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There are a lot of diﬀerent factors that influence individual investors when making decisions on what to buy,
when to buy and sell it, and how much to own. As a result, there are a lot of diﬀerent ways to make, and unfortunately lose, money when inves ng in financial markets. O en associated with the la er are such mehonored favorites as “chasing momentum”, “buying the
dips”, buying the hot IPO, “chasing yield”, “Dogs of the
Dow”, hiding in “safe” dividend stocks, and pu ng all
one’s eggs in one basket (AMZN, APPL, SNAP, etc.)
This month we take a deeper look at one of the most
important aspects of inves ng by examining the cri cal
importance of proper Asset Alloca on, both tac cally
and strategically, in achieving long term success.

Risk and Reward

*

We begin with a discussion of the ra onale for, and expected benefits of, asset alloca on and how individual
components of AA work together to reduce risk, enhance
returns and minimize taxes. It is axioma c that investors
want to be compensated for the risk of providing funds
for various types of investments; whether that risk is the
poten al for absolute loss of capital, its diminishment by
the eﬀects of infla on, the opportunity cost of owning a
lesser investment, or the “loss” of peace that comes with
too much vola lity. Also, investors typically have varying
degrees of risk percep on, acceptable levels of vola lity,
and expected or desired investment returns, so the comments below will necessarily be more general in nature,
but will address each factor in turn.

*

*
For simplicity sake we will u lize an accepted industry
measurement known as Standard DeviaƟon of Returns
to display the level of vola lity (the magnitude of price
swings, over me) when discussing various asset classes
and segments. By measuring historical pa erns of returns, both posi ve and nega ve, across varying lengths
of me, we can develop a picture of the average vola lity of returns for each class, as measured against its long
term average returns. This examina on reveals a historical pa ern that supports the no on that investors typically expect and demand a higher return on investments
with a greater level of vola lity, and a higher risk of loss.
We can see from the chart to the le that there is a
strong rela onship between risk (vola lity) and expected
returns as demonstrated by standard asset class and
specific sector profiles. For example, bond returns are
typically much lower than stocks over me but have a
commensurately lower level of vola lity. Emerging markets and small company stocks are notorious for their
higher vola lity levels and greater magnitudes of loss in
down markets, but compensate investors with higher
average long term returns.
Asset Alloca on is the process of selec ng which asset
classes to own at what me, and in what propor ons,
to influence and be er manage the overall degree of
vola lity one is willing to experience over a full market
cycle in order to achieve a certain level of expected
long term returns.
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Economics, Emo ons and Markets

Common Ques ons

We have wri en in the past about the rela onships between the economy, the markets and investor psychology,
and how there are leads and lags in the rela onships between the three. All three are historically cyclical in nature,
and go through rela vely predictable stages for each cycle.
At the most basic level, economic growth drives percep ons
of earnings prospects for businesses, which helps drive market valua ons for securi es, as well as consumer confidence, or lack there of, in both. The rela ve predictability of
each of these cycles, if not the ming, should help inform
both strategic and shorter tac cal asset alloca on decisions.

One commonly asked ques on is as follows: ”Since we know
the economy and markets are cyclical in nature why don’t we
just buy at the boƩom and sell at the top, and avoid all the
downside”? It’s an easy ques on with a diﬃcult answer.
While it is easy to iden fy the peaks and troughs of economic ac vity and markets with benefit of hindsight and a well
constructed chart, it’s quite another thing to do it in real
me. Most of the na onal level economic data is reported
based upon ini al es mates and sampling of economic ac vity, and can change significantly as subsequent revisions gain
greater detail and breadth of repor ng sources. The Na onal
Bureau of Economic Research (NBER) is responsible for determining when recessions occur and assigning their specific
beginning and ending dates based upon an examina on of
specific factors and threshold levels of measurement. Unfortunately, due to the many data revisions over many months
of gathering and analyzing the data, the da ng process is far
from mely. The actual declara on that a recession has occurred may even be made a er the recession has ended and
the recovery is underway. As a result, using reported economic data to “ me the markets” is far more diﬃcult to do
in prac ce than in theory.

