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Introduction
For over 50 years the investment industry has conditioned us all to believe that Modern Portfolio
Theory (or “MPT”) is the most effective way to manage money in the markets. The theory being, that
different asset classes will provide uncorrelated returns and a smoother, more efficient, return stream
for investors. While great in theory, the reality is that all asset classes tend to correlate when markets
are under stress. This is of course the most inconvenient time for investors, and exactly the problem
MPT promised to solve
This issue is finally becoming a problem
for advisors, as younger clients are
proving to be less forgiving of volatility in
their portfolios. According to Schroders,
an overwhelming 82% of millennial
investors rebalanced their portfolios as a
result of the 4Q’18 bear market in stocks.
By far the largest of the 4 demographics
surveyed, and nearly double that of
baby boomers and nearly triple that
of the silent generation (Figure 1).

FIGURE 1

Our point being, investment advisors
who want to continue being investment
advisors, clearly need to offer clients a
solution better than “MPT and an apology”.
Put differently, the next generation of
clients is already demanding the next
generation of investment solutions.
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What Really Works
According to a recent study by several very credible professionals on the performance of trend-following
investing across global markets, it was found that in each decade since 1880 time-series momentum has
delivered positive average returns with low correlations when compared to traditional asset classes1. Further,
time-series momentum performed well in 8 out of 10 of the largest crisis periods over the century, as defined
by the largest drawdowns for a 60/40 stock/bond portfolio. Finally, time-series momentum has performed
well across different macro environments, including recessions and booms, wartime and peacetime, high
and low interest rate regimes, and periods of both high and low inflation.
While clearly a critically important concept, we believe momentum is a term which is used far too cavalierly
and often without a specific definition. In the research noted above, the authors constructed a measure that
combined 1-, 3- & 12-month differences in price for 67 markets across stocks, bonds, commodities and
currency pairs. We will keep it even simpler and define momentum to be the percentage change in the price
of an asset over a defined number of months. For example, if the price of XYZ is 100 on December 31st and
120 on June 30th, the ‘6-month momentum’ will be 20% ((120-100)/100).

Position Sizing
Besides posting good returns, the other critically important priority in building our ‘next generation’ asset
allocation model was to reduce the volatility of the portfolio. This is so investors could actually live with the
strategy during times of stress. While there are numerous ways managers have tried to accomplish this, our
choice was to weight individual positions based on their 60-day volatility, as reported by Bloomberg2.
More specifically, asset classes with higher volatilities should represent a smaller relative position within the
portfolio. This gives each position an equal opportunity to add $1 of profit to the investor, as well as provides
them a potentially smoother, less volatile ride – our stated goal from the beginning, as well as that of MPT.
It should be noted that we capped the maximum volatility reading of 3-month Treasury Bills. This was needed
due to the extremely high volatility readings associated with low levels of short-term interest rates (ZIRP3). An
example being, that when the return on a T-Bill increases merely from 1bp to 2bp over a 60-day period the
volatility of those returns is 100%. This led to outsized portfolio weighting during the 2008 financial crisis
and hence our decision to limit the volatility of 3-month Treasuries to a maximum of 50%.

The Universe
When building our ‘next generation’ asset allocation model, we chose to use common investment vehicles
which had a long history and that were widely available as some form of ETF or ETN. A complete list of
specific indices used for this model are listed in Table 2, along with their available ETFs.
The only (minor) exceptions are in the calculations with the fixed income vehicles. In the case of intermediate
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term bonds, we used the TLT ETF in the model (which
represents 20+ Year US Treasuries) as its monthly
price change incorporates earned interest. For
3-month Treasury Bills, we used the actual yield.

TABLE 2

A ‘Next Generation’ Asset
Allocation Model
It takes a different approach to build an investment
model that provides a different return stream from
MPT. We chose to combine momentum and volatility
/ risk parity to create a model that adapts to actual
market conditions, while keeping trading and
turnover to reasonable and manageable levels.
The first step is to use an ‘n-period’ momentum to define which markets / asset classes are currently
performing the best. While this can sometimes mean ‘losing less’ than the others, this process typically
identifies markets that are actually trending higher. We then rank the 10 markets / asset classes within
our universe at the end of each month, choosing the 5 strongest to be in the portfolio the following month.
Finally, we use the 60-day volatility to weight positions in a risk-parity manner.

The Results

TABLE 3

While a very simple approach, we believe this is an equally
elegant one which provides materially better returns than MPT’s
traditional 60/40 mix. More specifically, our ‘next generation’
adaptive model posted stock-like returns with 60/40 like volatility
over a 17-year period, which included (by our definition) 4 cyclical
bear markets. A ‘21st century solution’.
The key to achieving the above returns was of course to take a
‘trend following’ approach, which allowed the portfolio to adapt
to changing market conditions.
Annual returns are detailed in Table 3, with 2002 and 2019
representing partial periods. August 2002 was chosen as a start
date as the TLT ETF was launched July 2002.
(Please note 4/2/4 returns in the above table and in the chart to right represent a portfolio composed of 40% S&P 500,
20% MSCI EAFE Index and 40% US 20+ Year Treasuries.)
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Chart 4 displays cumulative model returns, with
the lower section detailing exposure to each broad
asset class. The pie charts below (Charts 5 & 6)
show the specific portfolio adjustment which
would have been made just ahead of the 2008 US
financial crisis.

