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The range of issues that can cause 
clients to question their approaches 
includes not just volatility that exceeds 
their volatility tolerances, but also a sig-
nificant loss experience, an unfortunate 
sequence of returns, and poor returns 
relative to the client’s reference portfolio 
(e.g., a U.S. stock index or U.S. stock/
bond portfolio mix).

Let’s look at a few examples. Suppose 
that the advisor has recommended a 
portfolio with a modeled expected return 
(simple average return) of 6.0 percent 
and standard deviation of 11.5 percent. 
Further, suppose that in the subsequent 
10-year period the client’s portfolio 
miraculously produces returns that 
match these assumptions precisely. This 
outcome seems like it would be ideal 
from an MPT perspective. This is, 
according to the theory, exactly what the 
client wanted. Yet we can easily add 
additional information to this scenario 
that shows how volatility alone does not 
capture the client’s sense of risk. 

Consider the series of annual returns 
shown in table 1. The portfolio produces 
a return and volatility of returns over the 
decade that matches the advisor’s esti-
mates. But the downturn beginning in 
year 3 could be challenging for two 

level, which concerns the basic objective 
of the client’s investment strategy.

THE OBJECTIVE
According to MPT, the client seeks to 
maximize expected return at a given 
level of volatility that corresponds to  
the client’s personal degree of volatility 
tolerance. In this framework, investors 
want only returns and dislike only vola-
tility. We know in practice that client 
preferences and concerns are far more 
complex. In particular, volatility fails to 
capture a wide range of investor-specific 
risks. Clients don’t know for certain that 
they are following the best investment 
strategies for themselves as individuals. 
Therefore, they continually evaluate 
their strategies through time and will 
periodically question whether abandon-
ing the current strategy in favor of an 
alternative strategy is the right decision. 

Strategy abandonment is problematic 
for two reasons. First, it tends to occur 
after the client has experienced sub-par 
results. Second, the client is likely to 
switch to a new strategy that has 
worked well in the recent past and may 
be set up for future underperformance. 
The combination can lead to a damag-
ing whipsaw effect with lasting 
consequences. 

I n a recent interview (Harris 2019), 
behavioral economics pioneer 
Daniel Kahneman was asked if he 

was hopeful that we can improve our 
decision-making intuitions. “I’ve been 
studying that stuff for over 50 years, 
and I don’t think that my intuitions have 
really significantly improved,” Kahneman 
responded. “I’m a case study.” 

Kahneman and other leaders in behav-
ioral economics and finance began 
publishing their insights in the late 
1970s and into the 1980s. These early 
articles came at least two decades after 
work done by Harry Markowitz, who in 
the 1950s created modern portfolio the-
ory (MPT) (Markowitz 1952; Kahneman 
and Tversky 1979). This chronology is 
important because it mirrors the order in 
which advisors typically apply these aca-
demic insights when advising clients. 
First design the client’s portfolio using 
largely an MPT framework, then coach 
clients on behavioral issues as they later 
arise. Yet by Kahneman’s own admis-
sion, the mere awareness of a behavioral 
bias does not eliminate the bias. By 
extension, when advisors wait to address 
behavioral considerations until a client 
is at the doorstep of a potential invest-
ment mistake, it already may be too late 
to meaningfully improve the client’s 
decision.

In this article, I argue for elevating some 
behavioral considerations so that they 
are addressed within the portfolio design 
process—not after the portfolio has been 
implemented. I examine several stages 
of the investment strategy design frame-
work and what would be different within 
each step. We begin at the most general 
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return for Portfolio A matches year 10 
for Portfolio B; the year 2 return for 
Portfolio A matches year 9 for Portfolio B, 
and so on. 

Which portfolio are investors more likely 
to stick with through the entire decade? 
In my judgment, investors are more 
likely to stick with Portfolio A and are 
more likely to abandon Portfolio B. 
Why? Losses in the first two years cause 
investors in Portfolio B to reevaluate 
their decision to follow this strategy. 
Some of those investors will jump ship. 
Meanwhile, by the time investors in 
Portfolio A reach their first bump in the 
road in year 5, they have built up some 
degree of trust and confidence in the 
strategy and in the advisor, which makes 
them more likely to stay the course.

