SIX QUESTIONS TO HELP YOU

CHOOSE THE RIGHT FINANCIAL ADVISOR:

HUMAN, ROBO ADVISOR, OR YOURSELF
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Investors need help with six key decisions, and they can choose which type of advisor is best
suited to provide this assistance. In order of importance, these critical decisions are as follows:

1.
2.
3.
4.
5.
6.

Asset allocation/investment policy
Timing
Risk management
Custody and reporting
Taxes
Manager selection

You can choose human financial advisors or robo financial advisors for these services
There’s a new type of financial advisor in the news these days. Robo advisors manage your assets
with computers, for low fees. Robos are virtual advisors, some with limited access to humans who
may or not be investment professionals. The appeal is mainly to younger investors who are tech
savvy and generally not yet wealthy. In essence robo clients are actually making their own
investment decisions with the assistance of some computer applications.
Interestingly, many human advisors are using robo advisors, although they don’t view it that way.
Many human advisors are relationship managers, with strong people skills, but limited analytical
skills. These advisors rely heavily on someone, usually their firms, to do the heavy mathematical
work – to run sophisticated computer analyses. In other words, many human advisors are
middlemen to robos. The advent of robo advisors introduces the question of the value of
middlemen. Is the hand holding worth the fee? Without a middleman, you can pick and choose
which analytics are most helpful and valuable to you; you don’t have to buy the “package.”
In this eBook I address each key decision, and make recommendations for basic approaches, each
of which could be complemented by an advisor, either robo or human – your choice.
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1. Asset Allocation Foundation: The World Market Portfolio
There are certain tenets of investing that
have withstood the tests of time. Two of
those tenets are (1) asset allocation (the mix
of stocks, bonds, etc) is the most important
investment decision and (2) broad
diversification provides the best return for a
given level of risk over time (don’t put all
your eggs in one basket). Accordingly, step
one in our do-it-yourself program is to create
the most diversified portfolio we can,
preferably at a low cost. This portfolio should
hold global stocks, global bonds, global real
estate, global commodities, and whatever
else we can think of. As a guide, allocations
to these assets should be in line with their
market proportions, so we have something
like a world market portfolio (WMP).

World Market Portfolio
iShares
Foreign
Bond (IGOV)

SPDR US
Bond (LAG)

iShares Global
infrastructure
(IGF)
iPath
commodity ETN
(DJP)

SPDR
Global Real
Estate
(RWO)

Vanguard
US Broad
Market
Index (VTI)

Vanguard
All World
ex US
(VEU)

Here’s a starter set that you can easily buy on your own:
Example of a World Market Portfolio (WMP)
Class

Equity

Bond

Asset

Sample ETF

AlloFee
cation (bps)

Broad US Equity

Vanguard US Market Index (VTI)

31

5

International Equity

Vanguard All World ex US (VEU)

20

15

Global Real Estate

SPDR Global Real Estate (RWO)

9

50

Commodities

iPath Commodity ETN (DJP)

7

75

Global Infrastructure

iShares Global Infrastructure (IGF)

3

47

US Bonds

SPDR US Bond (LAG)

20

20

International Bonds

iShares Foreign Bond (IGOV)

10

35

Total fee (bps)
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Building a portfolio is like building a house
It’s important to start with a strong
foundation. The WMP is that foundation; it’s
a standard home built for the masses –
nothing fancy, but solid. In most situations,
you will be well served holding the WMP
over an extended period of time, but you
can certainly adjust it to suit your needs. Like
building a house, you can customize. For a
house, it’s choosing room layouts,
elevations, etc. For a portfolio, it’s a list of
decisions.

Building a Portfolio is like Building a House
Portfolio
Carpenters

Roolers

objectives

Plumbers
General
Contractor

Landscapers

Asset
Allocation

Reporting

Adviser
Electricians

Timing &
Risk

Taxes

A traditional advisor is like a general
Investment
Painters
Managers
contractor, calling in skilled craftsmen as
needed. These skilled craftsmen are
analogous to specialized robo advisors,
some running asset allocation apps, some running manager due diligence, others running
performance reporting, etc. In this sense, traditional human advisors are Cyborg advisors – half
human and half computer. The client-facing advisor relies on his team of robos.
If you choose not to use an advisor, you’re the general contractor for your portfolio, but you may
want to get help with some of your portfolio decisions, just as you may want to bring in skilled
sub-contractors when you build your own house, like electricians or plumbers. In the following I
lay out those decisions. Each is a possible adaptation/modification of the WMP. You can decide if
and when you want help, and from which kind of advisor – robo or human. Be aware that making
a bad choice could be harmful to your wealth.

