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Adjusting portfolio allocations based on your job 

  
Michael Kitces | Pinnacle Advisory Group | 22 October 2015 

Arguably, the future of designing portfolios for accumulators in particular – where human 
capital is really the dominant asset – is that the asset class and sector exposures of the 
portfolio should be adjusted around the risk/return characteristics of the worker's job. For 
instance, those who work in the tech industry might really want to own less of the 
Technology sector in their portfolio. And, ironically, the approach is especially relevant for 
financial professionals who are inherently so exposed to the economic and stock market 
cycle by virtue of their job, that they should own less in stocks themselves... or, at least, far 
less in Financials! 

  

CORRELATIONS BETWEEN FINANCIAL AND HUMAN CAPITAL 

While it is perhaps not surprising that most portfolio managers focus primarily on a client's 
portfolio, the reality from a holistic perspective is that the household balance sheet includes 
more than "just" the portfolio of similarly liquid financial assets. Real estate holdings are 
often also material, whether it's the primary residence or other directly owned investment 
real estate. Also material is the (albeit illiquid) asset value of future Social Security payments, 
or the lump sum value of a pension (which is still an asset, even if not actually converted to a 
lump sum). And, of course, for younger workers their greatest asset is simply their ability to 
work and generate income in the future (i.e., their “human capital”). 

In fact, as David Blanchett and Philip Straehl of Morningstar point out in their recent paper, 
"No Portfolio Is An Island", the reality is that for most of our lifetimes, our financial capital is 
actually a minority share of the household's total balance sheet, which is dominated in the 
early years by human capital (measured as the present value of our future earnings) and in 
the later years by the remaining values of pension and Social Security wealth along with real 
estate (e.g., the primary residence). Ironically, the only moment at which financial capital 
briefly comprises the majority of total household assets is right at the transition into 
retirement. 
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  Figure 1:  Hypothetical depiction of the relative weight of different assets 
over an individual's lifetime 

Source: "No Portfolio Is An Island" by Blanchett & Straehl. 

  

 
A key implicit point made by Blanchett and Straehl of this entire household balance sheet is 
that not only is financial capital a minority share for most of one's lifetime, but the factors 
that impact the value of your financial capital can impact the value of your other assets as 
well. 

For instance, while an individual's human capital is a significant asset throughout the 
working years, its value is not always stable – not merely because of idiosyncratic issues like 
whether the person can successfully get a raise or not get fired, but also because of the 
broader economic environment, too. At varying points in the economic cycle, industries may 
benefit from more or less wage growth (e.g. the manufacturing sector gives raises during 
economic growth environments but cuts raises and may engage in layoffs during a 
recession). And, there's the risk that companies in the industry will go out of business 
altogether (as measured by their investment grade bond yields and their risk spread over 
government bonds). 

Since these factors – from the economic growth cycle to wage growth to interest rates and 
corporate spreads – impact the value of financial as well as human capital, Blanchett and 
Straehl analysed the correlations between investments in the major asset classes, and the 
human capital value for various industries between in which someone might work (based on 
the 12 industries reported on in Kenneth French's data library). 

As Figure 2 below shows, the correlations between the two can be quite significant, and 
quite varied from one industry to the next. For instance, high-yield bonds have a .65 
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correlation to the real estate industry, but no statistically significant relationship to 
manufacturing. The manufacturing industry shows the strongest relationship to long-term 
government bonds, though that asset class has no relationship to the lodging industry. Ye, 
human capital in the lodging industry actually has the strongest correlation of any industry 
to all the equity asset classes (including large cap growth and value, small cap growth and 
value, and non-US equities). 

  Figure 2: Correlations between industry-specific human capital and test 
asset classes 

  

Asset 
Class 

Cons Fin Govt Health Lodge Manu Mine RE Trans Util 

Cash -.023 .009 -.069 -.087 -.156 -.013 -.111 -.094 -.033 -.095 

InterBond .313*** .572*** .572*** .502*** .142 .645*** 288*** .200* .517*** .610*** 

LongBnd .306*** .588*** .588*** .522*** .168 .742*** .331*** .209* .549*** .650*** 

TIPS .317*** .155 .155 .327*** .241** .354*** .352*** .282** .282** .369*** 

HiYld .569*** .340*** .340*** .260** .666*** .079 .369*** .648*** .316*** .298*** 

