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maximize return potential at an acceptable level of risk. So, what 
exactly are asset classes? Asset classes are categories of investments 
that share similar risk and return characteristics, regulatory con-
straints, financial accounting measures and occasionally, geogra-
phy. Scientific and sophisticated asset class definitions extend far 
beyond the traditional asset classes of stocks and bonds. Examples 
include U.S. large company value stocks, investment-grade gov-
ernment bonds, high-yield bonds, managed futures, commodities, 
emerging markets small company stocks, international real estate 
and many more. With regard to asset class incorporation into your 
portfolio, the adage “more is better” resoundingly applies. 

 Portfolio Longevity: The successful conversion of retirement sav-
ings into a secure, sustainable stream of income requires three things: 

 A comprehensive financial plan—outlining how much, when 
and how to withdraw from your portfolio—is the foundation for a 
well-designed retirement income strategy;

 Sophisticated portfolio design—including extreme diversi-
fication across multiple asset classes, companies and countries, 
customized for your unique vision and risk tolerance profile—po-
sitions the investment and retirement income strategy for success;

 Beyond-the-market portfolio management—the big-picture 
implementation and oversight of your portfolio design—can gen-
erate incremental return beyond that derived from the portfolio 
design itself. 

 Collectively, these three elements can extend your portfolio’s 
longevity, maximizing the security of your retirement income. 

The Foundation
 Many factors influence the performance and sustainability of an 
investment portfolio. Inflation, taxes, emotion-driven investment 
decisions, poor diversification, misinformation — to name just a 
few — each impact a portfolio’s longevity. Given these potential 
risks, how should you go about optimizing your portfolio’s life 
expectancy while maximizing your retirement income?
 The first step involves developing a comprehensive financial 
plan that includes your values, spending aspirations, charitable 
intentions, estate plans, taxes, health status, risk tolerance and 
lifestyle expectations both now and in retirement. The amount of 
income you choose to withdraw from your portfolio is not a deci-
sion to rush or arrive at lightly. The amount, timing and method of 
portfolio withdrawals are each and collectively critical to portfolio 
longevity and retirement income security.
 Furthermore, the how involves logistical planning and under-
standing, including: Which asset classes should be sold to raise 
the cash needed? From which accounts — pre-tax, taxable, or tax-
exempt — should these withdrawals be taken in order to mini-
mize taxes? Which accounting method should be used to process 
withdrawals from taxable accounts? Should withdrawals be taken 
monthly, quarterly or annually? Regarding taxes, how might im-
minent/future tax law changes impact the withdrawal strategy? 
These are only some of the difficult questions that must be ad-
dressed in order to maximize portfolio longevity and retirement 
income security. 
 Finally, a comprehensive financial plan provides a scientifically 
sound portfolio design and management strategy for their retire-
ment savings. Further, it establishes a clear and precise roadmap 
for how (and how not) to invest retirement assets. This last point 
cannot be overemphasized. Studies have shown consistently that 
investors succumb all too often to media noise, emotional biases 
and financial industry marketing gimmicks. Unfortunately, such 
investors subsequently pay an exceptionally high price in terms of 
lost dreams and dollars [Figure 1]. 

A Roadmap to Retirement Security
 Portfolio design is the art and science of weaving together mul-
tiple asset classes into a balanced, integrated whole in order to 
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What Constitutes an Optimally Designed Investment Portfolio?

exposed to “uncompensated” risk. This portfolio contains too few 
asset classes to be truly diversified. Consider Figure 2, which com-
pares two retirement portfolios — one highly diversified (holding 
many asset classes) and the other undiversified (holding relatively 
few asset classes). Diversified portfolios can sustain periodic with-
drawals throughout retirement more reliably and confidently.
 

 The Power of Cross-Correlation 
 Why is asset class diversification so powerful? The answer lies 
in correlation. Correlation measures the movement of asset classes 
relative to one another within a portfolio. Asset classes may be 
co-correlated (they move up or down together in unison, though 
not necessarily in a one-to-one relationship), inversely-correlated 
(one moves up when the other goes down), or non-correlated (no 
relationship). When a portfolio is designed to incorporate mul-
tiple asset classes with differing correlations, the result is a re-
tirement portfolio with higher expected return and lower overall 
risk level (as measured by standard deviation), and subsequently, 
greater portfolio longevity. Table 1 outlines the incremental gains 
achieved through the construction of a 10-asset class portfolio. 
  To demonstrate this principle conceptually, consider two portfo-
lios — a “risky” portfolio consisting of relatively few asset classes 
and a “stable” portfolio consisting of many asset classes. Each of 
these portfolios, while returning the same arithmetic mean annual 
return of 10 percent, contains very different levels of risk due to the 
correlation among the asset classes within each portfolio. [Table 2].

