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i n v es  t me  n t  P la  n

T h e  I m p a c t  o f  A s s e t  A l l o c a t i o n
[by Larry Fiorini]

While many investors 
spend their time on 
individual security

selection, history has shown that asset allo-
cation is the biggest factor in long-term 
performance. In most cases, it is the key 
determinant of your portfolio’s rate of return 
over time. 

Several studies have concluded that mar-
ket timing and individual asset selection 
account for only 6 percent of the varia-
tion in returns, with strategy or asset class 
selection determining up to 94 percent of  
future returns. 

Unfortunately, most people don’t devote 
nearly enough time to the asset allocation 
decision. They become bogged down with 
stock picking and trading activities that are 
time consuming and overwhelming. It is 
generally more beneficial and less resource-
intensive to take a broader view and con-
centrate on individual asset classes. Most 
investors will find the process simplified and 
ultimately more profitable. 

Understanding asset allocation
Let’s examine exactly what asset allocation 
is and what it can mean to a portfolio. 
Finance textbooks define it as the process 
of dividing a portfolio among different asset 
classes—such as stocks, bonds, real estate, 
and cash—to achieve the appropriate risk/
reward trade-off based on an individual’s 
current situation and future goals. Typical 
investors might say asset allocation is the 
way you divide your investments among dif-
ferent securities or mutual funds, feeling that 
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Highest return 316.4% 162.9% 54.4% 15.2%

Lowest return -75.9% -67.6% -17.1% 0.0%

Average positive return 31.9% 22.0% 8.6% 3.8%

Average negative return -18.6% -13.7% -3.5% 0.0%

Percent periods positive 72.4% 73.9% 77.8% 98.3%

Percent periods negative 27.6% 26.1% 22.2% 1.7%

because they own several mutual funds, they 
are achieving asset allocation. 

The danger in this thinking is that all 
too often investors own numerous funds 
that all own the same securities and actu-
ally offer minimal or no diversification. The 
reason investors diversify is to minimize 
risk. Statistically, you want to invest in asset 
classes whose returns have a low correla-
tion with the returns on other securities in  
your portfolio. 

Assumes reinvestment of income and no transaction costs or taxes.
This is for illustrative purposes only and not indicative of any investment. An investment cannot be made directly in an index. Past performance is no guarantee of future results. 3/1/2006

Asset Class Performance: 1926–2005	 Source: 2006 Ibbotson Associates, Inc.

f u t ure    P la  n

I d e a s  f o r  Yo u n g  A d u l t s
[by John Gustavson]

The vast majority of 
assets in this country 
are owned by the Baby

Boomers and their predecessors. Accordingly, 
most financial advice is tailored to them. 
However, people just starting their careers 
can benefit from solid advice, too. Though 
everyone’s circumstances are different, the 
following issues are of particular interest to 
young adults.

Got health insurance?
Most of the uninsured are young people who 
can’t afford health insurance on their own, 
and their employers do not provide it. This 
is a huge risk area, because a hospital stay 
could put you in debt for years.

One possible option is to investigate high-
deductible health plans. The premiums are 
much lower than traditional coverage, but 
the trade off is that full coverage doesn’t kick 
in until you’ve reached your high deductible. 
Health savings accounts (HSAs) are often 
used in combination with these plans. These 
plans are inexpensive and provide a basic 
safety net for medical emergencies.

Plan for retirement before you get old.
If you start saving when you are young, 
you get the most out of the interest added 
to your initial investment year after year. 
Decades of compounding interest can make 
a huge difference in the size of your nest egg 
when you finally retire.

There are many ways to save for retire-
ment. The Roth IRA works especially well 
if you are in a low tax bracket, which is 
likely if you are just launching your career. 
A Roth IRA does not allow any current tax 
deduction for contributions; however, most 
distributions in retirement are tax-free. With 
a traditional IRA, you get a deduction when 
you make the contribution, but distribu-
tions are usually fully taxable.

The difference between these two plans 
is your current tax rate (presumably low) 
and your tax rate when taking distributions 
(presumably higher after a career of growing 

paychecks). With the Roth IRA, you forego 
a small tax deduction right away for tax-free 
distributions when your tax bracket may  
be higher.

