Investment Corner
Larchmont resident Ian A. Post, is the Principal of Fifth Set Investment Advisors LLC. Fifth Set is the result of his evolution of thought in regard to
conventional investment management. His experience and education led to research for a smarter approach to portfolio management and
financial planning. Prior to Fifth Set, Ian conducted fundamental equity research at Citigroup, Credit Lyonnais and CIBC Oppenheimer. Ian earned
a BS in Engineering and Public Policy from Washington University and an MBA with concentrations in Finance and Statistics from NYU and is a
holder of the Charted Financial Analyst designation, a member of CFA Institute and a CERTIFIED FINANCIAL PLANNERTM certificant.

W

hen thinking about how much equity
to hold in a portfolio, we typically
think in terms of percentages, i.e. I want to
hold a portfolio with 60% in equities and
40% and bonds. This makes sense from a
design perspective; we simply divide the pie
up based on the target percentages. However, if we stop the portfolio construction
process at this stage, we miss a critical component of the decision-making process. The
real impact on our lives and emotions are
dollar changes. We can’t spend a 10% gain
on a new car and we don’t cancel vacations
because of a 20% loss. Dollar changes are
what matter.
Suppose an investor begins an investment
plan by choosing a diversified balanced
60/40 (60% equity/40% bonds) portfolio.
We can estimate the percentage downside
of this portfolio by using the experience
from the 2008 financial crisis which led to a
roughly 50% loss in broad market equities.1
Assuming a flat return on the bond portion
of the portfolio, a diversified 60/40 portfolio
should have a downside percentage of 30%.2
By maintaining the 60/40 portfolio over
time, investors might assume they are also
maintaining the riskiness of the portfolio.
This is true in regard to potential downside
percentage losses. However, if the portfolio

grows over time (either due to appreciation
or additional investments, or some combination of the two), the dollars at risk
increases. It’s important to understand that
this happens even without increasing the
percentage of stock exposure in the portfolio.

The dollar downside risk concept reminds
us that investors should continuously monitor the amount and types of risks in their
portfolios to ensure they are consistent with
their willingness and ability to take risk. It’s
also important to remember that this type of
planning happen before significant market
The key then is to always translate percent- volatility. Once a bear market takes hold,
dollar downside risk becomes actual dollar
age allocation targets into dollars at risk.
downside so make sure you know beforeThe table below illustrates how different dol- hand how many dollars you have at risk.
lar risk can be for the same allocation target.
Equity Allocation
80%
60%
40%

100,000
‐40,000
‐30,000
‐20,000

250,000
‐100,000
‐75,000
‐50,000

A traditional 60/40 balanced portfolio has
a downside dollar risk of $30,000 assuming
a total portfolio balance of $100,000. At
a $500,000 balance, the downside dollar
risk increases to $150,000. At a $2 million
balance, the dollars at risk reaches $600,000
and at $5 million, the dollar downside risk
of a 60/40 portfolio is $1.5 million.
The same 60/40 portfolio becomes much
riskier on larger portfolio balances when
measured by dollar downside risk.

Portfolio Value
500,000
1,000,000
‐200,000
‐400,000
‐150,000
‐300,000
‐100,000
‐200,000

2,000,000
‐800,000
‐600,000
‐400,000

5,000,000
‐2,000,000
‐1,500,000
‐1,000,000

Fifth Set Investment Advisors LLC is a registered investment adviser. Information presented is for educational
purposes only and does not intend to make an offer or
solicitation for the sale or purchase of any specific securities product, service, or investment strategy. Investments
involve risk and unless otherwise stated, are not guaranteed. Be sure to first consult with a qualified financial
adviser, tax professional, or attorney before implementing any strategy or recommendation discussed herein.
Based on a diversified equity portfolio experiencing a
2008-like loss of approximately 50%.
(60% x -50%) + (40% x 0%) = -30%
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