ó By blending asset 
classes with varying expected rates of return such as U.S. small capitalization 
equity, U.S. large cap italization equity, international equity, fixed income, 

commodities , and real estate, a portfolio cannot capture the highest possible 
rate of return. Diversification necessitates capturing the rate of return of every 

selected asset class. The sensible long -term investor should view this 
compromise on returns positively as a portfolio stabilizer. In a world in which 
emotions and public perceptions are highly charged through media attention, 

investors have to be òpatientó and accept long-term discipline at th e expense of 
short -term sizzle.  
 

Correlation Analysis  
 

The first step to safeguard a portfolio from holding concentrated positions in 
asset classes that are overly dependent on similar economic factors, and thus 

higher risk, is to assess the measure of co rrelation of performance of the asset 
classes. The degree to which investments move in sync, their correlation, is 
measured statistically.  A rolling analysis of correlations can test the 

diversification power of the asset classes on a portfolio. A portfoli o that 
contains asset classes that do not  rise and fall in value at the same time, do 

not  move in sync, has reduced  overall risk when compared to a portfolio that 
contains asset classes that do move in sync.   

 
Correlation is measured on a scale from 1.00 t o -1.00. A reading of 1.00 

indicates that two assets are perfectly correlated. On the other hand,  
-1.00 indicates that two investments are inversely correlated. A reading of 0 
suggests no correlation at all. When the correlation is at or near zero, the 

investments are said to be òuncorrelated.ó The further the correlation is from a 
positive 1.0, the more powerful the diversification benefit of the particular asset 

class. Systematic (market) risk reduction in portfolio construction is directly 
tied to the c orrelation statistic (assuming proper diversification within each 
asset class.) In other words, less than perfect correlation reduces the standard 

deviation (volatility) of the portfolio. A little asset class diversification goes a 
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long way in portfolio le vel risk reduction. Below are correlation matrices for 
time periods 5, 10, 20 and 30 years prior to January 31, 2003.  
 

