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Chasing Performance Can Lead
Investors to a Calamitous Fall

O The results of moving invest-
ments to the latest market winner
are so terrible that investors are
better off putting their money
into the latest market loser for
long-term returns.

By Craig L. Israelsen

( :hasing performance. It’s a really
bad idea, but investors often do it.
One of the persistent chal-
lenges faced by advisors is managing
the “regret” of clients — specifically the
regret of not being invested in last year’s
best asset class. This type of regret obvi-
ously suggests that advisors should have
known which of the many asset classes
(e.g., mutual funds) in the marketplace
would be the star performer in the com-
ing year. Seriously? If people had that
sort of perfect knowledge, why in the
world would they be financial advisors?
Those people would be sitting on their
own island somewhere.

Nevertheless, let’s examine how per-
formance chasing would have played
out over the past 15 years (from Jan. 1,
1999, to Dec. 31, 2013).

Performance Chasing
This investing behavior is like returning to
a bad habit — we know we shouldn't but
we do it anyway. One version of perfor-
mance chasing would consist of moving
all of the portfolio assets into last year’s
best-performing asset class. This is perfor-
mance chasing at its “finest” (aka worst).
In this analysis, there were 12 asset
classes to monitor and “chase” (as shown
in Chart 1). Here’s how this works: In
1998, the best-performing asset class
among the 12 was large-cap U.S. stock.
Thus, at the start of 1999, the entire port-
folio was shifted to large-cap U.S. stock.
The return of large-cap U.S. stock in 1999
was 20.37 percent — a great outcome. But
this approach collapsed the following
year. The best-performing asset class in
1999 was emerging non-U.S. stock —
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so the entire portfolio was shifted into
emerging stock at the start of 2000. Bum-
mer. In 2000, emerging stock got rocked
with a -27.45 percent return. The annu-
al returns of this performance-chasing
portfolio are shown in Chart 2.

Understandably, this version of perfor-
mance chasing may represent the extreme
— but extremes happen far too often.

The outcome of this “momentum in-
vesting” approach over the past 15 years
was an annualized return of 0.66 per-
cent and a standard deviation of return
of 23 percent. A $10,000 initial invest-
ment on Jan. 1, 1999, was worth only

$11,043 by the end of 2013. It’s possible
that there might be some time frames in
which performance chasing seemingly
works out (such as the period from 2003
to 2006). That’s why bad ideas don’t
completely disappear — sometimes they
work out. But a person’s investment
portfolio needs to work out for decades
— not just a few years.

Dogs of the Dow

Here’s another wacky idea: How about
investing completely in last vyear’s
worst-performing asset class? This bold
approach actually performed better than
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chasing last year’s winner. By investing
completely at the start of each new year
in last year’s worst-performing asset class
(among the 12), the 15-year annualized
return was 5.98 percent and produced an
ending account balance of $23,895. Not a
super-impressive outcome, but a lot bet-
ter than chasing last year’s winner.

Spread the Wealth:

Broad Diversification
What if an advisor simply built a broadly
diversified portfolio that invested equally

in 12 asset classes and rebalanced them an-
nually? While broad-based diversification

may not be very exciting, this approach
produced a 15-year annualized return of
8.44 percent with a standard deviation of
12.6 percent. Building a strategic, multi-as-
set portfolio produced an outcome that
was better than six of the individual asset
classes shown in Chart 1 — including large
cap US. stock (i.e., the venerable S&P 500
Index). Investing solely in the S&P 500
grew $10,000 into $19,590 over this 15-year
period, whereas the 12-asset 7Twelve Port-
folio turned $10,000 into $33,702.

A summary of the performance for each
approach is shown in Chart 3. As boring as
it is, simple broad-based diversification is

very hard to beat over time. If clients want
to bet the farm on wild cards, tell them to
play the lottery. When it comes to their in-
vestment portfolio, boring is best. €®
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