NnUSBd .207* .381*** .381*** .232** .123 .419*** .250** .161 .331*** .267** 

LarGro .244** .078 .078 .084 .362*** -.137 .066 .251** .099 -.101 

LarVal .368***  .253** .253** .155 .388*** .008 .255** .373*** .228** .067 

SmGro .224** .079 .079 .099 .397*** -.139 .066 .263** .099 -.091 

SmVal .335*** .208* .208* .167 .385*** -.016 .200*  .367*** .206* .046 

NnUSEq .347*** .266** .266** .145 .444*** -.023 .221** .394*** .215* -.014 

Commod .253** .127 .127 .039 .261** -.036 .323*** .353*** .011 -.021 

REITs .576*** .398*** .398*** .314*** .501*** .257** .493*** .602*** .421*** .248** 
 

  Source: "No Portfolio Is An Island" by Blanchett & Straehl. Cited at Nerd's Eye 
View, www.kitces.com   ***p<.01, **.01 <=p <..05, *p<=.1 

  

ADJUSTING YOUR PORTFOLIO ASSET ALLOCATION BASED ON YOUR JOB 

From the portfolio construction perspective, diversification is achieved by including asset 
classes that have a low (or ideally, negative) correlation to one another. And conversely, 
including asset classes that have a high correlation to each other can amplify the overall risk 
of the portfolio. In fact, the whole process of mean-variance optimisation in portfolios is to 
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maximise risk-adjusted return by blending together assets with appealing return 
characteristics in a manner that minimises the portfolio's volatility for a given level of return.

And while mean-variance optimisation of portfolios was built primarily to optimise around 
the available investments in the portfolio, there's no reason it can't be applied more broadly 
across both financial and human capital. As shown above, the value of human capital has 
different risk-return characteristics, and different correlations to other portfolio asset 
classes, depending on the industry in which the person works. Which means for a job in a 
given industry, it's possible to determine what the optimal allocation would/should be to 
various asset classes, where the asset allocation is designed to diversify around the existing 
human capital asset. 

  Figure 3: Optimal portfolio allocations for various industries using 
primary asset classes (%) 

  

  Cash IntBd LgBd TIPS HiYld nUSBd LarGro LarVal SmGro SmVal nUSEq Comm REITs 

Construction 0.0 14.8 20.0 19.4 2.1 12.6 7.0 1.3 2.7 20.0 0.0 0.0 0.0 

Finance 8.4 8.6 4.2 20.0 6.8 3.0 13.8 0.0 9.5 20.0 0.0 5.8 0.0 

Government 14.9 4.2 0.0 20.0 0.0 0.0 16.4 1.8 16.1 20.0 0.0 6.5 0.0 

Healthcare 7.1 8.3 0.8 20.0 3.8 6.7 8.4 14.3 0.0 20.0 0.0 10.5 0.0 

Lodging 0.0 14.1 20.0 16.6 2.7 13.7 2.6 7.0 0.0 20.0 0.0 3.5 0.0 

Manufacturing17.8 0.0 0.0 12.0 3.3 0.0 20.0 0.0 16.3 20.0 0.0 10.5 0.0 

Mining 1.3 17.2 20.0 20.0 0.0 5.4 18.1 0.0 0.0 18.0 0.0 0.0 0.0 

Real Estate 1.5 14.1 20.0 16.9 1.7 13.1 7.2 3.8 1.7 20.0 0.0 0.0 0.0 

Transport 0.5 11.0 9.3 20.0 7.0 5.9 10.0 0.0 2.7 20.0 0.0 13.6 0.0 

Utilities 10.2 5.7 0.0 16.5 0.0 3.9 20.0 0.0 9.9 20.0 2.6 11.2 0.0 

Average 6.2 9.8 9.4 18.1 2.7 6.4 12.4 2.8 5.9 19.8 0.3 6.2 0.0 

non-Total 
Wealth 

0.0 17.1 20.0 20.0 .8.7 8.3 1.2 3.5 0.0 14.8 0.0 0.0 6.4 

 

  Source: "No Portfolio Is An Island" by Blanchett & Straehl. Cited at Nerd's Eye 
View, www.kitces.com 

  