Correlations ð 5 year Period Ending 12 -31 -03  

 N 
Periods  

Com-
modities  

TR 

Intõl 
Equity 

TR 

Fixed 
Income 

TR 

U.S. 
Large 
Cap 
TR 

U.S. 
Small 
Cap  
TR 

Real 
Estate 

TR 

Commodities   60  1.0000  0.1966  0.0885  0.0423  0.1057  -.0961  

International Equity  60  0.1966  1.0000  -0.1555  0.8368  0.6253  .2906  

Fixed Income  60  0.0885  -0.1555  1.0000  -0.2421  -0.1312  -.1224  

U.S. Large Cap  60  0.0423  0.8368  -0.2421  1.000 0 0.5663  .2289  

U.S. Small Cap  60  0.1057  0.6253  -0.1312  0.5663  1.0000  .2666  

Real Estate  60  -.0961  .2906  -.1224  .2289  .2666  1.0  

Correlations ð 10 year Period Ending 12 -31 -03  

 N 
Periods  

Com-
modities  

TR 

Intõl 
Equity 

TR 

Fixed 
Income 

TR 

U.S. 
Large 
Cap 
TR 

U.S. 
Small 
Cap  
TR 

Real 
Estate 

TR 

Commodities   120  1.0000  .1404  .1066  .0370  .1604  .0969  

International 
Equity  

120  .1404  1.0000  -.0896  .7701  .5891  .2847  

Fixed Income  120  .1066  -.0896  1.0000  .0149  -.0820  .0087  

U.S. Large Cap  120  .0370  .7701  .0149  1.0000  .5952  .2922  

U.S. Small Cap  120  .1604  .5891  -.0820  .5952  1.0000  .3662  

Real Estate  120  .0969  .2847  .0087  .2922  .3662  1.0  
 

Correlations ð 20 year Period Ending 12 -31 -03  

 N 
Periods  

Com-
modities  

TR 

Intõl 
Equity 

TR 

Fixed 
Income 

TR 

U.S. 
Large 
Cap 
TR 

U.S. 
Smal l 
Cap  
TR 

Real 
Estate 

TR 

Commodities   240  1.0000  .0505  -.0229  -.0387  .0166  -.0493  

International 

Equity  

240  .0505  1.0000  .0990  .5804  .4449  .3031  

Fixed Income  240  -.0229  .0990  1.0000  .1744  .0023  .1614  

U.S. Large Cap  240  -.0387  .5804  .1744  1.0000  .6947  .4478  

U.S. Small Cap  240  .0166  .4449  .0023  .6947  1.0000  .5151  

Real Estate  240  -.0493  .3031  .1614  .4478  .5151  1.0  
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Correlations ð 30 year Period Ending 12 -31 -03  

 N 
Periods  

Com-
modities  

TR 

Intõl 
Equity 

TR 

Fixed 
Income 

TR 

U.S. 
Large 
Cap 
TR 

U.S. 
Small 
Cap  
TR 

Real 
Estate 

TR 

Commodities    360  1.0000  .0153  -.0438  -.0297  .0588  .0153  

International 
Equity  

360  .0153  1.0000  .1852  .5524  .4317  .3650  

Fixed Income  360  -.0438  .1852  1.0000  .28  .1554  .2182  

U.S. Large Cap  360  -.0297  .5524  .28  1.0000  .7166  .5349  

U.S. Small Cap  360  .0588  .4317  .1554  .7166  1.0000  .6265  

Real Estate  360  .0153  .3650  .2182  .5349  .6265  1.0  

 
Source:  Ibbotson  
Past performance is no guarantee of future results.  

 
Some interesting points about the rolling correlation analysis are worth 

mention ing:  
 

1.  the low consistent correlation of bonds and commodities to U.S. and 

international equity returns represents statistical evidence of portfolio 
diversification (risk reduction) benefits  

2.  the relatively high positive correlation of U.S. large cap equit y with U.S. 

small cap equity in most time periods suggests that the purpose of the 
U.S. small cap equity asset class is more to boost returns than reduce 

portfolio risk  
 

3. the increasingly positive correlation of international equity markets to 

U.S. large ca p equity has somewhat reduced the diversification benefits 
to a U.S. investor of an over -weighted allocation to international large cap 

equity ownership  
 

Rebalancing to Asset Allocation Models  
 

In order to continuously harness the benefits of diversifica tion, a portfolio must 

be periodically rebalanced to  the long -term strategic asset allocation model. 
This strategic rebalancing is important to keep a portfolioõs volatility 
characteristics in line with the intended investor profile. When one asset class 

in a portfolio rises in value at the same time that another asset class declines 
in value, a portfolio strays from its targeted allocation percentages for each 

asset class. Rebalancing involves selling part of the appreciating asset class 
and shifting these  proceeds to the declining asset class to bring the portfolio 
back to the original asset mix. This process forces a disciplined òsell high, buy 

lowó strategy that preserves the merits of asset allocation.  
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Asset Class Representation  
 

Following is a  discussion of the six core asset classes represented in the 1st 
Global model portfolios: international equity, U.S. small cap equity, 
commodities , fixed income, U.S. large cap equity and real estate.  
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International Equity  
 

The value of international eq uities in the diversification of a U.S. equity 
portfolio has come into question more frequently in recent times because they 

are increasingly moving in tandem with U.S. stocks. These two broad asset 
classes have indeed seen a narrowing of their performance  gaps. The correlated 
coefficient between international equity and U.S. large cap equity has gone 

from a 0.5524 low for 30 years to 0.8368 high over the last five years. There are 
two central theories for the increasingly positive correlations. The first t heory is 
that increased globalization of capital markets has made the equity markets 

around the world subject to shared news, and a larger group of common 
investors. The second theory lies in the global boom/bust bubble recently 

experienced in the technolo gy sector. A world wide cycle in the technology 
industry would have a significant impact causing upward numbers in the 
correlation statistic between domestic and developed international markets. 