CHART 4

This shift would have saved investors roughly half
the drawdown of the market from September 2007
to March 2009. The resulting loss mitigation would
have then allowed them to see a new high in the
total value of their portfolio roughly 2½ years ahead
of the S&P, and roughly 1½ years earlier than the
60/40 portfolio. Powerful confirmation that you
‘win by losing less’.
CHART 5

CHART 6

Optimization and Robustness of Results
CHART 7
The returns above were achieved using a 6-month
momentum on all asset classes in the universe
shown in Table 2. Chart 7 shows the annual returns
and standard deviations of our ‘next generation’
model when using monthly momentum intervals
from 2 to 12. Model returns were consistent across
the series and the 6-period value was chosen as it
showed the lowest standard deviation – a common
measure of portfolio risk.
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Additionally, the pie chart below (Chart 8) details the contributions of each market to the overall portfolio.
While a very ‘qualitative’ look, the fact that no single asset class provided an outsized proportion of returns
gives us additional comfort in the robustness of the investment model.

Conclusion
As we noted in our introduction, Modern Portfolio Theory remains the most popular method to manage
assets in the markets. Introduced in 1952, MPT is not modern at all, and is actually older than electronic
calculators, the TV show ‘Happy Days’ and Sputnik. We also maintain that it is at best a theory, as all asset
classes (other than cash) typically get highly correlated during times of financial market stress.
While many chose to turn a blind eye, we have indeed made progress over the last 70 years in the way
we can manage assets in financial markets. This is largely due to the silicon revolution, and the power to
thoroughly test ideas.
One we believe whose time has come is Adaptive Asset Allocation. A
truly ‘next generation’ strategy which can potentially provide materially
better returns than MPT and given a few market cycles, stock-like
returns with 60/40 volatility.

CHART 8

Advisors who ignore innovative strategies may soon find themselves
in very difficult conversations with millennial investors, who are a
generation that questions the status quo and who expects effective,
modern, solutions.
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Brian Hurst, Yao Hua Ooi, and Lasse Heje Pedersen, A Century of Evidence on Trend-Following Investing, (Jun 27, 2017)
A measure of the risk of price moves for a security calculated from the standard deviation of day to day logarithmic historical price
changes. The 60-day price volatility equals the annualized standard deviation of the relative price change for the 60 most recent
trading days closing price, expressed as a percentage.
Zero interest-rate policy (ZIRP) is a macroeconomic concept describing conditions with a very low nominal interest rate, such as
those from 2008 through 2015 in the United States.
Confidential – Do not copy or distribute. The information herein is being provided in confidence at the request of the financial
advisor and may not be reproduced or further disseminated without the permission of NexBank Wealth Advisors, Inc. (“NexBank”).
The information contained in this document is subject to change without notice.
The white paper relates to a hypothetical model portfolio that NexBank has constructed and back-tested. Hypothetical performance
results have many inherent limitations. No representation is being made that any account will or is likely to achieve profits or losses
similar to those shown. In fact, there can be sharp differences between hypothetical performance results and the actual results
achieved by any particular trading program.
One of the limitations of hypothetical performance results is that they are generally prepared with the benefit of hindsight. In
addition, hypothetical trading does not involve financial risk, and no hypothetical trading record can completely account for the
impact of financial risk in actual trading. For example, the ability to withstand losses or to adhere to a particular trading program in
spite of trading losses are material points which can also adversely affect actual trading results. There are numerous other factors
related to the markets in general or to the implementation of any specific trading program which cannot be fully accounted for in
the preparation of hypothetical performance results and all of which can adversely affect actual trading results.
The model portfolio track record results are presented for illustrative purposes only and do not represent guaranteed results. No
assurances can be given that the above performance results will be typical or representative of any or all investments associated
with an account managed by NexBank. Model results do not reflect actual trading results and may not reflect the impact that
material market and economic factor have on NexBank’s decision-making with respect to actual managed accounts. Clients may
experience investment results that differ materially from the model results presented. Model returns are inherently subject to
significant economic, market and other factors that may adversely affect the performance of the portfolio. Model returns should
not be relied upon as facts as there is no assurance that these results will be achieved. The model portfolio performance shown is
based on the reflected asset allocation and past performance of the funds included in the model portfolio, and do not represent
actual future performance of any particular investment strategy. Past performance does not guarantee future results.
The model returns described herein have been prepared on the basis of assumptions about the composition of the portfolio. We
reserve the right to modify portfolios and such modifications may materially impact performance.
The views and opinions expressed are for informational purposes only as of the date of this material and are subject to change
at any time. This material is not a recommendation, offer or solicitation to buy or sell any securities or engage in any particular
investment strategy and should not be considered specific legal, investment or tax advice.
Before investing, consider the funds’ investment objectives, risks, charges and expenses of the funds included in the model portfolio.
To obtain a prospectus or summary prospectus which contains this and other information, download a prospectus or summary
prospectus by visiting: www.ssga.com, www.ipathetn.com, www.invesco.com and www.ishares.com, or ask your financial advisor.
Read it carefully before investing.
Performance quoted represents past performance, which is no guarantee of future results. Investment return and principal value
will fluctuate, so you may have a gain or loss when shares are sold. Current performance may be higher or lower than that quoted.
Performance of an index is not illustrative of any particular investment. It is not possible to invest directly in an index.
Funds focused on specific industries, sectors, markets or asset classes may be more vulnerable to any single economic or regulatory
development. This may result in greater volatility Can we list websites of the ETFs.
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