 
As Figure 3 reveals, once the risks and volatility of human capital are considered, the 
“optimal” portfolio looks remarkably different than the traditional portfolio construction! For 
instance, given that REITs are already sensitive to both interest rates and the economic cycle, 
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they add no unique diversification value around a worker's existing human capital; similarly, 
in perhaps a nod to the international/global nature of most businesses today, international 
diversification into non-US equities shows almost no value in the human-capital-diversified 
portfolio. On the other hand, small cap value is an especially appealing diversifier, though 
this result may be at least partially an artifact of Blanchett and Straehl optimising with cap-
weighted industry indexes (which will naturally have a large-cap bias to them, implying that 
if a worker knowingly was already employed by a smaller capitalisation company, owning 
more small cap stocks may not be as valuable after all, and the portfolio would tilt even 
more large cap instead). 

In some cases, the optimal exposure and relevance of a particular asset class is very 
sensitive to the particular industry. For instance, high yield bonds are most relevant as a 
diversifier for those working in financial services or the transportation industry, but not for 
government workers, or those in mining or utilities. Long-term government bonds (and also 
non-US international bonds) are especially good diversifiers for construction, lodging, 
mining, and real estate industries, but quite poor for government, healthcare, 
manufacturing, and utilities workers. 

Overall, the study finds that the average allocations of a human-capital-adjusted portfolio 
change by 37.6% when the role of human capital is considered (versus just designing a 
standalone portfolio), and the allocation change is more than 50% for the most ‘extreme’ 
industries of government, manufacturing, and utilities (i.e., those industries have the most 
materially different risk/return and correlation characteristics that lead to materially different 
optimal portfolio outcomes). 

  

ALLOCATING SECTOR/INDUSTRY EXPOSURE AROUND THE JOB INDUSTRY 

Drilling down to a level deeper, the reality is that portfolios may not only be allocated on an 
asset class basis around a worker's existing human capital (and job industry exposure), but 
the sector/industry allocations within US equities in particular can also be allocated around 
sector exposure. For instance, owning Utilities stocks probably isn’t very helpful for 
someone already working in the utilities sector, but could be a very good diversifier for 
someone working in the construction industry. 

Accordingly, the chart below shows the optimal industry percentage allocations of the 
portfolio for various workers, depending on what industry they’re working in (again based on 
French’s 12 industry classifications). As with the asset class allocations, the chart reveals 
that the optimal industry allocations of portfolios can vary significantly depending on the 
worker’s industry, with manufacturing, utilities, government, and healthcare showing the 
most significant differences from a neutral (job-agnostic) portfolio design. 
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  Figure 4: Optimal portfolio allocations for various industries using 
industry portfolios (%) 

  

  NoDur Durbl Manuf Enrgy Chems BusEq Telcm Utils Shops Hlth Money Other 

Construction 19.1 0.0 0.0 3.1 10.0 0.0 7.8 20.0 20.0 20.0 0.0 0.0 

Finance 20.0 0.0 0.0 5.5 16.3 0.0 0.0 7.1 20.0 19.4 0.0 11.8

Government 20.0 0.0 0.0 14.1 15.1 0.0 0.0 0.0 20.0 13.5 0.0 17.3

Healthcare 9.8 0.0 0.0 20.0 8.5 0.0 20.0 11.9 6.3 18.0 0.0 5.6 

Lodging 18.6 0.0 0.0 5.9 11.6 0.0 13.3 20.0 10.6 20.0 0.0 0.0 

Manufacturing 5.2 0.0 0.0 16.1 20.0 0.5 0.0 0.0 20.0 18.4 0.0 19.7

Mining 15.6 0.0 0.0 0.0 10.8 8.9 6.9 9.6 20.0 20.0 0.0 8.2 

Real Estate 20.0 0.0 0.0 3.6 9.4 0.0 9.6 17.5 20.0 20.0 0.0 0.0 

Transport 16.2 0.0 0.0 18.9 2.6 0.0 0.0 16.8 9.1 20.0 0.0 16.4

Utilities 13.6 0.0 0.0 8.8 20.0 6.3 0.0 0.0 15.8 15.6 0.0 20.0

Average 15.8 0.0 0.0 9.6 12.4 1.6 5.8 10.3 16.2 18.5 0.0 9.9 

non-Total 
Wealth 

20.0 0.0 0.0 4.4 7.4 0.0 8.7 20.0 19.5 20.0 0.0 0.0 

 

  Source: "No Portfolio Is An Island" by Blanchett & Straehl. Cited at Nerd's Eye 
View, www.kitces.com 

  

 
Notably, the results suggest that certain industries have no useful portfolio diversification 
value at all, relative to the risk already contained in the worker's industry employment. The 
optimal allocation to the Money (financial services), Durable, and Manufacturing industries is 
0% across the board for workers in all industries, and the optimal allocation for the business 
equipment sector is 0% for most industries as well. 

