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The Trinity Portfolio:

Combining

Diversification, Tilts and Trend-Following

By Mebane Faber

Article Highlights

® (Going global protects against home country bias, while real assets increase return relative to risk.
® Value and momentum tilts invest in what is cheap and going up, and avoids what is expensive and going down.
® Trend-following—investing in assets trading above their 200-day moving day average—helps to avoid significant downturns.

The Trinity Portfolio is
named for the portfolio’s three
core elements: 1) assets diversi-
fied across a global investment
set, 2) tilts toward investments
exhibiting value and momentum
traits, and 3) exposure to trend-

following.

If you find any of these terms un-
familiar, don’t worry—each are detailed
here. At this point, I present them more as a set of guideposts.

You see, in addition to being the foundational elements
of the Trinity Portfolio, these three pieces also provide us the
sequence to follow when constructing the portfolio—three
chronological “steps,” if you will.

We follow this three-step roadmap as I introduce Trin-
ity. We analyze the effect of each step on our portfolio,
considering its impact on returns, volatility, as well as a few
other metrics. This enables you to see the exact engineering
behind the final result.

Step 1: Diversify Across a Global Investment Set

Let’s say you set out to design a portfolio, knowing
everything we know today about investing. How would a
logical, evidence-based investor construct such a portfolio?

Step 1-A: Start With The U.S. 60/40 Portfolio
First, you would start out with the basics: US. stocks
and U.S. bonds. Stocks have dominated bonds 9.9% to 5.3%

between 1927 and 2015. While stocks
experienced nearly double the annual
returns of bonds, they were not with-
out risk. They have suffered numerous
declines of 40% to 50%, on top of the
massive drawdown (decrease in portfolio
value) of over 80% during the Great
Depression.

While stocks do suffer from sharp
price declines, bonds usually suffer from
the slower erosion of inflation. And while stocks outperform
bonds over the long term, there have been periods of 20
years (1929-1949) and even 40 years (1969-2009) when
stocks underperformed bonds.

Because different economic environments affect stocks
and bonds in various ways, and since we cannot predict
what the future will hold, it makes sense to allocate to both
types of investments rather than just one. In other words,
we diversify our portfolios.

This basic portfolio comes with an obvious problem:
What if one of those two assets underperforms? What if
both assets do poorly? Despite having lower volatility than
justa stock portfolio alone, the 60% stock/40% bond (60/40)
portfolio still had a whopping 60% drawdown. Given this,
it’s clear that while the U.S. 60/40 portfolio is a fine starting
point, it’s hardly where we want to end up. So what’s our
next step?

Simple: Go global.

Step 1-B: Add Foreign Stocks and Bonds

Expanding our portfolio to include global investments
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slightly reduces our returns, but in
exchange we receive lower volatility
and drawdowns. This results in a near-
identical Sharpe ratio. (The Sharpe ratio
is a measure of risk-adjusted returns.)

Though it surprises some investors,
U.S. stock performance versus interna-
tional stock performance has historically
been a coin flip, with one outperforming
or underperforming the other about
50% of the time. That doesn’t mean
that both U.S. and international stocks
cannot go through stretches of outper-
formance.

The more important takeaway is
that by going global, we’ve protected
ourselves from overconcentration in just
one country (home country bias). We’ve
also reduced our portfolio’s volatility and
drawdown numbers. This has historically
cost us a small bit of return, but that’s
fine. At this point, we’ve been playing
defense. Offense will come later.

Step 1-C: Add Real Assets

If we want to squeeze every bit
of return relative to the degree of risk
we’re willing to accept, we need to add
other, non-correlated assets. So we next
add a category described as real assets.
For our purposes in this article, “real
assets” has a broad definition. We’re
adding commodities, real estate (REITSs)
and gold. (Some also prefer the label
“hard assets,” but I will stick with real
assets here.)

The exact allocation we’re using
is shown in Table 1, and comes from
my book “Global Asset Allocation”
(Mebane Faber, 2015). This allocation
resembles something called “the global
market portfolio” (or Global Asset Al-
location portfolio). In essence, it’s simply
the portfolio you would own were you
to wrap all global investments into one
composite portfolio. Adding real assets
increases returns from the global 60/40
portfolio and decreases volatility and
drawdowns. We’ve had our cake and
eaten it too.