Only time will tell which factor has caused this recent incre ase. It is important 
to remember that globalization movements have been going on significantly for 

the last 50 years and did not translate into increased correlation among 
developed markets. It is our opinion that both factors to some degree are 
responsibl e and we still firmly believe in the diversification power of including 

international stocks.  
 
International equity is the most under -appreciated asset class among U.S. 

investors. One common misconception is the belief that a U. S. investor gains 
internat ional diversification merely by owning stocks of U.S. multi -national 

companies. While companies such as Coca -Cola, Gillette and General Electric 
derive substantial revenues from foreign sources (some in excess of 65 percent) 
their stocks still behave (i.e.  generate investment returns) like U. S. stocks. In 

other words, U.S. multi -national company stocks have a very high correlation 
to the S&P 500. This high correlation  to the U.S. stock market does not provide 
the same risk reduction benefits to a U.S. inve stor as the ownership of an 

international company with a similar cost of capital in an international 
currency does. From 1970 through 2003, the Morgan Stanley EAFE Index 

(Europe, Asia, Far East) has returned a geometric 10.82 percent return with an 
18.96 p ercent standard deviation compared to an 11.30 percent return for U.S. 
stocks (S&P 500) with a 17.64 percent standard deviation for the same time 

period.  
 

The fact that U.S. and international stock returns are similar (as mentioned 
above) should be of no surprise. It is consistent with financial theory that the 
expected returns of equivalent risk securities, no matter where they are located 

in the world, should be the same. Investments of equal risk, and firms with 
equal costs of capital should have the sa me long -term expected returns. A 
company like Honda should be no more risky for a Japanese investor than 

General Motors is for an American investor. It is reasonable to believe that 
companies of equal size and capital cost that are located in major develop ed 
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markets are considered equally risky by the market and, therefore, are priced 
to yield the same expected return. From an investorõs viewpoint, the 

fundamental difference in choosing companies in the global marketplace lies in 
the currency exposure assoc iated with owning stocks of international 

companies. 1st Global considers investment in international equity (and the 
corresponding international currency) as a risk reduction  strategy for portfolios 
afforded through the aforementioned power of diversifica tion, not as a return 

enhancement. In a world of rapidly increasing trade flows and resulting 
currency fluctuations, it is prudent to hold a broad portfolio of equity 
representing companies with similar costs of capital (generating similar long -

term expect ed returns) in various currencies in order to reduce portfolio risk. 
Also, the investment opportunity set in each industry can be expanded by 

inclusion of foreign equities.  

Based on the capitalization of all global equity markets, the theoretical equity 
al location for investors should be split evenly - roughly 50 percent U.S. stocks 

and 50 percent international. However, since U.S. investors have U.S. dollar -
denominated liabilities (i.e. retirement spending needs) and are subject to the 

U.S. inflation rate, 1st Global believes that the international equity allocation 
should not exceed 25 to 30 percent of the overall equity allocation. 
Furthermore, we believe U.S. micro -capitalization, large capitalization stocks 

and U.S. real estate asset classes provide a be tter inflation hedge to U.S. 
investors than international companies because of differences in inflation rates 
among countries. The key point here is that international equities are an 

important component in building a diversified investment portfolio.  
 

U.S. Small Capitalization Equity  
 
Due to their higher cost of capital to compensate equity investors for more 

business uncertainty, small company U.S. stocks can be expected to 
outperform large company U.S. stocks. Small company U.S. stocks derive their 
retur ns from the same basic economic factors (and therefore are positively 

correlated with) large company U.S. stocks. Thus the main purpose in a 
portfolio of U.S. small cap stocks is to enhance return, not reduce risk. 

Investing in small companies may involve risks not associated with investing in 
more established companies. Properly offset at the portfolio level with fixed -
income, real estate, commodities  and international stocks, the increased 

volatility that small caps add to the portfolio can be mitigated.  
 

