
  



 

 

 

 

 

 

 

 

 

 

 

 

Copyright © 2015 The Idea Farm, LP 

All rights reserved. 

ISBN: 978-0-9886799-0-0 
ISBN-13: 978-0-9886799-2-4 

 (Meb Faber) 

  



 

 

DEDICATION 

 

To Mom   



 

ABOUT THE AUTHOR 

 

Mr. Faber is a co-founder and the Chief Investment Officer of Cambria Investment Management, LP. Faber is 

ǘƘŜ ƳŀƴŀƎŜǊ ƻŦ /ŀƳōǊƛŀΩǎ 9¢CǎΣ ǎŜǇŀǊŀǘŜ ŀŎŎƻǳƴǘǎΣ ŀƴŘ ǇǊƛǾŀǘŜ ƛƴǾŜǎǘƳŜƴǘ ŦǳƴŘǎ ŦƻǊ ŀŎŎǊŜŘƛǘŜŘ ƛƴǾŜǎǘƻǊǎΦ aǊΦ 

Faber is also the author of the Meb Faber Research blog, Shareholder Yield, Global Value, and the co-author of 

The Ivy Portfolio: How to Invest Like the Top Endowments and Avoid Bear Markets. He is a frequent speaker 

and writer on investment strategies and has been featured in .ŀǊǊƻƴΩǎ, The New York Times, and The New 

Yorker. Mr. Faber graduated from the University of Virginia with degrees in Engineering Science and Biology. 

He is a Chartered Alternative Investment Analyst (CAIA), and Chartered Market Technician (CMT). 

 

 

 

Contact Information: 

Twitter: @MebFaber 

Email: Mebane@gmail.com 

Phone:  310-683-5500 

Blog:  mebfaber.com 

Research:  theideafarm.com 

Company:  cambriafunds.com 

 

 

 

 

 

  

http://www.mebfaber.com/
http://www.amazon.com/gp/product/B00CRLSL4W/ref=as_li_tl?ie=UTF8&camp=1789&creative=390957&creativeASIN=B00CRLSL4W&linkCode=as2&tag=worbet-20
http://www.amazon.com/gp/product/B00J351PXE/ref=as_li_tl?ie=UTF8&camp=1789&creative=390957&creativeASIN=B00J351PXE&linkCode=as2&tag=worbet-20
http://www.amazon.com/gp/product/B001ULD5BY/ref=as_li_tl?ie=UTF8&camp=1789&creative=390957&creativeASIN=B001ULD5BY&linkCode=as2&tag=worbet-20
https://twitter.com/MebFaber
mailto:Mebane@Gmail.com
http://mebfaber.com/
http://www.theideafarm.com/
http://cambriafunds.com/


 

 

 

 
 

 

 

 

  



 

 
 

 

 

 

 

άIƻǿŜǾŜǊ ōŜŀǳǘƛŦǳƭ ǘƘŜ ǎǘǊŀǘŜƎȅΣ ȅƻǳ ǎƘƻǳƭŘ ƻŎŎŀǎƛƻƴŀƭƭȅ ƭƻƻƪ ŀǘ ǘƘŜ ǊŜǎǳƭǘǎΦέ   

ςWinston Churchill  



 

 

Table of Contents 

INTRODUCTION 

CHAPTER 1 ς A HISTORY OF STOCKS, BONDS, AND BILLS ................................................................................................ 2 

CHAPTER 2 ς THE BENCHMARK PORTFOLIO: 60/40 ...................................................................................................... 18 

CHAPTER 3 ς ASSET CLASS BUILDING BLOCKS .............................................................................................................. 24 

CHAPTER 4 ς THE RISK PARITY AND ALL SEASONS PORTFOLIOS .................................................................................... 24 

CHAPTER 5 - THE PERMANENT PORTFOLIO .................................................................................................................. 43 

CHAPTER 6 - THE GLOBAL MARKET PORTFOLIO ............................................................................................................ 47 

CHAPTER 7 - THE ROB ARNOTT PORTFOLIO .................................................................................................................. 53 

CHAPTER 8 - THE MARC FABER PORTFOLIO .................................................................................................................. 56 

CHAPTER 9 - THE ENDOWMENT PORTFOLIO: SWENSEN, EL-ERIAN, AND IVY................................................................. 59 

CHAPTER 10 - THE WARREN BUFFETT PORTFOLIO ........................................................................................................ 63 

CHAPTER 11 - COMPARISON OF THE STRATEGIES ......................................................................................................... 65 

CHAPTER 12 - IMPLEMENTATION (ETFS, FEES, TAXES, ADVISORS) ................................................................................ 72 

CHAPTER 13 - SUMMARY ............................................................................................................................................. 78 

APPENDIX A ς FAQS ..................................................................................................................................................... 80 

APPENDIX B - THE TOBIAS PORTFOLIO ......................................................................................................................... 85 

APPENDIX C - THE TALMUD PORTFOLIO ....................................................................................................................... 88 

APPENDIX D - THE 7TWELVE PORTFOLIO ...................................................................................................................... 91 

APPENDIX E - THE WILLIAM BERNSTEIN PORTFOLIO ..................................................................................................... 94 

APPENDIX F - THE LARRY SWEDROE PORTFOLIO .......................................................................................................... 97 

 

 



 