Decisions: Personalizing Your Portfolio
2. Timing
Beyond constructing the WMP base portfolio,
timing is the second most important decision you
make because asset allocation is king. You decide
to over- or under-weight certain asset classes, to
add alternatives like hedge funds, or to modify an
asset class. For example, I personally have
shortened the duration of my bonds in this
economic environment because I think interest
rates are more likely to increase than to decrease.
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If you choose to get advice, a human advisor can explain his/her crystal ball, or there’s a host of
market timing newsletters from which to choose.
Your risk decision is closely related to your timing decision. You can alter risk based on your market
outlook, or based on your objectives. Market outlook-based allocations are timing. Risk
management-based decisions are management to objectives, discussed in the next section. The
WMP may represent more risk than you need, or less. You can view it as a two-step process: (1)
establish allocations for achieving objectives, and (2) enhance performance with timing.

3. Risk: Management to Objectives
What economic goals do you want to achieve? Your success or failure will rely on how well you
manage your sources of wealth, namely savings and earnings on those savings. You want to
navigate through life adjusting to your needs and the progress toward achieving objectives. If
you’ve exceeded expectations, you can save less (spend more) and/or reduce risk. If you’re trailing
expectations, you can save more (spend less) and/or increase risk. You have choices.
Most of us are not very good at self discipline, so a life guide can be valuable in risk management.
Both robo and human advisors can provide a “solution” that is a required rate of return that
equates earnings on savings with objectives, and they can direct you toward an asset allocation
that can produce this required return. As mentioned in the introduction, there’s a good chance
that a human advisor will turn to a robo advisor for this determination, where the robo is a
research team within the human advisor’s firm.

Although it’s not common practice, the mapping of
required return to risk is best accomplished using the
Nobel prize-winning Capital Asset Pricing Model
(CAPM), which shows that risk is best managed with
cash. The mix of cash with the WMP dominates the
“efficient frontier” of diversified risky assets.
Unfortunately, cash currently earns zero, so I advocate
a mix of 1-3 year TIPS (Treasury Inflation-Protected
Securities) and 90-day Treasury Bills.
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The following table is an estimate of current return expectations.

Allocation Expected
To WMP
Return
100%
6%
75
4.8
50
3.5
25
2.3
0
1
It may well be that your required return exceeds the return on the WMP, in which case you can
leverage your investments (i.e. borrow money) and/or move to higher risk assets, for example
excluding bonds. The remaining decisions are less important than Timing and Risk, so if you’ve
come this far, you’re almost done.

4. Custody and Reporting
You have plenty of choices for custody of your assets. Costs are generally low, so this decision
should be based largely on reporting. Choose a custodian that provides the level of reporting that
you need. I like reports that monitor progress toward goal achievement.

5. Taxes and Asset Location
You have a couple of ways to reduce taxes. One tool is holding your high realization assets in your
tax exempt retirement account, like bonds, high yielding real estate, etc. In your taxable account,
you may want to hold municipal bonds rather than taxable bonds, but be aware of the alternative
minimum tax (AMT).
The other tool is tax loss harvesting. Within the WMP, you can sell an ETF that has lost money and
replace it with a similar investment. The replacement must be held for at least 30 days, and cannot
be an exact duplicate of the sold ETF (which causes a “constructive sale”). Tax advice is a good idea
when you tax-loss harvest; your accountant is a good choice.

6. Manager Selection
In the hierarchy of what matters, the classic debate between active
and passive management is way down on the list – it just doesn’t
matter much which you choose. Yet, in his popular book “What
Investors Really Want” Professor Meir Statman observes that most of
us want active management because we enjoy the entertainment
and the bragging rights.
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The obvious trade-offs between active and passive are eloquently described in Dr. Frank Sortino’s
“Framework for Constructing Portfolios” which advises the use of active managers who can beat
an index net of their fees and taxes (i.e. skillful managers) in whatever market segments you can
find them, and the use of passive indexes in market segments where you can’t find skillful
managers. The search for “skill” is not easy, even though many advisors think they have it mastered.
If you decide to use active managers, be aware that Hiring an Active Investment Manager is Like
Hiring a Professional Gambler, and that most advisors use haphazard and antiquated due
diligence.

Conclusion
I hope this roadmap is helpful to you and that you achieve your goals.
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