Commodities   
 
Commodities  provide investors an asset class that complements the traditional 

equity and fixed income asset classes by offering the potential to reduce 
volatility during economic and market cycles. In our model portfolios, 1st 
Global popula tes the Commodities  asset class with funds and /or  Exchange 

Traded Funds (ETFs) that are benchmarked to the Standard and Poorõs (S&P) 
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Goldman Sachs Commodity Index. A diversified pool of commodity investments 
reduces risk when added to an equity portfolio. Commodities can be defined as 

òanything grown on the ground or extracted from it.ó Commodity prices have 
an impact on the global economy, specifically on corporate profits. When 

commodity prices are high, they serve as a òtaxó on company or corporate 
earni ngs worldwide. Likewise, when commodity prices are low, they act like a 
òtax cutó for corporations (especially oil and increasingly natural gas). This 

cause and effect relationship offers an economic explanation for the counter -
cyclical action of commodity  prices in relation to global equity markets (see 
correlation matrices included above). For proper diversification through 

commodities, it is necessary to directly own the underlying commodity (oil, 
natural gas, gold). Direct investments in commodities can  act to cushion equity 

market losses resulting from inflation, wars, and geo -political events, in 
addition to performing well when global economic activity is on the rise.  The 
typical ònatural resource fundó that owns Exxon, Halliburton, BP, etc. does not 

accomplish sufficient diversification for risk reduction purposes. Investors in 
typical natural resource investments (i.e. mutual funds) are participating in 

secondary corporate results and not the primary impact that direct price 
movements of the commodi ties. Said a different way, stock performance of 
companies that produce and refine commodities is tied more closely to market -

wide factors and company specific factors than to the direct price of the 
commodity. Further, some of these commodity -related comp anies hedge away 
their exposure to the very commodity they are producing.  

 
Fixed Income  

 
Fixed income investments have lower expected rates of return than do equity 
investments. This historical under -performance is due to the contractual 

certainty of bond  indentures as opposed to the total uncertainty that an equity 
investor bears. However, fixed income securities serve a valuable function in 
portfolios. With low correlations to equity markets (see correlation matrices 

included above), bonds reduce portfol io volatility and also protect against 
deflation.  The maximum contribution of the fixed income asset class is 

represented by high quality non -callable U.S. Treasury securities and top 
quality non -callable corporate and municipal bonds. The further investo rs 
deviate from these core fixed income securities, the more risk is injected into 

the portfolio (the more equity -like the bonds become). Properly used, fixed 
income securities deliver an important portfolio benefit of reduced volatility at 

the cost of low er expected returns compared to equity asset classes.  
 
U.S. Large Capitalization Equity  

 
U. S. large cap equities are perhaps the easiest equity asset class to include in 
portfolios for U.S. investors. Many U.S. large cap companies dominate their 

industri es and are familiar names to U.S. investors. For all practical purposes, 
these companies derive their returns from the same underlying economic 
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factors as U.S. small cap stocks and thus exhibit a high positive correlation of 
returns. Large U. S. companies typically have a lower cost of capital, offer 

investors lower expected returns and exhibit lower volatility than do U.S. small 
cap companies. Thus, the main benefits of large company U.S. stocks are both 

total return and volatility reduction.  U.S. large c aps closely track the most 
widely reported market benchmarks, the S&P 500 and the DJIA (Dow Jones 
Industrial Average). Large company U.S. equities serve as a powerful long -term 

inflation hedge for investors due to company managementõs ability to adapt to 
rising inflation by raising prices for goods and services.  
 

Real Estate  
 

As evidenced by the correlation matrix, the real estate asset class has a low 
correlation to the other asset class components of the 1st Global model 
portfolios. Real estate investment s may provide positive cash flow to a portfolio. 

Real estate may also act as an inflationary hedge since real estate owners can 
raise rents in response to inflation. Including real estate as a distinct asset 

class in an investment portfolio offers increase d diversification and helps 
protect the portfolio from inflationary pressures.  
 

Impact of Investor Behavior on Investment Programs  
 
One of the greatest hurdles investors face is the impact of their own emotion -

driven behavior on their long -term investment  programs.  Built upon a 
philosophy of asset class diversification, 1st Globalõs portfolios help to 

effectively manage emotional investor behavior. Neither uncertainties regarding 
geopolitics or the global economy are as likely to defeat investors over tim e as 
much as their own behavior and temperament.  