On the other hand, notably these industries also had optimal allocations of 0% when ignoring 
the worker's industry altogether (shown in the last line of the chart labeled "non-Total 
Wealth" allocations), suggesting that these sectors aren't "uniquely" bad for workers but 
simply not additive to portfolios in the first place (and don't become additive to most 
portfolios even after the risks introduced by accounting for human capital exposure). 
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IS THE FUTURE OF PORTFOLIO CONSTRUCTION A JOB/INDUSTRY-SPECIFIC ENDEAVOR 

While historically most financial advisors have not even shown a client’s human capital on 
his/her personal balance sheet, the reality is that for most accumulators, financial capital 
really is their biggest asset, often trumping the size of the financial portfolio by a factor of 
2X, 5X, or 10X or more. This implies that effective asset allocation of the entire household 
balance sheet really should take that enormous asset into account, and adjust the portfolio 
accordingly, at least for workers still in the accumulation phase (for retirees, whose human 
capital has declined to zero, a portfolio-only allocation is more appropriate, although 
perhaps could still be adjusted to account for the significant asset value of illiquid income 
streams like Social Security benefits). 

Thus, while some might argue with the particular selection of industries and data used in the 
Morningstar paper (which relied on the Kenneth French 12-industry data series, rather than 
the more-commonly-used-for-portfolios 10 sectors classification), or the nature of how the 
authors optimised portfolios (which excluded some sectors like Financials and Durables that 
are commonly held as a baseline in most portfolios), the fundamental point remains that 
human capital really does have significant value, significant risk, and a significant 
relationship to the risk/return characteristics of the rest of the portfolio - which represents 
an opportunity to diversify against those risks. 

So how might this approach look in practice? A starting point would be to reduce a client's 
sector/industry exposure based on the industry in which he/she works (e.g. less in Utilities 
for someone who works in the utilities sector, less in Technology for someone who works in 
the tech sector, less in REITs for someone who already works in real estate), along with 
adjusting cap-weighted exposures as well (e.g. more in small-cap for someone who works 
for a large-cap company, and less in small-cap for someone who already works in a small 
business environment). The point here is not that working for a small business means you 
are already capturing the small cap premium for stocks, but simply that the factors that 
impact small cap stocks (most notably, the economic cycle, to which small cap stocks have a 
higher beta) are also more likely to impact the job, too. In other words, a growth cycle is 
more likely to benefit both at the same time, and severe recession is likely to hit both, hard, 
at the same time, which is the antithesis of good diversification! 

  

DIVERSIFYING AS A FINANCIAL PROFESSIONAL 

Notably, this approach to portfolio construction is ironic, as it is especially relevant for 
financial professionals themselves, whose job outcomes are especially exposed to, and 
correlated with, the economy and the stock market. In other words, when a recession occurs 
and a bear market emerges, it'S a hit to everything from your job prospects to the profits of 
your firm. And, of course, for firm owners, the situation is even more extreme, as the value 
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of the firm itself – valued as a multiple of profits or free cash flow – is correlated to the 
markets as well, but is even more volatile. 

In turn, this implies that practitioners who are still working and own an advisory firm should 
be especially conservative with their own portfolios, dialing down equity exposure (and 
especially the Financial sector exposure), maintaining a larger cash allocation and/or 
emergency reserves, and more aggressively paying down any debt on the personal balance 
sheet that creates personal financial leverage. (In point of fact, this is actually how I manage 
my own personal financial planning for retirement.) 

  

RISK TOLERANCE, BEHAVIORAL FINANCE, AND OTHER PSYCHOLOGICAL BARRIERS 

One important caveat to the approach of investing and diversifying financial capital around 
human capital is that it can lead to portfolio allocations that, when viewed in isolation, may 
feel extreme or distorted to the investor. 

