Nobel Laureate Advocates Allocating by Market Weight
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Let’s start with rebalancing: A lot of people either psychologically have a problem doing it or just
won’t do it. What are your thoughts?
Sharpe: I think, by and large, people probably shouldn’t do it. In particular, rebalancing by selling
winners and buying losers. Basically, if you’re going to sell your winners and buy your losers, then
you have to trade with someone. And that person has to take the other side of the trades. If you’re
smart doing that, then the other person must be dumb to trade with you. So the questions are: Why
is that a good thing to do, and what’s the matter with the other person for trading with you? In an
efficient, sensible or informed market, such rebalancing will not be a good strategy.
I would like to see a very-low-cost index fund that buys proportionate shares of all the traded stocks
and bonds in the world. Unfortunately, there are none at present. It would be good if there were one
or more used by a great many investors as their main investment vehicle. While such a fund is not
available, you can construct one from existing index funds, but then you have to monitor the current
world values of the components—for example, the value of all the U.S. bonds for the U.S. bond index
fund, the value of all the non-U.S. bonds for that fund and the value of all the world stocks for that
fund.
You’re talking about all securities in the fund?
Sharpe: All traded bonds and stocks in the world. What a great default investment that would be if it
were really low cost. To my knowledge, it doesn’t exist.
It’s hard to get anybody to produce a low-cost index fund because you can’t make a great deal of
money because it’s low cost. Now, many people have home bias and conclude that it is enough to
buy a U.S. bond fund and a U.S., or possibly a world, stock fund. But there may still be gains from
diversifying your bonds globally as well.

You’ve written about adaptive allocation. Could you explain that?
Sharpe: Here is a simple way to think about it. Assume that at the moment stock values are 60% of
the total value of bonds and stocks, that bond values are 40% and that you just want to have the risk
and return of the average investor. Then you should invest 60% in stocks, 40% in bonds. And now,
let’s say, stocks go up and bonds go down, so the market values are now 70%/30%. If you want to
continue to be the average investor, you should have 70%/30% proportions. But when you look at
your portfolio values, you are likely to find that they are already close to 70%/30%. And you didn’t
have to do anything.
This won’t be exactly the case due to new security issues and things of that sort, so you might have
to make some minor adjustments, probably when reinvesting dividends and bond payments. But the
trades will be small.
The idea is to have a policy that indicates what proportions you want when the market proportions
are, say 60%/40%, and then keep your relative risk constant as market values change. The formula
that I suggest for adaptive asset allocation works from this basic policy and indicates the proportions
that you should have as market proportions change.
In the simplest case where you just want to take the risk of the average investor, the formula just
says that your policy should be to hold the same proportions as the market. If you want to have a
policy of being more risky than the average investor, then you have to look at the formula. But it’s a
very easy formula.
What about adjusting your allocation as you get older?
Sharpe: That’s a different issue. The strongest argument, I believe, for taking less risk in your
portfolio during your working years as you get older is to think about your total portfolio, which
includes your human capital; that is, the present value of your future savings and your financial
capital—your portfolio. If you want to keep the risk of this total portfolio constant, and if you think
your human capital is relatively low in risk—for example, bond-like—then when you’re young that
overall portfolio is mostly human capital with very little financial capital.
If you want an overall portfolio of moderate risk, you would need to put your financial capital mostly
in stocks when you are young. But when you’re near retirement, most of your assets will be in
financial capital, and then you might want to have your financial portfolio invested in both bonds and
stocks. I think that’s the strongest argument for a glide path in which you reduce the proportion in
stocks in your financial portfolio as you get older. Of course, once you’re retired, you have no human
capital. So any argument for post-retirement glide paths would have to rest on some other