 2 

INTRODUCTION 
 

To help put the reader ƛƴ ǘƘŜ ǊƛƎƘǘ ƳƛƴŘǎŜǘ ŦƻǊ ǘƘƛǎ ōƻƻƪΣ ƭŜǘΩǎ Ǌǳƴ ŀ ƭƛǘǘƭŜ ŜȄǇŜǊƛƳŜƴǘΦ  ²Ŝ ǿŀƴǘ ǘƻ 

ƳŀƪŜ ǎǳǊŜ ȅƻǳΩǊŜ ǇŀȅƛƴƎ ŀǘǘŜƴǘƛƻƴΣ ǎƻ ǘǳǊƴ ƻŦŦ ǘƘŜ ¢±Σ ŎƭƻǎŜ ȅƻǳǊ ŜƳŀƛƭΣ ŀƴŘ ƎǊŀō ŀ ŎǳǇ ƻŦ ŎƻŦŦŜŜΦ 

Below is a test.  It is simple, but requires your utmost concentration.  Here is a video for you to watch.  

So click on this link and then come back to this book after watching ς ƛǘΩǎ ƻƴƭȅ ŀōƻǳǘ нл ǎŜŎƻƴŘǎ ƭƻƴƎ 

ǎƻ ǿŜΩƭƭ ǿŀƛǘ.   

Selective Attention Test Video 

Did you watch?   

Okay, do you have your number? If you do your job correctly, you learn that the ball is passed 15 

times.  Did you get the number correct?  Congratulations! 

.ǳǘΣ ƻŦ ŎƻǳǊǎŜΣ ǘƘŀǘΩǎ ƴƻǘ ǘƘŜ ǿƘƻƭŜ ǎǘƻǊȅΦ  

In this particular experiment, which many of you have probably seen already, while you were 

fastidiously counting basketball passes, what you might have missed was someone dressed in a gorilla 

costume walk into the frame, pound his chest, ŀƴŘ ǿŀƭƪ ƻŦŦΦ  5ƻƴΩǘ ŦŜŜƭ ōŀŘ - most participants in the 

ŜȄǇŜǊƛƳŜƴǘ ŘƻƴΩǘ ƴƻǘƛŎŜ ǘƘŜ ƎƻǊƛƭƭŀ ŀǘ ŀƭƭΦ  ²ƘƛƭŜ ǘƘŜȅ ƪŜǇǘ ǘƘŜƛǊ ŜȅŜ ǘǊŀƛƴŜŘ ƻƴ ǿƘŀǘ ǘƘŜȅ ŀǎǎǳƳŜŘ ǘƻ 

be the most important taskτthe passing of the basketballτthey simply failed to notice anything else.   

Go back and watch again and be amazed that you would have missed this very obvious intruder. 

What the research actually finds is that when we narrow our focus to one specific task, we tend to 

overlook other, significant events.  

What does this have to do with investing and this book? Conventional wisdom tells us that, as 

investors, we have to keep our eyes trained on our asset allocation.   However, how much time do 

you spend thinking about the following questions: 

άLǎ ƛǘ ǘƘŜ ǊƛƎƘǘ ǘƛƳŜ ǘƻ ōŜ ƛƴ ǎǘƻŎƪǎΣ ƻǊ ǎƘƻǳƭŘ L ǎŜƭƭΚέ 

ά{ƘƻǳƭŘ L ŀŘŘ ƎƻƭŘ ǘƻ Ƴȅ ǇƻǊǘŦƻƭƛƻΚ  LŦ ǎƻΣ Ƙƻǿ ƳǳŎƘΚέ 

ά!ǊŜƴΩǘ ōƻƴŘǎ ƛƴ ŀ ōǳōōƭŜΚέ 

https://www.youtube.com/watch?v=vJG698U2Mvo
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άIƻǿ ƳǳŎƘ should L Ǉǳǘ ƛƴ ŦƻǊŜƛƎƴ ǎǘƻŎƪǎΚέ 

άAre central banks ƳŀƴƛǇǳƭŀǘƛƴƎ ǘƘŜ ƳŀǊƪŜǘΚέ 

With all of our focus on assets - and how much and when to allocate them - are we missing the gorilla 

in the room? 

Our book begins by reviewing the historical performance record of popular assets like stocks, bonds, 

and cash.  We look at the impact inflation has on our money.  We then start to examine how 

diversification through combining assets, in this case a simple stock and bond mix, works to mitigate 

the extreme drawdowns of risky asset classes.   

But we go beyond a limited stock/bond portfolio to consider a more global allocation that also takes 

into account real assets. We track 13 assets and their returns since 1973, with particular attention to 

a number of well-ƪƴƻǿƴ ǇƻǊǘŦƻƭƛƻǎΣ ƭƛƪŜ wŀȅ 5ŀƭƛƻΩǎ !ƭƭ ²ŜŀǘƘŜǊ ǇƻǊǘŦƻƭƛƻΣ ǘƘŜ 9ƴŘƻǿƳŜƴǘ ǇƻǊǘŦƻƭƛƻΣ 

²ŀǊǊŜƴ .ǳŦŦŜǘǘΩǎ suggestion, and others. And what we find is that, with a few notable exceptions, 

many of the allocations have similar exposures.  

!ƴŘ ȅŜǘΣ ǿƘƛƭŜ ǿŜ ŀǊŜ ŀƭƭ ōǳǎȅ ǇŀȅƛƴƎ ŎƭƻǎŜ ŀǘǘŜƴǘƛƻƴ ǘƻ ƻǳǊ ǇƻǊǘŦƻƭƛƻΩǎ ǇŀǊǘƛŎǳƭŀǊ ŀƭƭƻŎŀǘƛƻƴ ƻŦ ŀǎǎŜǘǎΣ 

the greatest impact on our portfolios may be something we fail to notice altogether. In this case, the 

so-called άgorillaέ are the fees that we often fail to consider. In one shocking example, we find that 

the best performing strategy underperforms the worst strategy when we tack on advisory fees. 

