
 

   
Investment Academy | Portfolio Construction 

Why Asset Allocation May Be Your Most Important Investment Decision  

 
Introduction 

If you’ve spent any time reading about investing, you’ve probably heard 

the phrase “Don’t put all your eggs in one basket.” But what does that 

really mean for your financial future? In a world where headlines trumpet 

the latest stock market winners and social media “experts” tout the next 

big thing, it’s easy to forget that the most important investment decision 

you’ll ever make isn’t picking the hottest stock or timing the market—it’s 

your asset allocation. 

Asset allocation is the art and science of deciding how much of your 

money to put into different types of investments—stocks, bonds, cash, 

and perhaps other assets like real estate or commodities. The goal is to 

smooth out the wild swings in your portfolio’s value, because, as history 

shows, not all assets move up or down at the same time or with the same 

intensity. 

The Evidence: Why Asset Allocation Matters Most 

In 1986, a landmark study of 91 pension funds revealed a startling 

truth: 93.6% of portfolio performance differences stemmed from asset 

allocation, not stock selection or market timing. Four decades later, this 

insight remains foundational. Yet many investors still obsess over "hot 

stocks" or macroeconomic predictions, neglecting the bedrock principle 

that how you divide your portfolio matters more than what you pick. 

Consider two investors from 2000–2024: 

• Investor A held 60% U.S. stocks (S&P 500), 30% bonds, 10% cash. 

• Investor B went "all in" on tech stocks (Nasdaq). 
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By 2024, Investor A’s portfolio grew 4.2x with manageable volatility. 

Investor B endured two 50%+ drawdowns (2000–2002, 2022) and finished 

only 3.1x ahead-a lesson in the cost of concentration. 

 

Getting the Right Mix: The Heart of Diversification 

Good asset allocation goes beyond merely spreading your money around. 

It's about aligning your investment mix with your goals, time horizon, and 

most importantly—your ability to sleep at night. Diversification won’t 

make you immune to losses, but it can help you avoid disasters. If you’re 

properly diversified, you’ll always have something in your portfolio that’s 

lagging. Strangely enough, that’s a sign you’re doing it right. If everything 

in your portfolio is going up at once, you're probably not as diversified as 

you think. 

 

Investor Know Thyself: Risk Tolerance 

Are you aggressive, conservative, or somewhere in between? Your asset 

allocation should reflect your financial situation and your temperament. A 

young professional may be able to take more risk than someone nearing 

retirement. But even among retirees, there's no one-size-fits-all 

approach. Your health, lifestyle, net worth, and income needs all 

influence your ability to take on risk. 

Here's the hard truth: Many people think they're more aggressive than 

they really are—until the market drops 30% and panic sets in. That's why 

risk tolerance is not what you say in a bull market—it's what you do in a 

bear.  Consider the potential returns from the mix of investments 

presented in the table.  Which portfolio looks best to you? 

Portfolio Mix Potential Annual Return % 

100% Stocks/0% Bond 8.0% 

80% Stocks/20% Bond 7.2% 

70% Stocks/30% Bond 6.8% 

60% Stocks/40% Bond 6.4% 

40% Stocks/60% Bond 5.6% 

30% Stocks/70% Bond 5.2% 
Past performance may not be an indication of future results.  Assumes stock annual 

return 8%, bonds 4.0%.  This is a hypothetical example based on the assumptions 

provided and is not representative of any specific investment.  Your results will vary. The 



 
hypothetical rates of return used do not reflect the deduction of fees and charges 

inherent to investing. 

Now consider the next table.  Does your answer change? 

Portfolio Mix Potential portfolio decline if stock 
market falls 25% 

100% Stocks/0% Bond -25% 

80% Stocks/20% Bond 20% 

70% Stocks/30% Bond -18% 

60% Stocks/40% Bond -15% 

40% Stocks/60% Bond -10% 

30% Stocks/70% Bond -8% 
Assumes Stocks drop 25%, bonds remain unchanged.  Does not include dividends or 

interest.  Not meant to represent any particular investment.  Past performance may not 

be an indication of future results.  This is a hypothetical example and is not 

representative of any specific situation.  Your results will vary.  The hypothetical rates of 

return used do not reflect the deduction of fees and charges inherent to investing. 

 

Of course, future returns could be higher than 8%, but the stock market 

could also drop more than 25% in the short run.  In fact, over the past 100 

years, the stock market has lost nearly half its value or more on six 

occasions.  In each case, a recovery followed, but investors who didn’t 

have the patience to stay the course experienced painful losses.   

The best asset allocation isn’t the one that maximizes return, it’s the mix 

that you can stick with in good times and bad, that helps you achieve your 

goals.  The goal is to take on just enough risk to earn what you need, 

while still being able to stay invested.   

 

 

Points to Remember 

1. The goal isn’t maximum return – it’s adequate return.  Chasing the 

highest returns often means taking on more risk than necessary.  The 

right portfolio should be aligned with your financial goals, not your 

fear of missing out. 

2. Start with your needs, not the market.  Determine how much return 

you actually need to fund your lifestyle and long-term plans.  Then 



 
build a portfolio that gives you the best chance of getting there 

without unnecessary volatility.  

3. Risk tolerance is personal: For most investors, a portfolio 

somewhere in the middle is the most comfortable choice.  The best 

asset allocation is the one you can stick to in good times and bad, 

that is enough risk to help you achieve your financial goals. 

 