Economies rou nely move from boom to bust; cycling from
economic slowdowns or outright recession to business recovery, expansion, overhea ng, excess capacity and ght
labor markets, with higher costs leading to a lessening of
profitability, followed by an expense ghtening phase, with
perhaps layoﬀs and business closures leading to recession
again. The chart above tracks quarterly US GDP along with
the S&P 500’s performance as it emerged from the 20002001 recession through the subsequent recovery and into
the recession of 2008, and its recovery.
It clearly demonstrates that markets reflect, and rou nely
an cipate shi s in the economy and business profitability, as
investors work through their own emo onal cycle, from
doom to exhilara on and back. These shi s in investor sen ment and confidence in the economy, and by extension the
markets, are securi es prices. While GDP growth, business
sales, earnings and profits reflect current condi ons, investors are typically more concerned with future prospects in
determining how to posi on their investments. As a result
we typically see markets turn up before economic growth
turns posi ve a er a recession, and turn down several quarters before the first nega ve GDP report .
We also note how investor aversion to vola lity and capital
loss is most severe as economic and market bo oms are
approached. Conversely, the tempta on to be the most
bullish typically is seen right at the peak of the stock mar‐
ket’s cycle, when the economy is strong, and sales, earn‐
ings and profits are near their highest. As a result, market
peaks and troughs are typically the most dangerous mes
for most investors. Greed and Fear always drive investors;
and usually in the wrong direc on at the wrong me.

A second ques on is: “Given their long term superior performance, why not just buy stocks and be done with it?”
While most investors profess to having a long term investment horizon, they also have a maximum pain threshold for
loss, above which they are inclined to sell an asset or por olio. Despite an a rac ve long term average return, the chart
above shows the significant varia on and magnitude of S&P
500 annual returns since 1928, including a large number of
significant annual losses. What is not shown is the existence
of some significantly higher mul -year losses, which have
historically tested investors’ resolve to remain fully invested.
Because of their inherent aversion to loss, it can be diﬃcult
for most investors to “stay the course” when confronted by
significant or mul ‐year losses. Our preferred solu on is to
u lize tac cal as well as longer‐term strategic asset alloca‐
on to construct durable, opportunis c por olios designed
to increase chances for enhanced returns and controlled
risk across a full investment cycle.
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Dynamic Asset Alloca on
We have shown that a empts to “ me the markets” based
upon economic data and business cycles have historically
proven diﬃcult to do in a repeatable manner. We have also
seen that accep ng high concentra ons in single-class assets,
no ma er how a rac ve their long-term average returns
may be, increases the risk of unacceptable losses when investors succumb to the pressure to sell at their point of maximum pain in diﬃcult markets. The challenge then becomes
one of capturing as much of the upside economic and market
cycle performance as possible, while limi ng vola lity and
risks to acceptable levels on selloﬀs.
We can largely reconcile these two compe ng goals by taking
advantage of another well known market phenomenon; that
expected and realized returns to diﬀerent asset classes and
sectors have not generally been well correlated over me
and are largely unpredictable on a year-to-year basis. In other
words, individual sectors have not performed in a uniform
and monolithic manner across a full economic and market
cycle. This is important because it removes the requirement
to determine exactly where one is in an economic cycle in
order to be a successful investor. Understanding the historical rela onship between market cycles and segment performance may enhance the probability of successful outcomes.
Astute investors can take advantage of these diﬀerences by
recognizing that individual assets tend to react diﬀerently to
given levels of economic strength, infla on rates, interest
rates, strength of the U. S. Dollar, employment levels, cor‐
porate profitability, and valua ons among many other fac‐
tors aﬀec ng markets at any given point in me.

Taking advantage of this tendency also helps remove the
incen ve to try and guess the market’s tops and bo oms in
order to jump into, and out of, the market or specific segments. In fact, we will demonstrate on the following pages
that establishing a well diversified por olio including mul ple asset classes (some complementary and some compe ng) can go a long way in reducing overall por olio vola lity, smoothing long term returns, and calming investors.
One of our favorite charts is the “Bingo” chart, shown below,
which illustrates that diﬀering asset classes traverse the
range from “best” to “worst” across a market cycle, and
some mes even within a single year. For example, Emerging
Markets, which dominated performance from 2003-2007,
was down an astounding -53% in 2008, followed by a stellar
79% rebound in 2009, and has delivered a mixed, though
uninspiring performance over the last 6 years. Most of the
elements on the table have similar periods of apparently
random strength and weakness, which would render an “allor-none” approach to including individual classes in a por olio virtually impossible to execute successfully.
However, we acknowledge that some classes have histori‐
cally done be er (or worse) depending upon stage of the
economic or market cycle, so it makes li le sense to hold
an equal weighted posi on in all sectors, at all mes. We
have found that it is a more eﬀec ve approach to dynami‐
cally over and under weight various asset classes and sec‐
tors depending upon the current and expected economic
outlook, market condi ons and valua ons, rather than tak‐
ing an “all‐or‐none” posi oning stance for a given sector, or
a emp ng to “ me the market” by raising significant lev‐
els of cash.
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The Legacy Approach
Where does all this theory leave us? At Legacy, we believe
that asset alloca on decisions should begin with a thor‐
ough understanding of the specific and unique objec ves
for each client. We work with our clients at the outset of
the rela onship to uncover short and long term cash flow
requirements, understand the totality of each client’s busi‐
ness interests and other liquid and illiquid assets, and un‐
cover long term legacy and philanthropic inten ons so that
we may fully understand the return expecta on and risk
tolerance for por olios we invest. Our approach is to advise clients to select asset alloca ons that will expose their
por olios to the least amount of risk necessary to allow
them to meet their objec ves. We accomplish this by building por olios which have the best probability of delivering
long-term risk adjusted returns in line with client expectaons. We strive to enhance por olio performance by using
our experience to tac cally adjust por olios to take advantage of shorter-term opportunis c investment opportuni es.