Ultimately, smart investing requires that we not only monitor asset allocation, but of equal weight, 

we focus on the advisory fees associated with the investment strategy.      
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CHAPTER 1 ς A History of Stocks, Bonds, and Bills 
 

[ŜǘΩǎ ǎǘŀǊǘ ǿƛǘƘ a history lesson.  Many people begin investing their money without a true 

understanding of what has happened in the past, and often bias their expectations toward their own 

personal experiences.  My mother always told me the way to invest was to buy some stocks and then 

just hold on to them.  But her experience, living in the United States and investing particularly in the 

1980s and 1990s, ǿŀǎ ǾŜǊȅ ŘƛŦŦŜǊŜƴǘ ŦǊƻƳ ƘŜǊ ǇŀǊŜƴǘΩǎ ƎŜƴŜǊŀǘƛƻƴΣ ǿƘƛŎƘ ƭƛǾŜŘ ǘƘǊƻǳƎƘ ǘƘŜ DǊŜŀǘ 

Depression.  Both of these experiences would be vastly different from those of the average Japanese, 

German, or Russian investor. 

So what is possible and reasonable to expect from history?  We should begin with a discussion about 

the value of money.   

A few years ago, my father and I were talking and he decided to demonstrate a real world example of 

inflation.  A couple weeks later, I received a letter with a check inside written by my great grandfather 

in the 1910s for $0.50.  He was a farmer who immigrated from Les Martigny-Baines, Voges France 

and ended up in Nebraska.  That $0.50 is equivalent to about $13 today and shows a very simple 

example of inflation.  As a side note, look at that penmanship!  

FIGURE 1 ς Real World Inflation 

 

Source: Faber 

A more familiar example is the oft-ǳǎŜŘ ǇƘǊŀǎŜΣ άL ǊŜƳŜƳōŜǊ ǿƘŜƴ ŀ /ƻŎŀ-Cola cost ten cents.έ 

ό!ƴƻǘƘŜǊ Ŧǳƴ ŜȄŀƳǇƭŜ ƛǎ άSuperhero Inflation.έύ Inflation is an emotional topic.  It usually goes hand-

in-hand with a discussion of The Federal Reserve, and there are not many topics that incite more 

vitriol in certain economic and political precincts than άTƘŜ CŜŘέ and the U.S. dollar.  

http://mebfaber.com/2013/07/29/superhero-inflation/
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One of the most famous charts in all of investing literature is the one below that illustrates the U.S. 

dƻƭƭŀǊΩǎ ǇǳǊŎƘŀǎƛƴƎ ǇƻǿŜǊ ǎƛƴŎŜ ǘƘŜ ŎǊŜŀǘƛƻƴ ƻŦ The Federal Reserve in 1913.  The description usually 

goes along the lines of this ZeroHedge post: 

ά¢Ƙƛǎ ƛǎ ǘƘŜ ŎƘŀǊǘ ǘƘŜȅ ŘƻƴΩǘ ǿŀƴǘ ȅƻǳ ǘƻ ǎŜŜΥ ǘƘŜ purchasing power of the dollar over the past 

76 years has declined by 94%. And based on current monetary and fiscal policy, we have at 

least another 94% to go. The only question is whether this will be achieved in 76 months this 

ǘƛƳŜΦέ 

The above statement is factually true ς $1.00 in 1913 is only worth about three cents in current 

dollars due to the effects of inflation (which have averaged about 3.2% a year).  But that is all the 

chart tells you ς the U.S. has had mild inflation this century (with fits of disinflation, deflation, and 

high inflation mixed in): 

FIGURE 2 ς U.S. Dollar Purchasing Power, 1913-2014 

 

Source: Global Financial Data, Shiller 

The chart is then used to justify any number of arguments and conclusions, usually laden with 

exclamation points!!! , bold text, and CAPITALIZATIONS.  Cries to end the Fed, buy gold, sell stocks, 

and build forts stocked with guns, food, and ammunition usually follow in a stream of rants and raves. 

These articles are written like this for a reason.  They elicit an emotional ǊŜǎǇƻƴǎŜ όǿƘƻ ŘƻŜǎƴΩǘ enjoy 

http://www.zerohedge.com/article/annihiliation-dollars-purchasing-power
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grumbling about the government?) and they certainly make for great headlines.  

The problem that most miss is that investors have to do something with those dollars. Pretend you 

were an investor in 1913.  You could choose to put your dollars under a mattress, in which case your 

purchasing power would decline as indicated in the chart above.  You could also spend the money on 

consumption, such as vacations, entertainment, clothes, or food.  Or you could invest in Treasury 

bills, in which case the dollar was a perfectly fine store of value, and your $1 would be worth $1.33 

today (for a real return of about 0.26% per year).   

