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A S S E T  A L L O C A T I O N

For investors, selecting the appropriate asset classes to be included in a portfolio is arguably the most important task, but the traditional
analytical frameworks use only historical mean- variance analysis to identify asset classes and fail to look into the future. As a result,
portfolios built using the traditional approach might not maximize value for investors.

This article introduces a new process, called investment consumption value (ICV), to determine the appropriate asset classes for
investment based on the fundamentals of economics and finance. In a nutshell, because all investing is done to fulfill consumption need,
this new concept looks into how consumers may benefit from investment transactions.

In essence, the efficient portfolio is one that offers the best expected return and risk profile to meet the consumption desires associated
with different investments or economic states.

Passive assets, such as commodities and alternative assets, should be considered suitable asset classes according to the concept of ICV.
Passive assets are used as inputs in production and converted into other assets, and their intrinsic values are often difficult to measure.

We contend that commodities serve as insurance to protect against unexpected inflation, and including them in a portfolio will reduce
overall volatility. Certain hedge fund strategies also add ICV as part of a portfolio.

Other nonfinancial sector investments, such as education and insurance policies, help reduce the need for precautionary savings,
increase spending levels during a person’s lifetime, and contribute positive ICV. From an ICV perspective, risk should be thought of as the
likelihood that portfolio goals will not be met.

1



herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons. 
 
 

2


	You are now leaving AQR.com
	Using Investment Consumption Value to Select Asset Classes