Many investors could stop here.
That would be fine, as this is a perfectly
suitable portfolio. But I think we can
do better. After all, up to this point
the adjustments to the base U.S. 60/40

Table 1. Global Asset Allocation
Portfolio

Allocation

Asset (%)
U.S. stocks 18.0
Foreign developed stocks 13.5
Foreign emerging stocks 4.5
Corporate bonds 19.8
30-year bonds 13.5
30-year foreign bonds 14.4
TIPS 1.8
Commodities 5.0
Gold 5.0
REITs 4.5
Source: Meb Faber Research.

portfolio have been focused on reduc-
ing risk and optimization. What about
improving our returns?

That takes us to Step 2.

Step 2: Add Value and
Momentum

We have our portfolios building
blocks in place—specifically, an assort-
ment of asset classes, spread over the
entire global investment set. Now it’s
time to begin refining those building
blocks. In this case, we use strategies that
have been known for decades, namely
value and momentum tilts within stock
indexes.

The Concept of Tilt

For any readers who are less famil-
iar with these terms, a “tilt” is simply
a weighting toward a specific asset or
investing style. A “value” tilt means we’re
investing more heavily in global stocks
exhibiting traditional traits of being
priced at low valuations. This could be
something as simple as ranking stocks
on common measures of value such as
price-to-book or price-earnings ratios.

A “momentum” tilt means we’re
investing more heavily in global stocks
that are enjoying greater upward mo-
mentum in market pricing than other,
similar stocks. For example, a tradi-
tional momentum strategy would buy
the stocks that have increased the most
in price over the past 12 months. You
might think of this as race cars speeding

around a track—suddenly one hits the
gas and begins passing the other race
cars as it pushes toward the front of
the pack. This car would have the best
momentum.

There ate, of course, many flavors
of both strategies. Yet regardless of
which specific variety you choose, the
performance attained by combining
value and momentum comes not just
from investing in what is cheap and
going up, but also by avoiding what is
expensive and going down.

Specific Steps to Tilt the Portfolio

For our value tilt, I substitute our
U.S. equity exposure with an unhedged
strategy. In general, the strategy ranks
stocks by value and momentum, then
takes the average reading across both
variables. One can then use the ratings
to identify the stocks with the best ag-
gregate scores. In doing this, our goal
is to own only cheap stocks with rising
market prices.

For foreign equity exposure, I invest
in the cheapest global markets around
the world. (We don’t have sufficient his-
tory to include momentum as a variable
here, but research shows it works in
foreign markets too.)

We can also tilt toward value in
the global bond space by moving away
from the market-cap-weighted index,
where 70% of the global debt comes
from only five countries. Instead, we’d
invest in the highest-yielding sovereign
bonds around the world. For perspec-
tive, in 2016, the top five global bond
issuers yielded less than 1%, whereas a
value strategy applied to bonds would
have realized a yield that was several
percentage points higher.

As before, many investors could
stop here. This Global Asset Alloca-
tion Plus portfolio would hold over
10,000 global securities in a handful of
basic indexes. You could rebalance this
portfolio once a year in tax-exempt ac-
counts. In taxable accounts, an investor
could employ tax-harvesting strategies
using various inflows and outflows. Both
should take about one hour per year.

The simplicity and returns of this
portfolio make it very attractive. In fact,
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my company believes in it so much that
we launched an exchange-traded fund
(ETF) based on a similar strategy. An
alternative is SPDR SSgA Global Alloca-
tion (GAL). Differences exist between
the two funds, so read the prospectuses.

Despite the benefits of this port-
folio, I believe we can do better, which
leads us to the final step.

Step 3: Add Trend-Following

At this point, we have a buy-and-
hold portfolio (minus occasional rebal-
ancing). That’s a great starting point, but
many investors struggle with buy-and-
hold. It’s difficult to do nothing while
watching your portfolio drop 10%, 30%,
50% or more.

This leads to all sorts of bad behav-
iot, including the most damaging—sell-
ing assets during bear markets and never
re-entering the market again. Think back
to any “I can’t take it anymore” moments
you may have had in 2008 or the tech
bubble after 2000.

The alternative to buy-and-hold is

any sort of active management, with
one of our favorite strategies being a
trend-following approach.

Many investors are confused as
to the distinction between trend and
momentum (from Step 2). Momentum
refers to how a security is performing
versus other securities. Remember our
earlier example of the race car speeding
around the track, passing competing
cars? In the case of stocks, it might
be Apple (AAPL) outperforming, say,
Google (GOOG) or IBM (IBM) over
the preceding 12 months.

Trend-following, on the other hand,
tries to answer the question: “Looking
at just Apple, is it going up or downr”
Though not a perfect analogy, you
might think of this as “Will the race
car continue speeding around the track
or is it about to get sidetracked for a
lengthy pit stop?”