{ƻ ȅƻǳ ŘƛŘƴΩǘ ǊŜŀƭƭȅ ƳŀƪŜ ŀƴȅ ƳƻƴŜȅ, but you were not losing any either.  

bƻǘŜ ǘƘŀǘ άǊŜŀƭ ǊŜǘǳǊƴǎέ ǊŜŦŜǊ ǘƻ ǘƘŜ ǊŜǘǳǊƴǎ ŀƴ ƛƴǾŜǎǘƻǊ ǊŜŎŜƛǾŜǎ ŀŦǘŜǊ ƛƴŦƭŀǘƛƻƴΦ  If an investment 

returned 10% (what we call nominal returns) but there was inflation of 2% that year, the real return is 

only 8%. Real returns are a very important concept as they make comparisons across timeframes 

more relevant.  A 10% return with 8% inflation (2% real) is very different than a 10% return with 2% 

inflation (8% real). Lǘ ƛǎ ƘŜƭǇŦǳƭ ǘƻ ǘƘƛƴƪ ŀōƻǳǘ ǊŜŀƭ ǊŜǘǳǊƴǎ ŀǎ άǊŜǘǳǊƴǎ ȅƻǳ Ŏŀƴ Ŝŀǘ.έ  ¢Ƙŀǘ Ϸм /ƻƪŜ 

likely costs about the same as the $0.10 Coke, you are just paying with inflated dollars (and probably 

getting corn syrup instead of real sugar).   

If you had decided to take on a little more risk, you could have invested in longer duration bonds, 

corporate bonds, gold, stocks, housing, or even wine and artτall of which would have been better 

stores of value than your mattress.   

Figure 3 shows the real returns of stocks, bonds, and bills.  While $1 would be worth only three cents 

had you put your hard-earned cash under the mattress, it would be worth $1.33 had you invested in 

T-bills, worth $5.68 in 10-Year Treasury bonds, and worth a whopping $492 in U.S. stocks.   
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FIGURE 3 ς Purchasing Power, 1913-2014 

 

Source: Global Financial Data, Shiller 

For those looking for a beautiful coffee table book on the topic of historical market returns, check 

out my all-time favorite investing book, Triumph of the Optimists: 101 Years of Global Investment 

Returns. (There are also free yearly updates of the book from Credit Suisse here.  All of the yearly 

updates are highly recommended.)  This fantastic book illustrates that many global asset classes in 

the twentieth century produced nice gains in wealth for individuals who bought and held those assets 

for generation-long holding periods.  It also shows how the assets went through regular and painful 

drawdowns like the Global Financial Crisis of 2008.   

Unfortunately for investors, there are only two states for your portfolio ς all-time highs and 

drawdowns.  Drawdowns for those unfamiliar are simply the peak to trough loss you are experiencing 

in an investment.  So if you bought an investment at 100 and it declines to 75, you are in a 25% 

drawdown.  If it then rises to 110, your drawdown is then 0 (all-time high). 

For some long-term perspective, set forth below are some charts based on data from the book 

http://www.amazon.com/gp/product/0691091943?ie=UTF8&tag=worbet-20&linkCode=as2&camp=1789&creative=390957&creativeASIN=0691091943
http://www.amazon.com/gp/product/0691091943?ie=UTF8&tag=worbet-20&linkCode=as2&camp=1789&creative=390957&creativeASIN=0691091943
https://www.credit-suisse.com/us/en/news-and-expertise/research/credit-suisse-research-institute/publications.html
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Triumph of the Optimists (available through Morningstar as the Dimson, Marsh, and Staunton module 

but requires a subscription).  They represent the best-, middle-, and worst-case scenarios for the 

main asset classes of sixteen countries from 1900-2014. They have since updated their database to 

include 23 countries with results in the Credit Suisse reference link above.  All return series are local 

real returns and displayed as a log graph (except the last one).   U.S. dollar based returns are near 

identical. 

First, here are the best-, middle-, and worst-cases for returns on your cash.  

Figure 4 shows that leaving cash under your mattress is a slow bleed for a portfolio. Germany is 

excluded after the first series as it dominates the worst-case scenarios (in this case, hyperinflation).   

Inflation is a major drag on returns. When it gets out of control, it can completely wipe out your cash 

and bond savings. So you mattress stuffers ς on average you would have lost about 4% a year by 

keeping your money at home. 
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FIGURE 4 ς Cash Real Returns, 1900-2014  

Best-Case: -2.2% per year 

Middle: -3.9%Ο 

Worst-Case: -100%  

 

 

Source: Morningstar, Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton 

University Press, 2002, Credit Suisse Global Investment Returns Sourcebook 2015 

 

Next up are real returns for short-term government bills. These instruments do all they can just to 

keep up with inflation.  ̧ ƻǳΩǊŜ ƴƻǘ usually going to make any money, as Figure 5 shows, but at least 

ǘƘŜȅ ŘƻƴΩǘ ƭƻǎŜ п҈ ŀ ȅŜŀǊ ƭƛƪŜ ǘƘŜ ƳŀǘǘǊŜǎǎ ŘƻŜǎ. We also include ǘƘŜ ά²ƻǊƭŘέ ǿƘƛŎƘ ƛǎ ǘƘŜ Ǝƭƻōŀƭ 

market capitalization weighted portfolio ǿƘƛŎƘ ǿŜƛƎƘǘǎ ǘƘŜ ǇƻǊǘŦƻƭƛƻ ōŀǎŜŘ ƻƴ ǎƛȊŜ ƻŦ ŜŀŎƘ ŎƻǳƴǘǊȅΩǎ 

stock market.   
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FIGURE 5 ςShort-term Government Bills Real Returns, 1900-2014   

Best-Case: 2.1% per yearΟ 

Middle: 0. 7%Ο 

Worst-Case: -3.5%Ο(Real Worst-Case, Germany -100%)  