In table 3, we review a relative return 
example. Portfolio theory is indifferent 
about relative returns, but clients clearly 
are not. From an MPT perspective, 
Portfolio B dominates Portfolio A with a 
significantly higher return and lower 
volatility. However, Portfolio A is 
100-percent U.S. stocks. Portfolio B has 
equal proportions of U.S. stocks, non-
U.S. stocks, and real estate securities 
(rebalanced annually). The time period 
is 1996 through 2004. Portfolio B under-
performs the U.S. stock portfolio 
significantly during 1996 through 1999. 
Investors in Portfolio B undoubtedly 
compare their results against the U.S. 
stock market. Friends, family members, 
and co-workers likely have portfolios 
that have higher allocations to U.S. 
stocks. Financial media further rein-
forces a U.S. stock-centric frame of 
reference. This relative return compari-
son leaves the Portfolio B investor 
feeling left behind. The potential for 
strategy abandonment around 1998 or 
1999 is significant, and so is the dam-
age that would have been caused by 
switching from Portfolio B to Portfolio A 
after 1999. 

These examples demonstrate that  
investors care about more than mean-
variance efficiency. The strategy can’t 

cumulative loss five years into the invest-
ment strategy, some clients will feel as 
though they are following the wrong 
strategy and need to make a change.

Now let’s consider a return sequence 
example shown in table 2. Portfolio A 
and Portfolio B produce the same 
returns and standard deviations in the 
10-year period. They even have the 
same annual returns, but those returns 
come in a reverse sequence. The year 1 

reasons. First, three straight years of 
losses can feel like an eternity. Imagine  
a typical conversation between spouses 
near the end of year 4. In reference to 
their strategy, “we’ll give it one more 
year” sounds like a reasonable conclu-
sion. After another down year in year 5, 
perhaps they’re ready to throw in the 
towel. Then years 4 and 5 end with a 
portfolio value that is lower than an 
important psychological threshold for the 
client—the initial portfolio value. With a 

STRATEGY ABANDONMENT—DRAWDOWN EXAMPLE
  Year Return Growth of $1

0 $1.00

1 10.0% $1.10

2 14.0% $1.25

3 –12.0% $1.10

4 –11.0% $0.98

5 –5.0% $0.93

6 20.0% $1.12

7 18.0% $1.32

8 12.0% $1.48

9 8.0% $1.60

10 6.0% $1.69

Simple Average Return 6.0%

Compound Annual Return 5.4%

Standard Deviation 11.5%
Source: © 2018 Gibson Capital, LLC

STRATEGY ABANDONMENT—RETURN SEQUENCE EXAMPLE
Portfolio A Portfolio B

  Year Return Growth of $1 Return Growth of $1

$1.00 $1.00

1 18.0% $1.18 –5.0% $0.95

2 10.0% $1.30 –13.0% $0.83

3 6.0% $1.38 22.0% $1.01

4 11.0% $1.53 12.0% $1.13

5 –9.0% $1.39 8.0% $1.22

6 8.0% $1.50 –9.0% $1.11

7 12.0% $1.68 11.0% $1.23

8 22.0% $2.05 6.0% $1.31

9 –13.0% $1.78 10.0% $1.44

10 –5.0% $1.70 18.0% $1.70

Simple Average Return 6.0% 6.0%

Compound Annual Return 5.4% 5.4%

Standard Deviation 11.5% 11.5%
Source: © 2019 Gibson Capital, LLC

Table
2

Table
1
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important from a behavioral perspective 
because it is more compelling to the 
client to remain invested or add to a 
mean-reverting asset class after experi-
encing poor performance. 

To illustrate, consider a managed futures 
trading strategy. Managed futures tend  
to have a low correlation with traditional 
asset classes and have had decent long-
term returns.1 These two features make 
managed futures desirable in the context 
of mean-variance optimization. However, 
for most clients, managed futures strate-
gies are unfamiliar and complex. More - 
over, recent returns have been poor, but 
this fact does not necessarily imply that 
investors in managed futures are set up 
for unusually high future returns. The 
combination of these characteristics—low 
familiarity, high complexity, and lack of 
mean-reversion—makes managed futures 
challenging for clients to remain invested 
in for the long haul. 