 
Overconfidence  
 

Investors are often overconfident about their ability to forecast the future. 
Whenever an investment manager or self -styled strategist says òI knowó about 

the future, whether it is future m arket behavior or economic cycles, it is best 
for the prudent investor to look for the nearest door. The purpose of a multi -
asset class portfolio is to protect against what we òdo not knowó about the 

future. Investor overconfidence can be especially danger ous for individuals 
maintaining concentrated stock positions because the investor is sure he 

knows the future prospects for a specific company. Excess volatility and undue 
risk are the result of investor overconfidence.  
 

Loss Aversion  
 
Contrary to modern p ortfolio theoryõs assumptions, most investorsõ behavior is 

òloss averseó and not òrisk averse.ó This aversion to loss manifests itself as a 
tendency to hold a concentrated asset that is depreciating in value until it 
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reaches its basis before selling and di versifying. Rebalancing  of a portfolio to 
our allocation models deters investors from emotionally òholding onó and 

postponing the decision to sell and diversify simply because investors donõt 
want to actually òrealizeó a loss. Using asset allocation models as portfolio 

blueprints plus rebalancing offers investors a process for making decisions that 
cuts through the emotional handicaps to investing. Harry Markowitz argued 
convincingly that the capital markets do not reward company -specific risk and 

that inve stors are only paid for bearing the systematic risk (market risk) of 
broadly diversified portfolios. Consequently, he simply assumed investors were 
all prudent and always strived to reduce risk via diversification to avoid taking 

a loss. An additional less on from loss aversion is that investors are much 
unhappier with one dollar lost than they are happy with one dollar gained: an 

important factor when setting risk tolerance.  
  
Reference Dependence  

 
Investors evaluate investment alternatives in terms of gai ns and losses relative 

to their reference point. The evaluation point should be relative to long -term 
financial goals, not the investorõs starting point. The timing of an investorõs 
purchase of a security is usually not calculated to coincide with prospect s for 

the position. Most investorsõ basis is really an òaccidental point of entry.ó  
 
Asset Segregation  

 
Asset segregation is a psychological phenomenon in which investors focus on 

individual parts of the portfolio instead of the portfolio as a whole. It i s likely 
that one or more parts of a properly constructed portfolio will produce negative 
performance returns every year. Investors should match the total return of a 

portfolio as a whole with their long -term financial goals. Instead, investors 
often disse ct a portfolio, focusing on the performance of individual asset 
classes, sectors and securities within the portfolio. If no single component of a 

portfolio is performing poorly, chances are that the portfolio is not properly 
diversified through exposure to  differing economic factors. 1st Globalõs 

commitment to asset class diversification to meet long -term financial goals 
focuses investors on the performance and composition of the entire portfolio.  
 

Agency Friction  
 

Agency friction is the tendency for profe ssional investment managers to select 
portfolios consisting of good companies rather than good stocks in an effort to 
make the portfolio attractive to investors by showcasing well -known brand 

names. A portfolio of well -known companies may not be an efficie nt investment 
portfolio since good companies are not necessarily good stocks because of their 
potential overvaluation by market participants. The value factor of a company 

based on its degree of financial distress could handsomely reward long -term 
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investor s who maintain a significant portfolio weighting of high cost of capital, 
òuglyó companies.  

 
Home Bias  

 
Investors are inclined to favor familiar domestic stocks. Professor Meir Statman 
of Santa Clara University, in his article,  òForeign Stocks in Behavior al 

Portfoliosó [Financial Analysts Journal , vol. 55, no. 2 (March/April 1999): 12 -
16.], Professor Statman discusses investorsõ tendency all over the world to 

overweight familiar stocks of companies located within their borders. Statman 
says, òThe tendency of U.S. investors to overweight U.S. stocks in their 
portfolios is matched by the tendency of Japanese investors to overweight 

Japanese stocks and the tendency of British investors to overweight British 
stocks.ó He points out that investors underweight all unfamiliar stocks, not 

only international stocks. Professor Statman makes mention of a 1997 study 
that found that residents of New York state concentrate their telephone stock 
holdings in NYNEX, the local telephone company, where as residents of 

Californi a concentrate their telecom holdings in Pacific Bell. When viewed in 
the context of an enhanced portfolio, portfolio diversification (risk reduction), 
and cost of capital analysis, as mentioned above, the investorsõ concentration 

in òfamiliaró names does not make sense.  
 