World:  0.9% 

 

 

 

Source: Morningstar, Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton 

University Press, 2002, Credit Suisse Global Investment Returns Sourcebook 2015 

 

In Figure 6, adding a little duration risk doubles the historical returns of bills for our 10-year bonds, 

but that is still a pretty small return.  ̧ ƻǳΩǊe not going to get rich with 1.7% real returns, and you still 

have to sit through a 50% drawdown, as we will show later. 
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FIGURE 6 ςLong-term Government Bonds Real Returns, 1900-2014 

Best-Case: 3.3% per yearΟ 

Middle: 1.7%Ο 

Worst-Case: -1.4%Ο(Real Worst-Case, Germany -100%)  

World: 1.9% 

 

 

 

Source: Morningstar,  Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton 

University Press, 2002, Credit Suisse Global Investment Returns Sourcebook 2015 

 

And finally, we have the real returns for stocks.  Much better! Over 4% real returns per year is far 

superior to returns of the bond market.  While these are great returns, realize that it would still take 

over 15 years to double your money!   
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FIGURE 7 ςStocks Real Returns, 1900-2014 

Best-Case: 7.4% per year  

Middle: 4.8%Ο 

Worst-Case: 1.9%  

(Real Worst-Case, China, Russia -100%)  

World: 5.2% 

 

 

 

Source: Morningstar,  Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton 

University Press, 2002, Credit Suisse Global Investment Returns Sourcebook 2015 

 

And in Figure 7a, the same chart is presented with a non-log y-axis.  We do this to demonstrate to 

readers the importance of viewing charts that have percentage changes over long time frames with a 

log axis.  Otherwise the chart is almost unreadable and definitely not useful.  Perhaps importantly, 
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you can now distinguish between unscrupulous money managers advertising their services with the 

below style of chart which can be misleading, as the gains look much more dramatic. 

 

FIGURE 7aςStocks Real Returns, 1900-2014, Non-log Axis 

 

Source: Morningstar,  Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton 

University Press, 2002, Credit Suisse Global Investment Returns Sourcebook 2015 

 

[ŜǘΩǎ ƭƻƻƪ ŀǘ ǘƘŜ ŜƴǘƛǊŜ ǎŜǊƛŜǎ ŀŎǊƻǎǎ ŀƭƭ ŎƻǳƴǘǊƛŜǎ to visualize some of the best and worst-case 

scenarios.  It looks like a simple conservative rule of thumb may be to expect stocks to return around 

4% to 5%, bonds 1% to 2%, and bills basically zero.  Note that the United States had one of the best 

performing equity and bond markets for the 20th Century. 
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FIGURE 8ςAsset Class Real Returns, 1900-2014 

 

 

Source: Morningstar,  Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton 

University Press 2002, Credit Suisse Global Investment Returns Sourcebook 2015 

One would think that the math above would make the decision easy ς just put all your money in 

stocks!  While stocks outperformed the returns of bonds and bills, stocks are not without their own 

risks.  At least two countries had their equity markets wiped out when the government shut down the 

capital markets.  No wonder people are so wary of investing in Russia and China even today. 

Another risk is that stocks can go for a really long time underperforming other asset classes, such as 

bonds.  It is easy to look at the data and assume you can wait out any stock market 

underperformanceτat least until it happens to you. 

In his 2011 άThe Biggest Urban Legend in Finance,έ Rob Arnott discusses a 30-year underperformance 

of stocks vs. bonds: 

Inflation Bills Bonds Equity

Australia 3.8% 0.7% 1.7% 7.3%

Belgium 5.2% -0.3% 0.4% 2.7%

Canada 3.0% 1.5% 2.2% 5.8%

Denmark 3.8% 2.1% 3.3% 5.3%

France 7.0% -2.8% 0.2% 3.2%

Germany * -2.4% -1.4% 3.2%

Ireland 4.2% 0.7% 1.6% 4.2%

Italy 8.2% -3.5% -1.2% 1.9%

Japan 6.8% -1.9% -0.9% 4.1%

Netherlands 2.9% 0.6% 1.7% 5.0%

South Africa 4.9% 1.0% 1.9% 7.4%

Spain 5.7% 0.3% 1.8% 3.7%

Sweden 3.5% 1.9% 2.8% 5.8%

Switzerland 2.2% 0.8% 2.3% 4.5%

UK 3.9% 0.9% 1.6% 5.3%

US 2.9% 0.9% 2.0% 6.5%

Max 8.2% 2.1% 3.3% 7.4%

Median 3.9% 0.7% 1.7% 4.8%

Average 4.5% 0.0% 1.3% 4.7%

Min 2.2% -3.5% -1.4% 1.9%

https://www.researchaffiliates.com/Our%20Ideas/Insights/Fundamentals/Pages/F_2011_March_The_Biggest_Urban_Legend.aspx
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ά! ол-year stock market excess return of approximately zero is a huge disappointment to the 

ƭŜƎƛƻƴǎ ƻŦ άǎǘƻŎƪǎ ŀǘ ŀƴȅ ǇǊƛŎŜέ ƭƻƴƎ-ǘŜǊƳ ƛƴǾŜǎǘƻǊǎΦ .ǳǘ ƛǘΩǎ ƴƻǘ ǘƘŜ ŦƛǊǎǘ ŜȄǘŜƴŘŜŘ ŘǊƻǳƎƘǘΦ 