Unlike the scenarios presented in  
tables 1 and 2, the scenario in table 3  
is preventable, albeit with a tradeoff. 
Limiting the breadth of asset class diver-
sification results in a pattern of returns 

going on in their portfolios, the degree 
of asset class familiarity and the degree 
of asset class complexity matter. Clients 
are more likely to stick with a poorly 
performing asset class when they have 
owned the asset class for many years 
and when it is widely owned by other 
investors. Likewise, the degree of asset 
class complexity can influence the 
client’s ability to remain invested in try-
ing times. When the client has difficulty 
understanding the asset class, or worse, 
when the advisor has difficulty explain-
ing the asset class, the client can feel as 
though she may not fully understand all 
the risks and choose to jettison the asset 
class from the portfolio. 

An additional consideration is the ten-
dency or lack of tendency for asset class 
returns to mean-revert. In other words, 
certain asset classes will have higher 
expected returns following periods of 
losses (or lower expected returns follow-
ing periods of significant gains). For 
example, after a significant decline in 
stock or real estate prices, we might  
reasonably expect higher returns from 
these asset classes going forward. 
Mean-reverting tendencies are 

help the client if the client can’t stick 
with the strategy. Therefore, the objec-
tive of the portfolio design process is  
to build a strategy that is likely to meet 
the client’s financial goals and, just as 
importantly, is one that the client is 
likely to follow with discipline through 
widely varying market conditions. 

ASSET CLASS SELECTION 
AND ALLOCATION
In the traditional portfolio design pro-
cess, the relevant characteristics of asset 
class building blocks are relatively few: 
expected return, standard deviation,  
and correlations between each pair of 
asset classes. Given these assumptions, 
an optimization process solves for the  
optimal allocation, oftentimes with con-
straints placed on asset class weights to 
avoid very high or very low allocations 
to certain asset classes. 

When the potential for errors in the 
client’s investment decision-making 
becomes a significant focus in the port-
folio design process, additional asset 
class characteristics warrant consider-
ation. These additional characteristics 
can influence the decisions that clients 
make during challenging market 
environments.

Looking back at tables 1 and 2, it is 
clear that advisors cannot prevent  
these scenarios from occurring with 
client portfolios that contain risky 
assets. These situations will happen. 
When clients experience investment 
discomfort, their assessment process 
switches from quantitative to qualita-
tive. This assessment is not unlike  
how advisors might approach manager 
due diligence for their recommended 
list. When managers are performing 
well, comparatively little qualitative 
analysis may be performed. However, 
when a manager is performing poorly, 
advisors or their research teams dig  
in to try to understand the causes of 
underperformance.

When clients switch to qualitative 
assessment to better understand what is 

STRATEGY ABANDONMENT—RELATIVE RETURN EXAMPLE
Portfolio A Portfolio B

 Year Return Growth of $1 Return Growth of $1

$1.00 $1.00

1996 23.1% $1.23 21.6% $1.22

1997 33.4% $1.64 18.6% $1.44

1998 28.6% $2.11 10.5% $1.59

1999 21.0% $2.55 14.6% $1.82

2000 –9.1% $2.32 1.1% $1.84

2001 –11.9% $2.05 –6.4% $1.73

2002 –22.1% $1.59 –11.3% $1.53

2003 28.7% $2.05 35.0% $2.07

2004 10.9% $2.27 21.1% $2.50

Compound Annual Return 9.6% 10.7%

Standard Deviation 20.6% 14.8%
  Asset Class Portfolio A Portfolio B

U.S. Stocks 100% 33%

Non-U.S. Stocks 0% 33%

Real Estate Securities 0% 33%
Source: © 2019 Gibson Capital, LLC calculated with data from Morningstar Advisor Workstation 2.0

Table
3
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IMPLEMENTATION
The implementation decision refers to 
the choice of investment strategies and 
vehicles that will be used to provide 
exposure to various asset classes. The 
traditional approach to the implementa-
tion decision calls for the selection of 
strategies and vehicles that the advisor 
expects will produce the highest risk-
adjusted returns, sometimes with 
additional tracking error constraints. 
The practitioner with a behavioral focus 
incorporates an additional consider-
ation. Clients do not simply view their 
portfolios and portfolio returns on the 
whole but will evaluate component 
pieces, such as entire asset classes or 
individual managers within an asset 
class. When this evaluation occurs,  
it generally follows a period of poor  
relative or absolute returns. 

A behavioral focus at this decision-
making level implies improving the 
probability of a good decision when 
this evaluation process occurs. Clients 
have a higher likelihood of making the 
right decision when the decision is 
easier. Decision complexity at this level 
is related to the choice among active 
management, factor strategies, and 
indexing.