For instance, a government employee who has an extremely conservative “bond-like” human 
capital, and is young (such that his/her human capital might comprise over 90% of net 
worth) might well invest his/her portfolio to be 100% in equities. Even after making that 
portfolio allocation, the investor's total household net worth would be allocated to a 10/90 
portfolio (10% in equities all in the portfolio, 90% in bonds all in human capital). 

However, on a standalone basis, the portfolio is still 100% in equities, which might be 
reasonable from the perspective of the overall balance sheet and the investor’s risk capacity, 
but may still feel like a breach of the client’s conservative risk tolerance. In other words, 
‘academically’ we might observe that the investor's entire household is a 10/90 allocation, 
but to the extent we compartmentalise assets into discrete segments, the investor may feel 
like he/she is bearing an uncomfortable 100% equity portfolio (and fail to recognize the role 
his/her invisible human capital is playing). Notably, a similar problem occurs when retirees 
try to allocate a portfolio around the bond-like asset value of their Social Security, which 
again can result in allocations that are "reasonable" for the household overall but appear 
concentrated and risky when looking just at the portfolio itself. 

At the opposite extreme, an aggressive entrepreneur whose human capital is extremely 
stock-like would ideally allocate his/her entire portfolio to bonds and cash, just trying to 
tone down and diversify what otherwise may be a nearly-100%-equities household balance 
sheet. From the financial planning perspective and the investor's risk capacity, this may 
seem entirely reasonable – a stock-like job plus the volatile value of a business really is 
risky, and should be dampened down with a significant bond/cash holding and a large 
emergency reserve. However, in reality, an aggressive entrepreneur who has a high tolerance 
for risk in his/her job and business probably also has a high tolerance for portfolio risk, too. 
In other words, if the entrepreneur is so risk tolerant that he/she really is ok with 100% 



 

© PortfolioConstruction Forum 2015   9 
www.PortfolioConstruction.com.au/perspectives 

 

equity exposure, then both the job/business, and the portfolio itself, would all be fully 
invested in stocks, rather than using the latter to diversify against the former. 

Of course, even in a situation where the entrepreneur is content to be the equivalent of 100% 
in equities, through a combination of the job/business and also the portfolio, arguably it's 
still relevant to diversify by sector/industry even if not based on asset classes on total equity 
exposure. In other words, the entrepreneur may be comfortable with 100% equity exposure 
across the board, but it still makes sense to own less in Financials in the portfolio if the 
entrepreneur's job is running a financial advisory firm (which is already the equivalent of a 
concentrated investment in just the financial sector). This won't run contrary to the investor's 
overall risk tolerance (and/or desire for risk); at this point, it's just a prudent diversification 
within equities, just as any highly-risk-tolerant client is still encouraged not to hold 
concentrated equity positions but a diversified 100% equity portfolio instead! 

  

INVESTMENT TOOLS TO CREATE INDUSTRY-BASED PORTFOLIO ALLOCATIONS FOR 
ACCUMULATORS?  

Ultimately, my gut is that Blanchett and Straehl's “No Portfolio Is An Island” paper may be 
setting the groundwork for what could someday become a new standard in how we invest 
the portfolios of accumulators, where asset classes and equity exposure are adjusted for a 
worker's human capital, and/or at a minimum the sector/industry exposures of the portfolio 
are adjusted to diversify against human capital risks. 

At this point, we lack tools to actually execute on the strategy, beyond operating at a 
conceptual level with strategies like "own more/less risk based on the lower/higher volatility 
of the worker's job and career trajectory" or "own less in financials or tech for those who 
already work in those industries." That's perhaps a good starting point, but it's difficult to 
apply consistently across a broad base of clients with a wide range of situations. 

In the future, though, it wouldn't be surprising to see new set of investment tools evolve – 
perhaps technology/software designed to take information about an investor's human 
capital, and come up with a more precise series of portfolio allocations that allow for better 
household diversification. Such an approach could be a significant value-add for 
personalised portfolio design. And, notably, because the interrelationship between assets 
can change and because over time a worker's human capital may decline (as he/she 
progresses through working years) and the financial capital should increase (as savings 
occurs), the portfolio will need monitoring and ongoing management to be reallocated as the 
balance of human and financial capital changes over time (not to mention the impact of 
job/industry changes, raises and job promotions, etc). 
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