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HOW THE TORTOISE
BEATS THE HARE

Reaching for big returns is tempting, but surprisingly, low-volatility stocks have actually done better
over the long run. Interested in getting more growth and reducing the risk of losing your money?
Let the tortoise show you how BY DAVID ASTON ILLUSTRATION BY RACHEL IDZERDA

ou know the tale about
how the slow-but-steady
tortoise perseveres to beat
the speedy-but-inconsis-
tent hare. It turns out that
lesson applies to invest-
ing in retirement, too.
It’s easy to be attracted to investments
that surge ahead like the hare when the
going is good. You might end up with con-
siderable wealth if you're fortunate—but

you just might run out of money later in life
if you're not. If you're trying to protect your-
self from risk as you seek rewards, it’s better
to follow the tortoise approach: you're more
likely to achieve a comfortable retirement
with little chance of outliving your money.

In what follows, we’ll show you how a
slow-and-steady investment approach can
achieve what I believe is a superior combi-
nation of risk and reward. We’ll explain how
to structure your portfolio to meet both
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short- and long-term needs, select conserva-
tive investments, and follow through with
a long-term investment process.

RISKS THAT MATTER MOST

Before we discuss structuring your portfolio,
it's important to understand the nature of
stock market risk. Finance experts often
equate risk with volatility—or how much
stock returns can vary from year to year—
but that can be misleading. A better »
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PERFORMANCE THAT DOES THE TORTOISE PROUD

The Mackenzie Ivy Foreign Equity Fund vs. the MSCI World Index

IT LAGGED IN GOOD TIMES

Annualized returns for the three years
ending Dec. 31, 2014

20.6%

N Mackenzie Ivy ForeignEquity Fund
[ MSCI World Index

IT PROTECTED IN BAD TIMES

Annualized returns from Feb. 20, 2007
to Mar 9, 2009

IT OUTPERFORMED OVER THE CYCLE

Annualized returns Feb. 20, 2007 to
Dec. 31, 2014

5.1% 3.5%

Notes: Source: Mackenzie Investments, Morningstar. The Mackenzie Ivy Foreign Equity Fund data is for the “A” version of the fund, for investors who invest through advisers (Management Expense Ratio:
2.52%). Do-it-yourself investors who don’t use advisers can buy the “D” version of the fund through their discount brokerage account and pay reduced fees (“D” Series MER: 1.66% ). The version of
the MSCI World Index cited is the total return index in Canadian dollars.

definition is “the probability of a permanent
loss of capital,” says George Athanassakos,
professor of finance at the Ivey Business
School at Western University.

Certainly volatile stocks, like those in
oil and gas or mining, also tend to be stocks
that can permanently lose money. Less
volatile stocks, like those in the consumer
staples sector, are unlikely to go bust. But
even high-quality, dividend-paying com-
panies with competitive advantages, low
debt and reliable cash flows can see their
stock prices bounce around, points out
Athanassakos. “For these companies, if you
have a long-term horizon, short-term vol-
atility is immaterial,” he argues. “In the
long-run you know as a group they're going
to go up. So why do you care about the
short-term ups and downs?”

Surprisingly, there’s plenty of evidence
that low-volatility stocks
have actually delivered bet-

Human nature makes it hard to ignore
volatility, and as you get older it’s even
more difficult. As your investment horizon
shrinks, it’s hard to stomach a loss for a few
years, even if you believe things will even-
tually recover. If you're drawing on your
investments to support yourself in retire-
ment you may not have the luxury of time.
“The ideal investor is Rip Van Winkle,”
says Eric Kirzner, professor of finance at the
Rotman School of Management, University
of Toronto. “You buy yourself a nice port-
folio and go to sleep for 40 years. You wake
up and you have this terrific return. Most
of us can’t do that. Most of us don’t have
that time period.”