From 1803 to 1857, U.S. equities struggled; the stock investor would have received a third of 

the ending wealth of the bond investor. Stocks managed to break even only in 1871. Most 

observers would be shocked to learn there was ever a 68-year stretch of stock market 

underperformance. After a 72-year bull market from 1857 through 1929, another dry spell 

ensued. From 1929 through 1949, stocks failed to match bonds, the only long-term shortfall in 

the Ibbotson time sample. Perhaps it was the extraordinary period of historyτThe Great 

Depression and World War IIτand the spectacular aftermath from 1950ς1999, that lulled 

recent investors into a false sense of security regarding long-ǘŜǊƳ Ŝǉǳƛǘȅ ǇŜǊŦƻǊƳŀƴŎŜΦέ 

A 68-year long stock underperformance is almost ǘƘŜ ǎŀƳŜ ŀǎ ŀ ƘǳƳŀƴΩǎ ŎǳǊǊŜƴǘ ŜȄǇŜŎǘŜŘ ƭƛŦŜǎǇŀƴ ƛƴ 

the U.S.  Bonds outperformed stocks over an entire lifetime (really, more than a lifetime, since life 

expectancy in the 1800s was around 40 years in the U.S.).  When talking about stocks for the long 

run, then, it must mean something other than a human lifetime.  For a tortoise, deep sea tubeworm, 

or sequoia tree perhaps?  To be fair, the longer you go back in history the more suspect the data is, so 

we confine our analysis below to the post 1900 period.  

Other countries experienced large drawdowns, and even in the United States, an investor lost about 

80% from the peak in the 1929-1930s stock bear market.  The unfortunate mathematics of a 75% 

decline requires an investor to realize a 300% gain just to get back to even ς the equivalent of 

compounding at 4.8% for 30 years! Even a smaller 50% drawdown would require 15 years at that rate 

of return to get back to even. 

Large drawdowns are why many people choose to invest in bonds, but bonds are risky too.  While 

stocks typically suffer from sharper price declines, bonds often have their value eroded by inflation.  

The U.S. and the U.K. have both seen real bond drawdowns of over 60%. While that sounds painful, in 

many other countries (Japan, Germany, Italy, and France), it was worse than 80%.  Some countries 

that faced hyperinflation resulted in a total loss, and Business Insider has a slideshow that examines a 

few of the worst examples in the past 100 years. 

Figure 9 shows that both stocks and bonds have had multiple large drawdowns over the years.  The 

ŦƛǊǎǘ ŎƘŀǊǘ ǳǎŜǎ ƳƻƴǘƘƭȅ Řŀǘŀ όǿŜ ŘƻƴΩǘ ƘŀǾŜ ƳƻƴǘƘƭȅ ŦƻǊ ǘƘŜ ¦ΦYΦύ, and monthly data only increases 

http://www.businessinsider.com/worst-hyperinflation-episodes-in-history-2013-9?op=1
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the drawdown figure. 

 

FIGURE 9 ςAsset Class Real Drawdowns, 1900-2014 

 

Source: Morningstar, Bloomberg, Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the 

Optimists, Princeton University Press 2002 

 

The same principle occurs in the U.K., but bond investors had to wait even longer to get back to even 

ς almost 50 years!  Below is Figure 10 looking at yearly real returns and drawdowns. 
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FIGURE 10 ςAsset Class Real Drawdowns, 1900-2014 

 

Source: Morningstar, Bloomberg, Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the 

Optimists, Princeton University Press 2002 

 

This is one of the problems with investing in just one security, country, or asset class.  Normal market 

returns are extreme.  Individuals invested in various assets at specific periodsτU.S. stocks in the late 

1920s and early 1930s, German asset classes in the 1910s and 1940s, Russian stocks in 1917, Chinese 

stocks in 1949, U.S. real estate in the mid-1950s, Japanese stocks in the 1990s, emerging markets and 

commodities in the late 1990s, and nearly everything in 2008τ would reason that holding these 

assets was a decidedly unwise course of action. Most individuals do not have a sufficiently long time 

to recover from large drawdowns from any one risky asset class.  

So what is an investor to do?  The next step lies in what is called the only free lunch in investing ς 

diversification. 
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CHAPTER 2 ς The Benchmark Portfolio: 60/40 
 

άbƻ ǎǘǊŀǘŜƎȅ ƛǎ ǎƻ ƎƻƻŘ ǘƘŀǘ ƛǘ ŎŀƴΩǘ ƘŀǾŜ ŀ ōŀŘ ȅŜŀǊ ƻǊ ƳƻǊŜ.  ̧ ƻǳΩǾŜ Ǝƻǘ ǘƻ ƎǳŜǎǎ ŀǘ ǿƻǊǎǘ 

cases: No model will tell you that. My rule of thumb is double the worst that you have ever 

ǎŜŜƴΦέ ς Cliff Asness , Co-founder AQR Capital Management 

The most venerable asset allocation model is the traditional 60/40 portfolio.  The portfolio simply 

invests 60% in stocks (S&P 500) and 40% in 10-year U.S. government bonds.  We will use this portfolio 

as the benchmark to compare all of the following portfolios in this book.   

The reason many people will invest in both stocks and bonds is that they are often non-correlated, 

meaning, stocks often zig while bonds zag. While the relationship ƛǎƴΩǘ ŎƻƴǎǘŀƴǘΣ ŎƻƳōƛƴƛƴƎ two or 

more non-correlated assets into a portfolio results in a better portfolio than just either alone.   