If your employer offers a Roth 401(k), 
consider making contributions to it. If your 
employer offers a 401(k) match, contribute 
at least enough to get the match. Don’t let 
this free money pass you by. But whatever 
you choose, commit to saving.

Life insurance—buy term.
Young people do not require a lot of life 
insurance. If you are single and don’t have 
dependents, employer-provided insurance or 
a small term policy should suffice. Don’t buy 
more expensive, permanent whole life or 
universal life insurance at this stage of your 
life. You can buy term policies with a rider 
that converts to a permanent policy if you 
are concerned about health issues that might 
affect insurability in the future.

Stick to the b-word.
The foundation for future investing is cre-
ated through budgeting. A budget simply 
shows where your money is going. Major 
corporations use budgeting to track their 
cash flow and you should, too. Begin by 
tracking expenses for one month and placing 
your spending into various categories. You 
may be surprised how recurring small expen-
ditures, like your morning espresso, add up. 
You may find that you are outspending your 
income, which is why your debt continues to 
increase. Maintain and adjust your budget as 
your circumstances change—the penalty for 
not knowing your outflows include bounced 
check fees and credit card late fees.

Use credit wisely.
Debt will be difficult to avoid at this stage 
of life. Debt incurred for a home (mortgage 
debt) or future income potential (education 
debt) is productive debt. Debt incurred for 
vacations and enhancing your lifestyle is 
unproductive debt and will sap your ability 
to build wealth. Try to consolidate loans 
and pay off your credit card balances each 

month to avoid interest expenses. For most 
young people, eliminating credit card debt 
should be their highest financial priority. Be 
aware of credit card transfer fees and when 
low introductory interest rates expire. Good 
credit history is the key to getting a mort-
gage for your dream house in the future. 
Also keep in mind that potential employers 
and insurance companies may review your 
credit history in making business decisions 
about you.

Your 401(k) is for retirement.
Finally, for those fortunate enough to accu-
mulate balances in their 401(k) accounts, 
do not use them like piggy banks. It may be 
tempting to borrow from your 401(k), but 
don’t do it. While you will pay yourself back 
with interest, the borrowed money tempo-
rarily reduces your long-term investment 
and its compounding interest. In addition, 
if you leave your employer, you will need to 
repay the loan entirely or pay income tax on 
the balance and a 10 percent penalty. Even if 
you repay the loan in full, you end up paying 
income tax twice, because you pay back your 
loan with after-tax funds and then pay tax 
again when the funds are distributed from 
your 401(k) in retirement.

I do not often get the opportunity to counsel 
young professionals. Their needs, financial 
risks, and opportunities are much different 
than those of their parents and grandpar-
ents, but no less important. After all, years 
from now, these young professionals will be 
looking at retirement, too.

John Gustavson is a principal 
and senior financial advisor 
with LarsonAllen Financial, 
LLC, member FINRA & SIPC. 

John counsels high net-
worth individuals on finan-
cial planning and investment 
strategies. Contact John at 
jgustavson@larsonallen.com 
or 612-376-4855.

(continued on page 23)

Generally, determining the appropriate allocation 

is a personal decision. Knowing your risk tolerance 

helps you calculate probable investment returns 

and choose which allocation fits into your portfolio.



Make the correct decision 
This brings us to the toughest question: what 
is the proper asset allocation? Generally, 
determining the appropriate allocation is a 
personal decision. Knowing your risk toler-
ance helps you calculate probable invest-
ment returns and choose which allocation 
fits into your portfolio. But many investors 
don’t know their risk tolerance, and with-
out this knowledge, it is extremely difficult 
to ascertain the correct asset allocation. I 
would recommend starting by completing 
a risk identification form. Many financial 
Web sites offer risk questionnaires, and in 
most cases, you can get them through your 
company’s 401(k) site, mutual fund site, or 
you can contact one of the financial advisors 
at LarsonAllen Financial. Give yourself the 
best chance to achieve your long-term goals 
by taking the time to start your investment 
program the right way.