Conclusion  
 
We have presented strong empirical evidence supporting the use of a 

disciplined and consistent multi ðasset class approach to the management of 
investment assets to accomplish the long ðterm financial goals of investors. This 

mul ti -asset class approach is structured to enable portfolios to work toward 
long -term investment goals through a variety of economic environments while 
minimizing investment and behavior finance bias. A truly diversified portfolio 

will include international equity, U.S. small capitalization equity, commodities , 
fixed income, U.S. large capitalization equity, and real estate. Rebalancing to 
target asset allocation models regularly facilitates the management of investor 

behavior and the elimination of business specific risk.  Multi -asset class 
diversification also helps to prevent investor overconfidence from damaging 

decision -making, which can destroy portfolio discipline.  
 
1st Globalõs investment philosophy is future looking, long-term, and all -terrain. 

Diver sification in our model portfolios helps keep one or two short -term 
negative market phenomena from destroying bottom line performance and 

jeopardize investorsõ long-term investment goals. It also means that at any 
given time at least one segment of the por tfolio may show negative performance 
returns. Our approach to investing implies that success is not measured by the 

ups and downs from month -to-month, or quarter -to-quarter but by 
performance over years. 1st Globalõs models are designed to produce long-ter m 
returns that are enhanced by the advisor -client relationship. The financial 
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advisor is a key to reminding investors of their long -term goals, reinforcing 
asset allocation models, and customizing systematic rebalancing strategies.  

1st Globalõs model portfolios match investment programs to specific investor 
profiles, thereby mitigating against investorsõ emotional reasons for investment 

decisions. Model portfolios offer a framework within which an investor and his 
or her financial advisor can make rational  investment decisions without òfearó 
or ògreed.ó Model portfolios represent a diversification program to facilitate 

participation in multiple asset classes, investment sectors, and specific 
securities that are not òfamiliaró to most investors. The model portfolios also 
offer a baseline against which an investor can review progress towards long -

term investment goals. Successful investment programs must rely on discipline 
to keep short -term economic and market sways out of the decision -making 

process and keep  investorsõ focus on long-term investing. When investors are 
swayed by down markets, lackluster economic results, bubbles, or influenced 
to action by the financial media, they can rely on a 1st Global asset allocation 

model for disciplined, objective decis ion making.  1st Globalõs model portfolios 
are designed to stand the test of time.  
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Model Portfolios: Historical Portfolio Data      

1st Global Advisors, Inc.        

Registered Investment Adviser          

           

  Ultra-Conservative Conservative Moderate Growth Aggressive Growth 

Corp/Govt. Bond  75% 60% 40% 20% - 

US Large Cap Equity 20% 15% 25% 30% 25% 

US Small Cap Equity - 5% 10% 15% 35% 

International Equity - 10% 15% 20% 25% 

Real Estate 5% 5% 5% 10% 10% 

Commodities - 5% 5% 5% 5% 

  100% 100% 100% 100% 100% 

           

Back-Tested Performance 

  Ultra Conservative Conservative Moderate Growth Aggressive Growth 

  Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

1973 ï 2002 8.02% 7.21 8.69% 7.59 9.31% 9.93 9.93% 12.42 10.94% 16.48 

1974 ï 2003 8.47% 7.23 9.29% 7.63 10.28% 9.96 11.29% 12.45 12.91% 16.53 

           

Benchmark Returns 

  U.S T-Bills S&P 500 Ibbotson Small Cap     

  Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation     

1973 ï 2002 6.58% 0.84 10.66% 17.86 14.20% 25.64     

1974 ï 2003 6.38% 0.89 12.19% 17.96 17.46% 25.66     
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Model Portfolios          

1st Global Advisors, Inc.      