How has this portfolio performed?  [ŜǘΩǎ ƭƻƻƪ ŀǘ ǘƘŜ U.S. 60/40 portfolio back to 1913, rebalanced 

monthly. We consider volatility to be measured by the standard deviation of monthly returns.  The 

Sharpe ratio is a measure of risk adjusted returns, and is calculated as:  (returns ς risk free 

rate)/volatility.  The risk-free rate is simply the return of Treasury bills.  A higher Sharpe ratio is 

better, and a good rule of thumb is that risky asset classes have Sharpe ratios that cluster around the 

0.20 to 0.30 range. 

 

FIGURE 11 ςAsset Class Real Returns, 1913-2013 

Real 1913-2013 Bonds Stocks 60/40 

Returns 1.82% 6.59% 5.11% 

Volatility 6.68% 18.61% 11.79% 

Sharpe 0.22 0.33 0.40 

Max Drawdown -59.06% -78.94% -52.38% 

 

Source: Global Financial Data 

http://www.bloomberg.com/news/2010-10-07/asness-encounters-grim-reaper-before-quant-fund-rebounds-from-50-loss.html
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So it looks like you get a nice diversification benefit of investing your portfolio in both assets.  While 

60/40 ŘƻŜǎƴΩǘ quite achieve the returns of stocks, you reduce your drawdown a bit due to the assets 

not being perfectly correlated.   Figure 12 shows the equity curve of the strategy. 

 

FIGURE 12 ςAsset Class Real Returns, 1913-2013 

 

Source: Global Financial Data 

One challenge for investors is how much time they spend in drawdowns.  It is emotionally 

challenging, largely, since we anchor to the highest value a portfolio has attained.  For example, if 

your account hit $100,000 last month up from $20,000 twenty years ago, you likely think of your 

wealth in terms of the recent value and not the original $20,000.  If it then declines to $80,000, most 

will think in terms of losing $20,000 rather than the long-term gain of $60,000.  The 60/40 allocation 

only spends about 22% of the time at new highs, and the other 78% in some degree of drawdown.  

Drawdowns are physically painful, and the behavioral research demonstrates that people hate losing 

money much more than the joy of similar gains.  To be a good (read: patient) investor you need to be 

able to sit through the dry spells. 

So why not just allocate to the 60/40 portfolio and avoid reading the rest of this book?   
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While 60/40 is a solid first step, we posit that focusing solely on U.S. stocks and bonds is a mistake.  In 

fact, this 60/40 approach presents a particularly difficult challenge to investors at the end of 2014, as 

we detail below. 

U.S. stocks have returned a meager 4.9% per year from 2000 ς 2014 and, factoring in inflation, have 

returned 1.90% per year, provided investors had the ability to sit through two gut-wrenching bear 

markets with declines of over 45%. According to recent DALBAR studies, many have not.  1.9% per 

year is a far cry from the historical 6.47% that U.S. stocks have returned over the full period from 

1900-2014. 

One of the reasons for the subpar returns is simple ς valuations matter. The price you pay influences 

your rate of return. Pay a below average price and you can reasonably expect an above average 

return, and vice versa.  Valuations started the 2000s at extreme levels. The ten-year cyclically 

adjusted price-to-earnings (CAPE) ratio for U.S. stocks reached a level of 45 in December 1999, the 

highest level ever recorded in the U.S., as Figure 13 shows. (For those unfamiliar with valuation 

methods for stocks, we examine over 40 global stock markets and how to use global valuation 

metrics in our book Global Value.) This high starting valuation set the stage for very poor returns 

going forward for investors buying stocks in the late 1990s. 

  

http://www.qaib.com/public/default.aspx
http://www.amazon.com/gp/product/B00J351PXE/ref=as_li_ss_tl?ie=UTF8&camp=1789&creative=390957&creativeASIN=B00J351PXE&linkCode=as2&tag=worbet-20
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Figure 13 ς Ten-Year Cyclically Adjusted Price-to-Earnings Ratio (CAPE), 1881- 2014 

 

 

Source: Shiller 

As you can see in the Figure 14, future returns are highly dependent on those starting valuations. The 

current reading as of December 2014 is 27, which is about 60% above the long-term average of 

around 16.5. At the current levels over 25, future median ten-year returns have been an uninspiring 

3.5% nominal and 1.00% real since 1900. Not horrific and not quite yet in a bubbleτbut not that 

exciting either. Once CAPE ratios rise above 30, forecasted future median real returns are negative 

for the following ten years ς ƛǘ ŘƻŜǎƴΩǘ ƳŀƪŜ ǎŜƴǎŜ ǘƻ ƻǾŜǊǇŀȅ ŦƻǊ ǎǘƻŎƪǎΗ 
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Figure 14 ς Ten-Year CAPE Ratio vs. Future Returns, 1900-2014 

 

Source: Shiller 

U.S. 10-year government bonds, on the other hand, have proven to be a wonderful place to invest 

during the past 15 years. The compound return was 6.24% and a nice 3.82% after inflation. The 

problem here, however, is that these wonderful recent returns come at the expense of future returns 

as yields have declined from around 6% in 2000 to near all-time low levels in the U.S., currently 

around 2%. 

Future bond returns are fairly easy to forecast ς each future bond return is simply the starting yield. 

Currently, your ten-year nominal return for buying U.S. government bonds will be around 2.25% if 

held to maturity.  