Larry Fiorini is a principal 
and senior financial advisor 
with LarsonAllen Financial, 
LLC, member FINRA & SIPC. Contact 
Larry at lfiorini@larsonallen.
com or 267-419-1627.
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f i n a n c ial    q & a

B a n k s ,  H o u s i n g ,  a n d  O i l
[by John Kightlinger]
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range along with the appropriate produc-
tion level to support the price goal—this 
has been abandoned. Alternatives such 
as biofuels are not the promised panacea 
for a variety of reasons. Our country has 
put self-imposed constraints on increas-
ing domestic energy production (such as 
no new drilling in Alaska or refusing to 
install wind turbines for aesthetic reasons). 
The oil companies have not increased 
U.S. refining capacity. Then, consider the 
commodity speculators: the volume of 
gasoline contracts has increased 50 percent 
compared to a year ago.

Q: 

How are you counseling clients, and 
how are you structuring their bond  
portfolios?

A: 

Positive elements will emerge, and risks 
will become more transparent. People 
should avoid investments they don’t 
understand. We regard quality as a lynch-
pin of our bond portfolios. Complex 
financial products are a red flag and are 
seldom a “deal.” At his annual meeting, 
Buffett said he had recently been asked 
to consider the prospects of purchasing a 
large investment bank. Upon reading its 
270-page annual report, he highlighted 
25 pages that he could not understand. 
Buffett turned it down. Our goal is to 
have clients understand their investments 
and the role those investments play in 
their total financial picture. It’s simply a 
good business practice.

John Kightlinger is vice 
president/senior portfo-
lio manager of LarsonAllen 
Financial, LLC, member FINRA 
& SIPC. Contact John at 
jkightlinger@larsonallen.
com or 612-376-4834.

focus on preserving capital. This may lower 
the country’s potential for growth.

Q: 

What is your assessment of the government 
support of Fannie Mae and Freddie Mac?

A: 

Historic times require historic measures. 
Fannie Mae and Freddie Mac either own or 
back half of the $12 trillion U.S. mortgage 
market. The Fed determined that the cost 
to save them would be less than the cost of 
their failure. I’m favorably impressed with 
the rapid response and the variety of moves 
by Chairman Ben Bernanke and Treasury 
Secretary Henry Paulson.

Q: 

As far as housing goes, politicians talk 
about solving the crisis, but can we realisti-
cally depend on a government solution?

A: 

The government can try to take steps to 
reduce foreclosure activity, and this was 
passed as part of the Fannie Mae and Freddie 
Mac rescue. But realistically, politicians 
can no more disentangle the long-evolving 
housing bubble than they could have kept 
the NASDAQ at 5000 in March of 2000.

New lending regulations can help, but 
it is difficult for any supervisory agency to 
react quickly to financial innovation. For 
example, one Wall Street brokerage firm 
hired 50 senior deal makers for $600 million 
and built them a trading floor in Stamford, 
Connecticut that, according to Bloomberg 
News, is the size of two football fields. This 
was a runaway train, seen by few, that was 
ready and willing to extend credit to virtually 
anyone. It is a difficult industry to police. 

Any solution cannot be simplistic. The 
implications of this decline run much deeper 
than recent bank losses. Demographic 
studies have shown that a major source of 
net worth was the equity in a person’s house. 
It was long thought that the soon-to-retire 

The capital markets have 
been making head-
lines all year; forecasts

for economic growth are being reduced. 
With 35 years of investment experience, 
John Kightlinger shares his insights.

Q: 

It has been said that the past year has been 
the most tumultuous financial period in 
the last 50 years. Based on your investment 
experience, what are your thoughts?

A: 

Frankly, I am stupefied. I think there are 
three key elements in this situation: banks, 
housing, and oil. Many of the financial 
problems are due to lack of risk manage-
ment. Warren Buffett once said, “… too 
often, a risk manager is a guy who makes 
you feel good while you do dumb things.”

 
Q: 

Starting with the banking industry, what 
are the long-term implications?