We don’t want to be invested in
securities that won’t be rising (stuck in
a pit stop). Using this trend filter helps
us weed them out of our portfolio.

The most famous trend-following

indicator is likely the 200-day simple
moving average (which is simply an
average of an investment’s closing price
over the last 200 days). If the asset’s
current market price is above that 200-
day average trendline, it would indicate
a bullish trend and you would be long
the asset. If the market price fell below
the 200-day average, it would indicate
a bearish trend and you would sell the
asset to avoid taking additional losses.

Figure 1 shows the market price of
the SPDR S&P 500 (SPY)—an ETF
that tracks the S&P 500 index—along
with its 200-day moving average. Notice
how the 200-day trend indicator would
have gotten you out of the ETF prior
to several significant drawdowns, therein
protecting your wealth.

A quick clarification: Many inves-
tors expect basic trend strategies to
magically “time the market.” However,
a basic trend strategy is not meant to be
an outperformance strategy; rather, it is
designed to produce similar returns to
buy-and-hold, but with lower volatility
and drawdowns.

Figure 1. SPDR S&P 500 ETF Price and 200-Day Moving Average

SPY SPDR S&P 500 ETF NYSE + BATS
1-Jun-2016 2:30pm
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Source: Stockcharts.com.
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Applying Trend to the Portfolio

How will we apply trend to the
Trinity Portfolio? We’ll call the specific
model used here Global Trend, and it
is meant to be an aggressive and con-
centrated strategy that combines both
momentum and trend.

We invest in the top half of the
Global Asset Allocation Plus portfolio
assets as sorted by momentum, but only
if the assets are above their long-term
trend. The portfolio would be updated
just once each month. If the asset’s
market price is above its long-term
trendline (in this case, the 10-month
simple moving average, which is the
monthly equivalent of the 200-day mov-
ing average), the asset would remain in
our portfolio. However, if its market
price is below the trendline, we would
sell the security and move to the safety
of cash and Treasury bills (T-bills).

(Note: One could place the “cash”
investmentin 10-year U.S. bonds instead
of T-bills, and historically this would
increase the returns of both strategies
by another percentage point. However,

the likelihood of a bull market in bonds
similar to the one over the past 30 years
is small, so I use the more conservative
T-bills.)

There are two principal ways to ap-
proach the trend application. The first
would be to update the model every
month, placing the suggested trades.
Astute investors with time on their hands
could do this.

Even though this approach has
wotked well, it comes with two chal-
lenges. One, it forces investors to
regularly update and trade the portfolio,
which introduces opportunities to stray
from the model. Two, it increases taxable
events and commissions, which erode
returns, especially for smaller investors.

The second, easier way to apply a
trend strategy is simply by investing in a
mutual fund or ETF that implements a
similar model. At Cambria, we manage a
similar aggressive global momentum and
trend ETFE Alternatives are Arrow DWA
Tactical (DWAT), Global X/JPMotrgan
Efficiente (EFFE) and WisdomTree
Managed Futures (WDTT). All of these

ETFs have different flavors, so, again,
read the prospectuses.

With superior returns to buy and
hold, why not just put all of your money
into a trend-following strategy?

Iintroduced trend as an alternative
to buy-and-hold. Again, many investors
find buy-and-hold challenging when
markets are headed south. But the
irony is that those same investors also
struggle with trend-following or being
too different from the world in general.

The reason is because being a
lone-wolf investor, significantly differ-
ent than the pack, can feel risky. Being
different is great when your strategy
is outperforming, like 2008, but it’s a
supreme challenge when it is lagging
a roaring bull market in the years that
followed or going through periods of
underperformance, which every strategy
experiences at some point. (It’s even
worse when lots of other investors ate
making big gains.)

Because of this, many investors
don’t like being different. But the chal-
lenge is that any active strategy, by

Figure 2. Timing Strategy vs. Buy and Hold

Neither a trend-following nor a passive buy-and-hold strategy outperforms all the time. There have been periods when
one or the other strategy has realized higher returns.
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definition, will be different than

a buy-and-hold market strategy.
Figure 2 illustrates the back-

and-forth many investors feel

when comparing an active timing

strategy with a passive buy-and-
hold strategy. It shows the rolling
12-month performance of the
Global Trend strategy (timing)
versus the Global Asset Alloca-
tion Plus strategy (buy-and-hold).
There were multiple periods when
one strategy outperforms the oth-
er by over 30 percentage points!