which may have an expected me horizon of several months
to as much as a year. These are implemented across individual por olios based upon their individual, unique profiles.
For example, we have been tac cally underweight in both
Developed InternaƟonal and Emerging Markets for several
years due to our evalua on of economic, poli cal and valuaon issues in those markets. The chart above reveals the
decision has been a solid one, with both segments delivering
historically low average investment returns, rela ve to their
higher risk levels. We have also maintained a fully-allocated
posi on in Bonds (including High Yield) despite a mul -year
consensus recommenda on to underweight them, as well
as a bias for domes c large cap stocks, such as the S&P 500.

In short, we believe that establishing the proper long-term,
strategic asset alloca on mix is the single most important
thing we can do for our clients. By adjus ng each underlying
account’s asset mix to the client’s risk profile for each par cular subset of their investable assets, we can be er manage
the overall por olio’s expected vola lity and targeted returns, reduce the tax impact from trading decisions, and
poten ally allow the client to have less anxiety, and a be er
sense of resolve to “stay the course” when markets get diﬃcult.

By establishing a dynamic, fully diversified por olio, in‐
cluding alterna ve assets such as Diversified AlternaƟves
and Hedged Equity (see 40/40/20 above) we have been
able to increase our average returns as well as substan al‐
ly reduce our overall por olio vola lity over the last five
years, rela ve to a tradi onal 60/40, stock/bond por olio.
We find that flexibility in inves ng is a key element of suc‐
cess in helping investors reach their long term investment
goals with less anxiety and smoother returns.

We take advantage of both internal and external resources
to help iden fy and evaluate shorter-term global market
disloca ons, and u lize dynamic asset alloca on shi s to
take advantage of them. We also seek non-tradi onal
sources of income (such as Structured Products, and Reverse ConverƟble Notes) in special situa ons,

Now What?

*

*

We have remained mildly cau ous on the broader equity
markets even as they have con nued to move higher this
year. Our percep on of market risks remain elevated and we
maintain our underweight posi ons in small caps, internaonal and emerging market equi es. We maintain our posions in high quality, medium dura on bonds, but would
begin to lower weigh ngs to longer dura on high yield
bonds and interest rate sensi ve securi es as the Fed gets
more aggressive on rates.

*

*

*

U.S. equi es and bonds have con nued to provide a be er
risk/return profile than many overseas markets, but the valua on dispari es in Developed Interna onal and Emerging
Markets are star ng to prove interes ng. We con nue to
ac vely monitor these sectors.
If you would like more informa on, please contact us.

Lane DeCost, CFA Senior Investment Strategist

Legacy Wealth Advisors, LLC is a team of investment professionals registered with HighTower Securi es, LLC, member FINRA, MSRB and SIPC & HighTower Advisors, LLC, a registered investment advisor with the SEC. All securi es are oﬀered through HighTower Securi es, LLC and advisory services are oﬀered through HighTower Advisors, LLC. This is not an oﬀer to buy or sell
securi es. No investment process is free of risk and there is no guarantee that the investment process described herein will be profitable. Investors may lose all of their investments. Past
performance is not indica ve of current or future performance and is not a guarantee. In preparing these materials, we have relied upon and assumed without independent verifica on, the
accuracy and completeness of all informa on available from public and internal sources. HighTower shall not in any way be liable for claims and make no expressed or implied representaons or warran es as to their accuracy or completeness or for statements or errors contained in or omissions from them. This document was created for informa onal purposes only; the
opinions expressed are solely those of the author, and do not represent those of HighTower Advisors, LLC or any of its aﬃliates.
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