Registered Investment Adviser           

           
  Ultra-Conservative Conservative Moderate Growth Aggressive 

Growth 

Corp/Govt. Bond  75% 60% 40% 20% - 

US Large Cap Equity 20% 15% 25% 30% 25% 

US Small Cap Equity - 5% 10% 15% 35% 

International Equity - 10% 15% 20% 25% 

Real Estate 5% 5% 5% 10% 10% 

Commodities - 5% 5% 5% 5% 

  100% 100% 100% 100% 100% 

           

Back-Tested Performance For The Period Ending  September 30, 2009 

  
Ultra Conservative Conservative Moderate Growth 

Aggressive 
Growth 

  Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Year to Date 7.06% 8.73 9.78% 12.28 13.44% 17.66 16.99% 24.78 21.48% 33.31 

1 Year 5.83% 12.56 2.62% 16.64 -0.49% 22.22 -5.93% 29.48 -11.54% 37.42 

3 Year 2.22% 7.68 0.97% 10.21 -1.19% 13.75 -4.09% 18.26 -7.26% 23.15 

5 Year 3.02% 6.29 3.01% 8.36 2.58% 11.47 1.92% 15.57 0.86% 20.29 

10 Year 4.17% 5.50 4.60% 7.18 3.98% 10.16 3.64% 13.78 3.73% 18.88 

15 Year 5.98% 5.59 6.18% 6.86 6.44% 9.72 6.62% 13.02 6.83% 17.63 

20 Year 6.26% 5.68 6.33% 6.71 6.52% 9.31 6.66% 12.29 6.85% 16.46 

30 Year 7.92% 7.08 8.34% 7.74 8.95% 10.09 9.46% 12.81 10.02% 16.73 

           

Benchmark Returns For The Period Ending September 30, 2009 

  U.S T-Bills S&P 500 Ibbotson Small Cap     

  Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation 

Geometric 
Average 

Standard 
Deviation     

Year To Date 0.09% 0.02 19.26% 26.29 24.86% 38.21     

1 Year 0.19% 0.08 -6.91% 29.38 -8.83% 41.31     

3 Year 2.52% 0.59 -5.43% 19.21 -6.39% 25.25     

5 Year 2.90% 0.52 1.02% 16.39 1.31% 23.07     

10 Year 2.88% 0.55 -0.15% 16.52 8.08% 26.63     

15 Year 3.62% 0.55 7.62% 17.17 9.87% 24.83     

20 Year 3.94% 0.58 8.00% 16.33 10.02% 23.25     

30 Year 5.59% 0.97 11.02% 17.42 12.29% 23.26     
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Securities offered through 1st Global Capital Corp., Member FINRA, SIPC * Investment advisory services offered through 
1st Global Advisors, Inc.  

8150 N. Central Expy, Suite 500, Dallas, TX 75206 214 -265 -1201  
 

Past performance is no guarantee of future results.   
This information is for hypothetical purposes only and does not predict the future performance of any investment. 
Hypothetical returns repr esent a reconstruction of the returns of model portfolios using a corresponding index for each 

asset class for two different fixed 30 -year time periods. The first chart includes two fixed 30 -year time periods used to 
illustrate back -tested performance for those periods. The first time period from January 1, 1973 ð December 31, 2002, the 
second time period from January 1, 1974 ð December 31, 2003. The second chart includes back -tested performance up to 

the period ending with the most current quarter. Rebalan cing to strategic asset mixes occurs every 12 months. Investment 
return and principal value may vary so that you may have a gain or loss when you sell shares. These figures include the 

reinvestment of dividends, capital gains, and other distributions. Thes e figures include a 1.5 perc ent annual advisory fee . 
Had the fee been deducted quarterly, the returns may have been higher or lower because of the fluctuation of account 
values from quarter to quarter.  