THE LONG AND SHORT OF IT

Investors in or near retirement are in a tricky
position. They have an immediate need
for steady cash flow to live
on, but they also need their

ter returns than those with THE IDEAL wealth to last for a poten-
higher risk. This historical INVESTOR IS tially long life. If they’re
result is called the “low-risk RIP VAN caught by a big downturn
anomaly,” because it's com- WINKLE: BUY around the time they retire,
pletely contrary to what fi- they could be forced to sell
nancial theory would pre- A NICE investments at beaten down
dict. One recent study by PORTFOLIO, prices in order to provide
Malcolm Baker of Harvard THEN SLEEP money to live on. This is
Business School and col- FOR 40 YEARS called “sequence of returns

leagues found dramatic re-

sults: from 1968 to 2012 a

dollar invested in the 20% of U.S. stocks
with the lowest volatility grew to $81.66,
while a dollar invested in the 20% with the
highest volatility grew to only $9.76. (There
is plenty of debate about whether this pat-
tern will continue, so it is a good idea not
to count on it.)
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risk,” and it can have a dev-

astating effect on the sus-

tainability of your portfolio. That’s why

investors at this stage can’t easily wait out

temporary dips in stock prices, even if they

have the psychological fortitude for it. For-
tunately, the tortoise approach can help.

The first step is structuring your portfo-

lio for both short-term and long-term needs.

The idea is to meet your cash flow require-
ments for the first five to 10 years of retire-
ment without the need to sell investments
at possibly beaten down prices. There are
many different ways to do this. You can get
reliable cash flow through some combina-
tion of interest from fixed-income invest-
ments, reliable (and hopefully growing)
dividends from stocks, annuity payouts,
pension income and a ladder of bonds or
GICs that mature each year. If you're able
to meet your spending needs with this cash
flow, it gives you a longer time horizon
with your remaining investments, because
you know you won't have to sell any dur-
ing a bear market.

The next thing to do is to select conser-
vative investments that can be expected to
hold up better in a market downturn. With
fixed income, go with investment-grade
bonds (such as those issued by governments
or companies with strong balance sheets)
or GICs backed by government deposit in-
surance. Avoid bonds that are exceptionally
long-term, because of their sensitivity to
rising interest rates. The sweet spot these
days is probably corporate investment-grade
bonds with terms of three to seven years,
or GICs, both of which offer higher yields
than government bonds without signifi-
cantly more risk.

With stocks, invest mainly in blue-chip,
dividend-paying companies with low debt
that generate reliable and growing cash
flows and have a competitive advantage.
Of course valuations matter, so you can
pay too much for good quality companies.
These days I suggest concentrating on com-
panies that pay moderate but growing
dividends, rather than companies (such as



many utilities) that have higher yields but
offer little potential for growth.

STICK TO THE PLAN

It's not enough to simply build a solid port-
folio: it’s even more important to follow a
consistent long-term investment process.
While that might sound like a motherhood
statement, most people can’t help but focus
on the short term: they look at recent per-
formance (one to three years) and expect
it to continue indefinitely. As a result, they
are prone to purchase stocks that have
soared during the current bull market, but
may not have performed well during earlier
bear markets. They are often tempted to
buy hot investments and then sell them
when they grow cold.

A modest dose of contrarianism—buying
when everyone else is selling, or vice versa—
can help sophisticated investors, but most
people are better off simply following a buy-
and-hold approach. Consider
a study by Ilia Dichev of

THE TRADE-OFF

When you follow a tortoise-like approach,
you'll have to accept that sometimes the
hare is going to take the lead. You will prob-
ably find that your returns lag the market
during the good times, and you have to be
patient. Just ask Matt Moody, co-manager
of the Mackenzie Ivy Foreign Equity Fund,
a classic tortoise investment.

During the three years endingin 2014—a
long, uninterrupted bull market— the fund’s
A-series version lagged the MSCI World Index
by an average of five percentage points a
year, making it look like a dud. But that
wouldn’t do it justice. It turns out during
its 22-year history this fund has consistently
lagged during bull markets but protected
in downturns. (See “Performance that does
the tortoise proud” on the opposite page).
In the vicious 2007-09 bear marKket, its an-
nualized loss was less than half that of the
index. And when you put bull and bear

periods together, the fund
has outperformed the index

Emory University of 19 major LOW-RISK in each complete market
stock markets around the STRATEGIES cycle. Most recently, it out-
world from 1973 to 2004. It performed by an annualized
found that a buy-and-hold WILL OFTEN 1.6% a year from the previ-
approach outperformed ac- LAG IN BULL ous market peak in 2007 to
tual investor returns by an MARKETS, SO the end of 2014.

average of 1.5% a year. (These YOU NEED TO “It’s frustrating for a lot
were estimated by weighting of investors,” says Moody.