A: 

The combination of problem loans and  
massive borrowing and collateralization 
schemes involving complicated counterparty 
agreements will be haunting the securities 
markets for a long time. Numerous institu-
tions are scrambling to further reduce expo-
sure. I hope this is the end of the big banks’  
self-centered attitude that they are “too big 
to fail” and that misdeeds and risks will be 
bailed out by U.S. taxpayers. Their goal 
should be “too good to fail.” But this is 
probably wishful thinking, because we know 
from experience that those who dream up the 
securities and those who eagerly buy them 
never seem to learn from their mistakes.

A diminished financial services industry 
is the obvious change. The cost of capital 
will increase. Bond covenants will become 
stricter. In short, lenders and investors will 

Baby Boomers would be able to easily sell 
their houses, take the proceeds, move to 
a warmer climate with lower state income 
taxes, and downsize to smaller homes. Well, 
the equity has evaporated, and the Boomers 
are now realizing that they have under-saved 
for the future. This certainly puts a crimp on 
consumer spending.

Q: 

What trends will show progress in housing 
price stabilization? When will the housing 
market recover?

A: 

Analysts tend to look at statistics such as 
mortgage applications and existing-home 
sales, but within that mix are delinquencies 
and foreclosures (for housing purchased 
through 2006 at the height of the hype). 
A central problem is that housing prices 
are still falling as foreclosures are rising. 
Clearing inventory is complicated, because 
willing buyers can afford to hold back. No 
one wants to overpay now, because the trend 
is the mirror-opposite of the go-go years 
from 1991 to 2006.

Q: 

What are your thoughts about the rise in 
oil prices?

A: 

Unless the U.S. dollar appreciates in value, 
I see little hope for any long-term price 
reduction, because oil trades in U.S. dollars. 
The dollar value has steadily declined against 
other currencies as the Federal Reserve has 
flooded the market to liquefy the banking 
system. When that began last August, a bar-
rel of oil was $70. While the bailouts began, 
global demand increased, adding more price 
pressure. During past economic slowdowns, 
reduced U.S. oil consumption brought down 
prices. Today, the assumption is the Far East 
will use whatever slack is available. 

Also, production has been flat. In the past, 
OPEC used to determine a target barrel price 

The components of diversification
To achieve an ideal asset allocation, you 
need to understand the components of 
diversification. It comes in two layers: 
diversification across assets, which is how 
much money to hold in stocks, bonds, 
and other asset classes; and diversification 
within assets, which spreads your dollars 
within asset groups, such as stocks (large, 
small, midsized, and international) and 
bonds (short-term, long-term, corporate, 
and tax-exempt). The chart on page 20 
illustrates how different asset classes have 
performed over the past 20 years and the 
level of risk they take as measured by 
standard deviation.

What’s your goal?
The first step in developing an appropriate 
investment strategy and asset allocation is 
to understand your circumstances. Why 
are you investing your money? Is it to save 
for retirement, a child’s education, a house, 
a vacation, or all of the above? If you’re sav-
ing for retirement, your time horizon may 
span several decades. With time on your 
side, you can place a greater emphasis on 
stocks, which historically have achieved 
the highest long-term returns along with 
the widest short-term price swings. By 
contrast, if you’re investing for a short-
term goal, such as a vacation, a less volatile 
investment, such as a money market fund, 
is sensible, because you would have little 
time to recoup any investment losses from 
a market downturn. The longer your time 
frame, the greater your ability to absorb 
the ups and downs of the market. 

Rebalancing
Over time, your asset allocation could 
diverge from your ideal allocation as a 
result of price changes. I suggest periodic 
rebalancing of portfolios to maintain a 
desired allocation level; rebalancing brings 
your allocation back to your model. 

For example, assume that your optimal 
asset allocation is 60 percent stocks and 
40 percent bonds. Over time, your equity 
allocation has grown to 70 percent. A few 
percentage points over a particular alloca-
tion may not mandate drastic rebalancing. 

However, if your asset allocations are off by 
10 percent or more, you should consider 
rebalancing. To maximize tax efficiency, 
rebalance your most tax-friendly accounts 
first, such as individual retirement accounts 
(IRAs) and 401(k)s. 

(continued from page 20)
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