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In Berkshire Hathaway’s 2013 annual letter to shareholders, Warren Buffett gave some
retirement savings advice to investors. The Oracle of Omaha wrote in his letter to
shareholders that he had given the trustee designated to manage the bequest his wife will
receive, the following advice:

“What I advise here is essentially identical to certain instructions I’ve laid out in my
will. One bequest provides that cash will be delivered to a trustee for my wife’s
benefit … My advice to the trustee could not be more simple: Put 10% of the cash in
short-term government bonds and 90% in a very low-cost S&P 500 index fund. (I
suggest Vanguard’s.) I believe the trust’s long-term results from this policy will be
superior to those attained by most investors – whether pension funds, institutions or
individuals – who employ high-fee managers.”

Buffett's advice sparked a debate in the financial community. Many market commentators
asked if this really was the most sensible asset allocation approach for retirees, or indeed
any investors at all.

Javier Estrada at the IESE Business School, Department of Finance, Barcelona, Spain set
out to answer this question in a paper titled, "Buffett’s Asset Allocation Advice: Take It …
With a Twist". In particular, the paper set out to answer the following question: "Is the
asset allocation Buffett advised for his wife appropriate for other investors? If yes, why? If
not, why not?"

The study considers several different variations of Buffett's recommendation. Eight static
asset allocations with varying stock/bond proportions are evaluated, with particular
attention to the 90/10 split suggested by Buffett. A further two minor dynamic strategies
are also considered with valuation based twists. What's more, the study is designed
around the needs and skills of the average retiree. For example, the dynamic strategies
are trivial to implement, and the person managing the portfolio will only need information
about the performance of stocks, or that of stocks and bonds, over the previous year,
which is publicly and widely available.

Asset allocation: Data
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The data used for the study is based on the two asset classes suggest by Buffett, stocks,
and short-term US Treasury bills. Returns are annual, adjusted for inflation and account
for capital gains/losses and cash flows. Over the 114 year period considered, from 1900 to
2014, stocks and US T-bills had mean annual compound real returns of 6.5% and 0.9%,
with annual volatility of 20.0% and 4.6%. The test portfolio was rebalanced once a year
and the study assumes an annual withdrawal is made proportional to the asset allocation.

The analysis is based on an initial capital balance of $1,000, an initial withdrawal of 4% of
the capital and subsequent withdrawals annually adjusted for inflation over a 30-year
period.

Asset allocation: Results

The chart below shows the results of the eight static portfolios over the period studied.

Asset allocation results

Figures indicated that strategies with equity holdings between 100% and 40% have similar
failure rates, but when the allocation of stocks rises above 30% failure rates increase
considerably; to above 10% in most cases. Although there are varied opinions regarding
what is an acceptable failure rate, most practitioners seem to agree that failure rates
below 5% should be viewed as acceptable by most retirees. Upside potential is measured
by the mean, median, P90, P95, and P99. Downside protection is measured by both P5
and P10. The author concludes with test with the observation that:

http://www.valuewalk.com/2014/04/steve-romick-equity-holdings-51-bargains-disappear/
https://static.seekingalpha.com/uploads/2015/10/29/saupload_WB-asset-allocation-1.png
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"...although the 60/40 strategy never failed, the 100/0 and 40/60 failed 3.5% of the
time, and Buffett’s 90/10 failed 2.3% of the time, there does not seem to be a
substantial difference in the failure rates of portfolios holding at least 40% in stocks."

"...as far as static strategies is concerned, Buffett’s suggested allocation has a very
low (although not the lowest) failure rate; a very high (although not the highest)
upside potential; and provides very good (but not the best) downside protection
when tail risks strike. Put differently, Buffett’s suggested allocation seems to provide
a middle ground between the best performing strategy (100/0) in terms of upside
potential and the best performing strategies (60/40 and 70/30) in terms of downside
protection."

Adapting Buffet's advice

Javier Estrada goes on to look at two different dynamic asset allocation strategies, which
are based on the static strategy recommended by Buffett, but with a few changes.

The first change [T1] relates to the annual withdrawal to the behavior of the stock market
in the previous year. If stocks have gone up, the retiree takes the annual withdrawal from
stocks and then rebalances the portfolio back to the 90/10 allocation. Conversely, if stocks
have gone down, the retiree takes the annual withdrawal from bonds and does not
rebalance the portfolio.

The second change [T2] relates the annual withdrawal to the relative behavior of the stock
and bond markets in the previous year. Just like adoption above, if stocks have gone up in
the previous year, (more so than bonds) this change calls for the retiree to take the annual
withdrawal from stocks and then rebalances. However, if the returns from bonds have
exceeded those from stocks over the previous twelve months, the retiree takes the annual
withdrawal from bonds but does not rebalance.
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Asset allocation results

As the author observes, results of the two twists considered are very similar. T1 has a
slightly higher overall upside potential, and T2 provides a slightly better overall downside
protection. Both T1 and T2 outperform the 90/10 allocation. Although, the three strategies
have the same failure rate (2.3%). T1 and T2 provide retirees with both a higher upside
potential (as measured by the mean, median, P90, P95, and P99) and better downside
protection (as measured by both P5 and P10) than the 90/10 allocation.

Conclusion

Overall then, Buffett's asset allocation advice is sound and simple. However, for those
retirees that are concerned about holding such an aggressive portfolio, the two aggressive
strategies may offer better returns. The author of the paper concludes:

https://static.seekingalpha.com/uploads/2015/10/29/saupload_8xPBNJc.png
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"...the two simple twists considered here improve both the upside potential and the
downside protection of the 90/10 allocation. These two twists require retirees neither
to collect vast amounts of information nor to make any valuation judgments but only
to observe the performance of the stock market, or the relative performance of the
stock and bond markets."

"Either way, retirees can, with little effort, improve upon the results of the 90/10
allocation. In fact, because the performance of the two twists considered is so
similar, retirees may want to lean towards the first one (T1) and simply adjust their
asset allocation according to the observed performance of stocks."

"...those retirees that find a 90/10 portfolio acceptable are likely to find that with an
insignificant additional effort, observing the performance of stocks and implementing
the first twist discussed, they are likely to improve the performance of their
portfolios."

Rupert may hold positions in one or more of the companies mentioned in this article. You
can find a full list of Rupert's positions on his blog. This should not be interpreted as
investment advice, or a recommendation to buy or sell securities. You should make your
own decisions and seek independent professional advice before doing so. Past
performance is not a guide to future performance.
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