Either strategy can go years

60% U.S. 60% Global Global

Stocks/  Stocks/40%  Global Asset

40% U.S. Global Asset  Allocation Global

Bonds Bonds Allocation Plus Trend Trinity

Return (%) 9.47 8.77 9.48 11.77 15.53 13.72
Volatility (%) 10.05  10.18  7.93 841 951  8.06
Sharpe Ratio (X) 0.44 0.37 0.56 0.80 1.10 1.08
Maximum Drawdown (%) (29.28)  (38.56) (26.72) (30.79) (16.47) (17.61)
% Positive Months (%) 63.18 63.57 66.86 68.02 69.38 69.96
Growth of $100 ($) 4,941 3,743 4,943 12,079 50,308 25,493
Inflation CAGR* (%) 4.06 4.06 4.06 4.06 4.06 4.06
*Compound annual growth rate.
Source: Meb Faber, Global Financial Data.

underperforming the other, mak-
ing you second-guess your choice.
So with both buy-and-hold and trend-
following presenting their own unique
challenges, what should an investor do?
The answer points us toward the final
step we’ll take that will result in our
completed Trinity Portfolio.

The simplistic solution addressing
“buy-and-hold versus trend” that actu-
ally works quite well is, and I apologize
for the technical term, to “go halfsies.”
Specifically, use buy-and-hold (Global
Asset Allocation Plus) as your founda-
tion with a 50% allocation, and allocate
to trend as well (Global Trend) with
the other 50%. This will complete our
transition from U.S. 60/40 to the Trin-
ity Portfolio.

Some investors will examine Table
2 and scratch their heads. If the Global
Trend Portfolio has stronger risk-adjust-
ed returns than the Trinity Portfolio, why
wouldn’t we allocate all of our invest-
ment to this superior strategy?

The reason is because the best in-
vestment strategy is the one that you’ll
be able to stick with, year in and year
out. Investing 100% in either buy-and-
hold or trend will mean there could be
years when one style underperforms the
other. When that happens, our natural
tendency is to jump ship, abandoning
our investing approach—often at the
wrong time, with injurious results. That’s
the last thing you want.

The Trinity Portfolio, with its ex-
posure to both buy-and-hold and trend,
reduces the chances you’ll jump ship.
That’s because part of your portfolio
will likely be benefiting from either buy-
and-hold or trend, or both.

So, yes, Trinity has slightly lower
returns than Global Trend, but it’s for a
good reason: to save us from ourselves.

We’ve come a long way from our
initial U.S.-only, 60/40 portfolio. By
going global, adding additional asset
classes, and introducing tilts and active
trend strategies, we’ve transformed the
risk/return complexion of the entire
portfolio.

A Flexible Approach

Before we finish discussing the
engineering behind Trinity, I'd like to
point out one final attribute of the
framework—its flexibility.

Despite Trinity’s balanced makeup,
which results in low volatility, some
conservative investors may prefer even
less volatility. Fortunately, Trinity is easily
customizable.

The simplest way to match Trinity’s
volatility level to your personal investing
temperament is by adjusting the fixed-
income allocation. For a less volatile
portfolio, you would simply increase
your exposure to fixed income (T-bills

or longer-term Treasury notes), while
decreasing your other allocations on a
pro rata basis.

Regarding whether to use T-bills
or 10-year Treasury notes, though the
benchmark notes yielded over two
percentage points more than bills over
the analyzed period, this is largely due
to the 30+ year bull market we’ve had
in interest rates since the early 1980s.
However, drawdowns were much larger
in 10-year bonds. This is due to the
high-inflationary 1970s as rates rose
over that decade.

Those of you who are more of a
buy-and-hold investor can also choose
to allocate more to the Global Asset
Allocation Plus strategy and less to
the Global Trend strategy (70%/30%
instead of 50%/50%, for instance.)
Volatility will be lowered, but so will
long-term returns.

The overall takeaway is that, as was
the case with fixed income, adjusting the
ratio of Global Asset Allocation Plus
to Global Trend enables investors to
target a specific portfolio profile that’s
right for them. 4

This article was adapted from “Trinity
Portfolio.” To see the full white paper and related
research, visit bitp:/ | www.cambriainvestments.
com/ investing-insights/ H_whitepapers.

Mebane Faber is chief investment officer of Cambria Investment Management. He writes the MebFaber.com blog and is the
author of several books, most recently “Invest With the House” (2016). Find out more about Faber at www.aaii.com/authors/

mebane-faber.
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Table 2. Performance of Various Asset Allocations, 1973-2015