Portfolio Management: The Driver    
 Portfolio management is the art and science of implementing 
your portfolio design and integrating it with your comprehensive 
financial plan. Get this wrong and even the best portfolio design 
will have been constructed in vain. Many components influence 
the successful portfolio implementation, some of which include:

 Fund Selection
 Access to institutional funds is paramount. Unavailable to the 
average retail investor, these funds ensure lower overall portfo-
lio operating costs, true asset class representation (i.e., no ‘style 
drift’), and the incorporation of the latest, peer-reviewed academic 
research. For example, the average retail mutual fund investing 
in U.S. large company stocks has an average annual expense ratio 

PORTFOLIO LONGEVITY:

 Extensive academic studies have demonstrated repeatedly that a 
portfolio’s returns — and subsequently its longevity — are largely 
a function of its design. On three separate occasions, Professors 
Brinson, Beebower, Singer and Hood1 conducted exhaustive ex-
aminations of the largest pension funds in the United States. They 
determined that portfolio design (i.e., the method of allocation 
across multiple asset classes) accounted for more than 90 percent 
of a portfolio’s return in any given year. 

 Diversification in Design
 Diversification is the practice of investing across multiple as-
set classes with the goal of maximizing the portfolio’s long-term 
expected return while removing various, “uncompensated” risks. 
What are “uncompensated” risks? Studies have shown that port-
folios concentrated in only a handful of stocks or asset classes 
do not earn higher returns commensurate with the risks associ-
ated with holding such a portfolio. Examples of “uncompensated” 
risk include individual company risk (investing in relatively few 
stocks), currency risk (investing in U.S. dollar-denominated assets 
only) and geopolitical risk (investing in one or two countries only). 
Fortunately, such risks can be “diversified away” by investing in 
multiple asset classes comprised of thousands of individual stocks 
and bonds, and by strategically investing in a globally diversified 
portfolio. 
 Why is diversification so critical to portfolio longevity? While 
there is nothing inherently wrong with investing in bonds or div-
idend-paying stocks, the problem with such an approach is that a 
portfolio consisting of only bonds and/or dividend-paying stocks is 

th
e 

so
ur

ce
 

m
er

ce
r 

ad
vi

so
rs



46 ·  the wsda news ·  issue 2, december · 2012 · www.wsda.org the wsda news ·  issue 2, december · 2012 · www.wsda.org · 47 

of 1.21 percent per year, whereas an insti-
tutional-grade U.S. large company fund 
has an expense ratio of only 0.16 percent 
per year. For a retiree with $2,000,000 in 
retirement assets, this equates to a poten-
tial savings (extra return) of more than 
$20,000 per year. 
 
 Periodic Rebalancing
 Rebalancing your portfolio by selling 
“winners” to buy “losers” may sound coun-
terintuitive, but doing so is fundamentally 
critical to long-term investment success 
and to maintaining your portfolio’s desired 
overall risk level. For example, if left un-
balanced, a portfolio consisting of 60 per-
cent stocks in early 2009 would now hold 
nearly 80 percent of its assets in stocks. 
This would result in the portfolio contain-
ing exceptionally more risk than originally 
intended. Studies have shown periodic 
rebalancing to provide an excess “bonus 
return”2 of anywhere from 0.50 percent to 
as much as 2 percent per year.3 At mini-
mum, the retiree could earn an additional 
$10,000 per year in return.

 Tax Management
 Sound portfolio management, when 
properly integrated with your comprehen-
sive financial plan, minimizes your income 

tax exposure in retirement. For example, 
despite current federal income tax brack-
ets as high as 35 percent, with strategic 
planning, retirees are often able to reduce 
their effective tax rate in retirement to as 
low as 15 percent (sometimes lower). Such 
tax management strategies may include 
“harvesting” tax losses (which reduce or 
eliminate future capital gains taxes) oppor-
tunistically and executing zero-tax Roth 
conversions to move retirement assets into 
tax-exempt accounts. For a retiree seeking 
to spend $150,000 per year in retirement, 
strategic tax management could provide 
potential tax savings of more than $55,000 
per year.4 
 A comprehensive financial plan, a scien-
tifically sound portfolio design and sophis-
ticated, tax-sensitive portfolio manage-
ment are the three most critical elements 
for maximizing portfolio longevity and 
establishing retirement income security. Is 
your portfolio optimally designed to meet 
your retirement expectations?