So investors are presented with the following opportunity set of annual returns for the next ten years 

(assuming 2.25% inflation going forward, rounding to make it simple):  

¶ U.S. Stocks: 3.50% nominal, ~1% real  

¶ U.S. Bonds: 2.25% nominal, ~0% real  

¶ Cash/T-bills: 0.00% nominal, -2% real 

That leaves a 60/40 investor with a 2-3% nominal return no matter which way you slice it, or about a 

0-1% real return. Not exactly breathtaking! Many investors expect 8% (or even 10% returns) per year 
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when, in reality, expectations should be ratcheted down to more reasonable levels.   

Other highly respected research shops forecast similar bleak returns for U.S. stocks and bonds.  You 

can find more info at AQR, Bridgewater, Research Affiliates, and GMO. 

So where should investors look for returns while minimizing their risk of overpaying? In the coming 

pages, we examine the benefits of expanding a traditional 60/40 allocation into a more global 

allocation with an additional focus on real assets as well.  

 

 

 

  

https://www.aqr.com/library
http://www.bwater.com/
http://www.researchaffiliates.com/AssetAllocation/Pages/Core-Overview.aspx
http://www.gmo.com/
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CHAPTER 3 ς Asset Class Building Blocks 
 

άL ǘƘƛnk the single most important thing that you can do is diversify your portfolio.έ  

ςPaul Tudor Jones, Founder Tudor Investment Corporation 

The next two questions and answers will likely surprise you. 

Question 1 - Quick, what is thŜ ǿƻǊƭŘΩǎ ƭŀǊƎŜǎǘ ŦƛƴŀƴŎƛŀƭ ŀǎǎŜǘ ŎƭŀǎǎΚ  5ƻƴΩǘ ƪƴƻǿΚ 

Answer: Foreign ex-U.S. bonds!  This is usually surprising to most investors who assume the answer is 

U.S. stocks or bonds. 

 

FIGURE 15 ς The Largest Asset Class in the World 

 

Source: Vanguard 

 

Question 2:  How much of your global stock allocation should be in the United States? 

Answer: About half! 

 

https://pressroom.vanguard.com/nonindexed/6.26.2012_The_Role_of_Home_Bias.pdf
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U.S. investors usually put around 70% of their stock allocation at home here in the U.S.  This is called 

ǘƘŜ άƘƻƳŜ ŎƻǳƴǘǊȅ ōƛŀǎέ, and it occurs everywhere.  Most investors around the world invest most of 

their assets in their own markets.  Figure 16 is a chart from Vanguard that details the άƘƻƳŜ ŎƻǳƴǘǊȅ 

ōƛŀǎέ effect in the U.S., the U.K., Australia, and Canada.  The blue bars are how much investors should 

own of each country according to global weightings, and the red bars are how much they actually 

own of their own country ς way too much! 

 

FIGURE 16 ς Home Country Bias 

 

Source: Vanguard 

 

Figure 17 is a chart from the Credit Suisse GIRY update we mentioned earlier.  It details the U.S. as a 

percentage of world market capitalization (52%) in 2014.  Given this, while most of us here in the 

United States invest 70% of our stock allocation in U.S. stocks, in order to be truly representative of 

the global marketplace  it really should only be about half.   Note that the U.S. was only 15% of world 

market cap back in 1899.  As a share of global GDP, the U.S. is only 20% (emerging markets are 50% of 

global GDP, but only 13% of market capitalization). 

 

 

 

https://pressroom.vanguard.com/nonindexed/6.26.2012_The_Role_of_Home_Bias.pdf
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 FIGURE 17 ς Stock Market Sizes, 1899 and 2014 

 

 

 

Source: Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton University 

Press 2002, Credit Suisse Global Investment Returns Sourcebook 2015 

 

The point of the two questions at the beginning of the chapter is that we live in a global world.  There 

is no need to build an investment portfolio with just exposure to U.S. stocks and bonds.  Figure 18 is 
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another chart of how market cap weightings have changed over time.  Notice the large Japanese 

bubble expansion in the 1980s and the rapid contraction afterward. 

 

 

FIGURE 18 ς Stock Market Sizes, 1900 to 2012 

 

Source: Elroy Dimson, Paul Marsh, Mike Staunton, Triumph of the Optimists, Princeton University 

Press 2002, Credit Suisse Global Investment Returns Sourcebook 

 

The key question for investors to ask, thenΣ ƛǎΣ ά²hat would our allocation look like if we expanded 

the 60/40 portfolio to include foreign stocks and bonds? Would that help improve our returns or 

reduce our risk?έ 
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The Global 60-40 Portfolio 

The next portfolio we will examine is the 60/40 portfolio, only now we are using global indices rather 

than just U.S. ones.  We split the stock allocation into half domestic and half foreign developed stocks 

(MSCI EAFE), and split the bond allocation into half domestic and half foreign 10-year government 

bonds. 

Going global in this illustration ŘƻŜǎƴΩǘ ŎƘŀƴƎŜ ǘƘŜ end result too much, though it does increase 

returns, reduce volatility, and improve the Sharpe ratio (all good things).  The global portfolio also did 

better during the inflationary 1973-1981 period, as Figure 19 shows. 

 

FIGURE 19 ς Various Assets and Strategies, Real Returns, 1973-2013 

 

Source: Global Financial Data 
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Source: Global Financial Data 

 

There is no reason, however for investors to focus exclusively on stocks and bonds.  Would increasing 

amounts of granularity with additional asset classes help when looking at building a diversified 

portfolio?  In this book, we are going to examine 13 assets and their returns since 1973. They are 

found in Figure 20 below with a column denoting what broad category of assets they fall under. 

  










































































































