BE PATIENT

index returns according to
amounts investors moved
in and out of their portfolios, thus adjust-
ing for their behaviour.) During volatile
periods, the benefit can be much greater.
For the NASDAQ market between 1973
and 2002, buy-and-hold outperformance
averaged 5.3% a year, due in large part to
investors jumping late on the tech band-
wagon and then catching the brunt of the
dot-com collapse.

The core of a tortoise-like process is to
establish an appropriate asset allocation
(the mix of stocks and bonds in your port-
folio) and rebalance when actual allocations
depart substantially from these targets. At
this stage of life, it's usually appropriate to
invest 40% to 60% of your portfolio in stocks,
with the remainder in investment-grade
bonds, GICs and cash. Unfortunately, bonds
provide dismal yields these days. As a result,
I believe it makes sense to increase your
equity exposure a little compared to what
you might have done when bonds were
more attractive, and to balance that by choos-
ing conservative stocks that carry less risk
than the overall market. Converting some
of your fixed-income investments into an-
nuities can also help.

“Usually the bull markets
are quite long, and then
when the bear market comes, it’s nasty and
short. And so the time we outperform is
quite short.” During the current bull mar-
ket, many investors have taken their money
elsewhere, he admits. “We can tell by look-
ing at the fund flows that the investor good-
will and patience is dripping out again, as
it has in past cycles.”

But investors who are able to stay the
course and take advantage of the downside
protection will likely be rewarded, even
if they don’t end up beating the market
over the long term. “Beating the bench-
mark isn’t the only measure of success,”
argues Dan Hallett, vice-president of High-
View Financial Group, a portfolio manage-
ment firm for affluent families. “If you can
approach or match benchmark returns
with significantly less risk, you have out-
performed.” [ m

David Aston, CFA, MA,
writes about personal
finance. You can send him
questions, comments and
suggested article topics

at letters@moneysense.ca.
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MEASURING
RISK AND
REWARD

e’ve recommended a
low-risk approach to
investing in stocks,
but how exactly do
you measure risk?
No single metric provides a clear and
comprehensive answer. However, two
are commonly used in the industry.
The first is standard deviation, a
statistical measure of how much an-
nual returns vary around their long-term
average. But if you're not mathematical-
ly inclined, this number lacks intuitive
appeal. “If | say the standard deviation
of your portfolio is 18%, what do you
suppose that means to the average
investor?” asks finance professor Eric
Kirzner. It may help to think in relative
terms. The standard deviation of the
overall stock market has historically
averaged about 16%, so 18% would
be a little high, he explains.
Another risk metric is beta, which
measures the tendency for a stock
or portfolio to behave like the overall
market. A beta of 1 means the stock
or portfolio tends to move in the same
direction as the overall market, and to
the same degree. A beta greater than
1 means higher volatility, and a beta
between O and 1 means less volatility.
If you're trying to assess your
tolerance for risk and set your asset
allocation, look beyond these statisti-
cal measures. It's more helpful to
consider the potential loss you might
suffer in a severe downturn. Portfolio
designer Dan Hallett has a rule of
thumb: “Assume whatever percentage
you have in stocks can fall by 50%,” he
says. “That gives you an idea of your
downside risk. If you have half your
portfolio in stocks and half in bonds
and cash, then probably your maximum
downside is around 25%.” In my view,
if you invest in conservative blue-chip
stocks you can reasonably reduce that
downside estimate to 40%.
The flip side of risk is return, so
it's also important to get regular reports
on your portfolio’s performance. Un-
fortunately, many investment advisers
don’t provide this, which is a glaring
omission. “A lot of people don’t know
how their portfolio is performing at
all,” says Kirzner. Fortunately, that’s
about to change: regulators will compel
investment dealers to provide personal
rates of return by July 2016.
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