1 Brinson, Gary P., Brian D. Singer, and Gilbert L. Beebower, “Deter-
minants of Portfolio Performance II: An Update,” Financial Analysts 
Journal, May-June 1991.

2 See Bernstein, William J. “Case Studies in Rebalancing”, Efficient 
Frontier (Fall 2002) and “The Rebalancing Bonus”, Efficient Frontier 
(Fall 1996) online at www.efficientfrontier.com.

3 Arnott, Robert D. and Plaxo, Lisa M. “Rebalancing a Global Policy 
Benchmark”, Journal of Portfolio Management, Winter 2002, p.9-22.

4 $150,000/(1-0.35) = c.$231,000 in required portfolio withdraw-
als whereas $150,000/(1-0.15) = c.$176,500 in required portfolio 
withdrawals. Intended for demonstration purposes only. The 
unique tax circumstances of each individual investor will vary. 
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Figure 1: Indexes include: REITS: NAREIT Equity REIT Index; 
EAFE: MSCI EAFE; Oil: WTI Index; Bonds: Barclays Capital U.S. 
Aggregate Index; Gold: USD/troy oz.; Inflation: CPI. Average as-
set allocation investor return based a Dalbar Inc. analysis which 
utilizes the net of aggregate mutual fund sales, redemptions and 
exchanges each month as a measure of investor behavior. Returns 
are annualized (and total return where applicable) and represent 
the 20-year period ending 12/31/11 to match Dalbar Inc.’s most 
recent analysis. 

Figure 2: S&P 500, MSCI, Dimensional, CRSP, Bloomberg. Mercer 
Advisors Investment Committee. Diversified Portfolio is 60 per-
cent diversified equity allocation mix consisting of U.S., Interna-
tional and Emerging Market Equities and 40 percent Short-term 
Fixed income. The Undiversified portfolio consists of 60 percent 
U.S. Large Equities and 40 percent Barclays Gov’t Bond Index. Be-
ginning with $100,000 in 1973, $700 is distributed monthly from 
each portfolio.

Table 1: “Diversification Returns and Asset Contributions,” David 
G. Booth & Eugene F. Fama. Financial Analysts Journal, May/Jun 
93, Vol. 48 Issue 3, pps 26-32.

Table 2: Mercer Advisors Investment Committee

 Mercer Advisors, established in 1985, is a total wealth manage-
ment firm that provides comprehensive financial planning, investment 
management and retirement plan services for the affluent individual. 
Mercer Advisors, a Registered Investment Advisor, manages more than 
$4 billion in assets under management (data as of September 15, 2012) 
and maintains a national presence with branch offices located in 14 ma-
jor cities – including Seattle. For more information, please contact us at 
800.898.4642 or visit our website at www.merceradvisors.com. 
 Mercer Global Advisors Inc. is registered with the Securities and Ex-
change Commission and delivers all investment-related services. Mercer 
Advisors Inc. is the parent company of Mercer Global Advisors Inc. and 
is not involved with investment services. 
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Washington State Dental Association - Friday, October 8th 
8-1/2”w  x 11” bleed 8-3/8”w  x 11-1/8”h

www.pdconf.com
Save money by registering before January 11, 2013 at...

Pacific Dental 
Conference

Pacific Dental 
Conference

Vancouver, BCMarch 7–9, 2013

Three days of varied and contemporary continuing  
education sessions are offered
Over 130 speakers and 150 open sessions and hands-on  
courses to choose from, as well as the Live Dentistry Stage  
in the Exhibit Hall
Over 300 exhibiting companies in the spacious PDC Exhibit Hall
Excellent Spring skiing and snowboarding on local mountains or 
drive the scenic Sea to Sky Highway to Whistler/Blackcomb

Inspiring speakers  
Fantastic networking  
Unforgettable location!

Save these 
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Other featured speakers of interest to Dentists include:

Marvin Berman 
Pediatric Dentistry

Eva Grayzel 
Oral Medicine/Oral Pathology 

Martin Trope 
Geza Terezhalmy 
Kirsten Warrer 
Michele Williams 
Cheri Wu

Samson Ng 
Brian Nový 
Tricia Osuna 
Cliff Ruddle 
Toni Pieroni

Glenn van As 
Laser Dentistry

Barbara Bancroft 
Bill Blatchford 
Anthony (Rick) Cardoza 
Jeff Coil 
Shannon Nanne