argument.
So your thought is, as you get older: Don’t rebalance your portfolio relative to the market, rebalance
it versus age but then get to an end point at 65 or 70?
Sharpe: Not quite. I would prefer to state any rebalancing in terms of risk relative to the market. It
could be very simple. You might start off with a portfolio, say, 1.5 times as risky as the market of
bonds and stocks, and then want the risk to be equal to the market portfolio of bonds and stocks.
You would use the adaptive formula until you retire, and then decide year-by-year how risky you
want the portion for each year.
In terms of factoring in market risk, how should the individual investor determine their baseline
risk?
Sharpe: It’s very hard. In principle, you do some sort of analysis to answer questions, such as the
question: “If I take this much risk, what is the range of things that might happen to me, and if I take
less, what is the range?” Of course, there will be trade-offs. You can have less risk about, say, your
income 10 years from now, but the center of the range will be lower, because risk and return go
together as long as you focus on broadly diversified portfolios.
It’s not that there’s a right and a wrong solution for everyone. You have to ask what’s right for you
given your particular circumstances. And the whole issue of mortality adds to the complexity of the
problem. I don’t have any simple answers that apply to everyone other than the recommendation to
keep your costs low. That’s a win-win proposition.
What are your thoughts on the 4% rule for spending in retirement? [The 4% rule says an investor
should withdrawal 4% of his portfolio balance during the first year of retirement. Each year after,
the withdrawal amount should be increased in accordance with the rate of inflation.]
Sharpe: I’ve written about the 4% rules with co-authors. I would argue that the simplest way to think
about it is this: What you spend should depend on how much you have and how long you’re going to
need it. Now, the 4% rule starts off, more or less, taking both aspects into account. Say, for example,
you have $1 million dollars and you are 67. You look at the mortality tables, see how long you might
need income and determine that it might be reasonable to spend $40,000. The next year, the 4% rule
totally ignores what you have. If your portfolio has fallen 30%, it ignores that fact. If it has risen
50%, it ignores that. No matter what has happened, it calls for you to spend $40,000 plus inflation,
every year, until you die or run out of money.
This seems strange. Shouldn’t you be taking a look at how much money you have? If you’ve lost 30%,

40% or 50% of your portfolio, shouldn’t you cut your spending—unless you’ve developed a terminal
illness? If your portfolio has doubled in size, shouldn’t you think of spending a little more? The 4%
rule doesn’t do any of these things, which doesn’t seem very sensible.
You’ve also talked about the required minimum distribution (RMD) rules for traditional IRAs, 401(k)
plans and similar retirement accounts, and that obviously has some problems in itself. Do you think
investors should have a band of spending that they should adjust?
Sharpe: The RMD strategy does take into account at least how much you have year by year, which
seems sensible. The particular percentages may not be the very best, but you can alter them if
desired.
More generally, an RMD approach is a particular case of a general procedure that I call a
proportional spending strategy, with predetermined proportions of your wealth to be spent in each
year. I’ve written about a Fidelity product that provides another example: The percentages to be
spent are determined in advance. In the Fidelity product, the portfolio proportions follow a glide
path. In software that I have developed, it is possible to analyze policies of this sort with any desired
glide path. You can find more at RetirementIncomeScenarios.blogspot.com.
There is an argument against glide paths in retirement since they subject retirement income to risk
associated with the sequence of returns in addition to the risk resulting from cumulative returns. But
this is a complex issue, and the added risk may be warranted in some cases. I would have to know
quite a bit about your preferences to categorically recommend against a glide path investment
strategy.
For an investor going through retirement who hasn’t worked in finance, should there at least be
bumpers in terms of spending?
Sharpe: Probably the first thing to do is to ask this: If I were going to buy fixed annuities—preferably
real (inflation-adjusted)—what would I choose? That’s a somewhat easier problem for an individual
to think about. Maybe you should try to get the answer to that question, and then you can start
considering whether instead of fully annuitizing, you might invest in Treasury inflation-protected
securities (TIPS) or 10-year bonds and then annuitize or perhaps purchase a deferred annuity now.
This might be a useful way to begin to approach the problem. It would get everyone thinking about
longevity in a setting where there isn’t risk to deal with other than mortality risk. That’s hard
enough to think about. But it could get you started. Then you could go on to consider the possibility
of risky investment strategies.
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