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FUNCTIONAL ASSET ALLOCATION: EQUITY ASSETS

wning a share of a company — being an equity
holder — allows you to participate in the U.S. and
world economy. While bondholders are loaners,
sharehclders are owners. The equity portion of your
portfolio is important because that is where your money
grows . . . eventually. But this long-term advantage is
easily obscured by equities’ short-term volatility.
Watching fund prices bounce around day-to-day,
week-to-week is scary. Average investors tend
to buy high and sell low because volatility
makes them anxious. The popular
financial press abets this dysfunction
by encouraging people to “play the
market.” And, of course, there are
always hucksters around who have
figured it out and will tell you how
to beat the market — for the price
of their book, newsletter, or
seminar. (if they know where the
gold is buried, why are they
selling maps?)
In order to invest in equities
(as opposed to speculate in stocks)
you must think in the long-term.
And what will keep you on an even
keel over this extended time period is a
basic knowledge of how equity mutual funds
divide stocks into classes and how these classes
interact. From the perspective of Functional Asset
Allecation equities have four classes: U.S. Large Cap,
U.S. Small Cap, International, and Employer stock.
U.5. Large Cap includes the largest 1000-1500 US
companies. Owning this class allows you to diversify
among companies that comprise 80 percent of the
economic activity in our country and over 50 percent
worldwide. The market is unrelentingly efficient for
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these large well-researched firms, so we recommend
index funds (funds that track the class average) to
achieve broad diversification at low cost. While finer
divisions of U.S. large caps are popular {e.g., growth,
value), these make little difference for people with
modest portfolios.

U.S. Small Cap includes all the other U.S. companies

traded on the stock exchange (including those
usually referred to as “mid cap”). The
market for small caps is much less
efficient than that for large caps
and this gives professional money
managers a reasonable chance to
add value by stock analysis.

Market inefficiencies also create

higher volatility and thus small

caps are given a smaller allocation
in our portfolios (10 percent -

30 percent).

International are foreign
companies bought on foreign
markets. Since these companies
tend to rise as the dollar falls, this
class functions to hedge the dollar.
It is impractical for everyday people
to analyze and invest in foreign companies,
and so these assets are usually represented in
mutual funds. Due to relatively inefficient foreign
markets, an astute money manager can add value through
stock selection. Mutual funds in this class outperform
international indices over 60 percent of the time.

Employer Stock is treated as a distinct asset class in
Functional Asset Allocation because such stock functions
as extended compensation. This is a complex asset class
and demands special attention. Diversification is critical
when your employment, pension, and a substantial
portion of your portfolio are dependent on a single
company. If the value of employer stock exceeds 20
percent of your portfolio, you need to diversify out of
this asset class. Until that threshold, Functional Asset
Allocation calls for a more conservative allocation in
other asset classes.

This simple division of mutual funds captures equities’
growth potential while limiting the temptation to
speculate on particular market segments. Since you
fully invest in all equity classes, you are prepared to
grow with the market regardiess of which particular
segment is “hot.”