 
The results indicated above were calculated by means  of the retroactive application of 1st Globalõs current methodology 
and were achieved with the benefit of hindsight. The information compiled cannot be considered as an indication of 

the investment ability of 1st Global Advisors, Inc. (hereinafter ò1st Globaló), and does not result from actual 
investment decisions by the firm. The investment results of 1st Globalõs clients were materially different from the 

results portrayed in the model. THESE RESULTS ARE NOT THE ACTUAL PERFORMANCE FIGURES FOR ANY OF 
THE F IRMõS CLIENTS, AND IT SHOULD NOT BE ASSUMED THAT RECOMMENDATIONS MADE IN THE FUTURE 
WILL BE PROFITABLE. The above figures do not take tax effects into consideration.  

 
These results do not represent actual trading and do not reflect the impact that materia l economic and market 

factors might have had on the firmõs decision-making if the firm were managing a clientõs money. The clientõs own 
objectives, risk tolerance, and financial circumstances may change over time, causing a change in the investment 
allocat ion that is used to manage that particular clientõs portfolio. Each of the allocation models above represents one 

possible asset allocation strategy, and other strategies may have performed better or worse than the above portfolios over 
the same time perio d. The returns of the actual mutual funds selected as part of your portfolio will vary. Before 
investing in any mutual fund, investors should carefully consider a fundõs investment objectives, risks, charges 

and expenses. Fund prospectuses contain this and  other information about the funds, and may be obtained from 
your financial advisor.   
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The indexes used in this illustration are unmanaged indexes of common stocks, bonds, or other securities. The volatility of t he 
indices may be materially different fro m the individual performance attained by a specific investor. In addition, the investor's 
holdings may differ significantly from the securities that comprise the indices. The indices have not been selected to repres ent an 
appropriate benchmark to compare a n investor's performance, but rather are disclosed to allow for comparison of the investor's 
performance to that of certain well -known and widely recognized indices. An investment cannot be made directly in an index.  
 

Benchmarks used and allocation class r epresented:  
 
Barclays Capital  Government/Credit Bond Index ð Fixed Income  
S&P 500 Index - U.S. Large Cap Equity  
Ibbotson Small Company Index - U.S. Small Cap Equity  
MSCI EAFE Index ð International Equity  
Goldman Sachs Commodity Index ð Commodities  
FTSE NAREIT Equity Index  
U.S. 30 day Treasury Bill Index  
  
Standard deviation is a statistical measure of the historical volatility of a portfolio. Higher standard deviation numbers in dicate 
higher volatility and hence, higher risk of principal loss.  
 
The geometric return is a measure of the actual average performance of a portfolio over a given time period.     
 
International/Global Investing: International investing presents certain risks not associated with investing solely in the Un ited 
States. These includ e, for instance, risks relating to fluctuations in the value of the U.S. dollar relative to the values of other 
currencies, custody arrangements made for foreign holdings, political risks, differences in accounting procedures and the les ser 
degree of publi c information required to be provided by non -U.S. companies.  
 
Emerging Markets: Investing in emerging markets involves greater risk than investing in more established markets. Such risks 
include exchange rate changes, political and economic upheaval, the relative lack of information about these companies, relatively 
low market liquidity, and the potential lack of strict financial and accounting controls and standards.  
 
Higher -yielding/Lower -rated corporate bonds: These bonds, more commonly known as junk b onds, have a greater risk of price 
fluctuation and loss of principal and income that U.S. government securities such as U.S. treasury bonds and bills, which off er a 
government guarantee of repayment of principal and interest if held to maturity.  
 
Sector F unds: Investing in a non -diversified fund that concentrates holdings into fewer securities or industries may involve greater 
risk than investing in a more diversified fund.  
 
Micro Cap, Small Cap and Mid Cap Funds: Investing in micro, small or mid -sized co mpanies may involve risks not associated with 
investing in more established companies. Since equity securities of smaller companies may not be traded as often as equity se curities 
of larger, more established companies, it may be difficult or impossible for  the fund to sell.  