Suppose that the client implements 
non-U.S. stocks largely with an active 
manager whose strategy involves value-
oriented stock picking, as well as some 
degree of sector and country rotation. 
When the client becomes disenchanted 
with this manager’s poor performance, 
the decision to retain or eliminate the 
manager is complicated. Has the man-
ager lost his or her edge or skill?  
Is another manager more skillful?  
Will a value orientation no longer lead 
to excess returns? Perhaps the manager 
has made some mistakes. What has the 
manager learned from the mistakes? Or, 
quite simply, is the manager’s style out 
of favor? These are difficult questions to 
answer, and they present the client with 
multiple opportunities for error in judg-
ment. A common mistake is to conclude 
that a manager has lost his or her skill 

ranking from table 4, the advisor places 
only international real estate invest-
ments in the IRA account. Now suppose 
that international real estate performs 
poorly relative to other portfolio invest-
ments. The advisor views the portfolio 
as a whole but clients may not. The IRA 
owner in this case will have a dispropor-
tionate focus on that account. Imagine 
that in successive meetings, this spouse 
expresses concerns about the perfor-
mance of the IRA and the advisor coolly 
reviews with the couple the proper way 
to approach asset location. In my experi-
ence, this situation is a recipe for client 
disappointment, which may be strong 
enough to cause strategy abandonment.

A behavioral approach to asset location 
recognizes that the ranking in table 4  
is based on imperfect assumptions. 
Therefore, the risk outlined in the  
preceding paragraph is one not worth 
taking. We cannot have supreme confi-
dence that the top-ranked investment  
in terms of tax burden is certain to be 
much less tax-efficient than the second-
ranked investment on the list. To 
mitigate the risk in this example, the 
appropriate asset location policy 
involves populating the IRA account 
with a selection of several funds near the 
top of the list, preferably if this assort-
ment represents multiple distinct asset 
classes, which are likely to have different 
patterns of returns. This approach 
lessens the risk arising from undue focus 
on the performance of one particular 
account and compromises little in the 
way of portfolio tax-efficiency.

that is closer to that of the client’s frame 
of reference—the U.S. stock market. 
However, this choice also reduces the 
improvement in risk-adjusted return 
that is possible through broader diversi-
fication. This tradeoff is important 
because clients are susceptible to under-
appreciating the behavioral challenge of 
living with a portfolio that is different 
from a predominately U.S. stock/bond 
portfolio. It is easy for advisors to 
demonstrate the historical benefits of 
broader diversification. It is much harder 
to simulate for the client the emotional 
impact of underperforming U.S. stocks 
for periods that can last five to 10 years 
or more. 

ASSET LOCATION
With the traditional method of asset  
location, the advisor first rank-orders 
portfolio investments from least tax-
efficient to most tax-efficient. The advisor 
then fills tax-sheltered accounts with 
investments from the top of the list (high-
est tax burden) until the tax-sheltered 
accounts are fully invested. Table 4 
shows an example of one such list.

A potential problem arises when this 
process creates a highly concentrated 
account. Consider the following exam-
ple. An advisor is working with a couple 
whose portfolio is valued at $3 million 
and consists of a $2.9 million joint 
account and a $100,000 individual 
retirement account (IRA) in the name of 
one spouse. The IRA balance resulted 
from years of diligent saving from the 
part-time work of this spouse. Using the 

ASSET CLASS TAX-EFFICIENCY
  Asset Class Tax-Efficiency

International Real Estate Securities Least

High Yield Bonds

Intermediate-Term Taxable Bonds

U.S. Real Estate Securities

Short-Term Taxable Bonds

Emerging Market Non-U.S. Stocks

Developed Market Non-U.S. Stocks

U.S. Stocks Most
Source: © 2019 Gibson Capital, LLC

Table
4
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more likely to develop the conviction 
that they may need to maintain disci-
pline in extreme market conditions. 

A collaborative decision-making pro-
cess gives advisors a natural opportunity 
to address behavioral issues prior to 
implementation. Advisors can use this 
process to share their practical wisdom 
on certain tradeoffs that may not be 
found in traditional theories or in finan-
cial textbooks. The advisor also gets  
the opportunity to gauge the client’s  
sensitivity to potentially challenging sce-
narios, which may not otherwise surface 
in the standard risk tolerance question-
naire. The result is an investment 
strategy that is more customized to the 
individual preferences and concerns of 
the client, as well as a client who is a 
more sophisticated investor, both of 
which improve the probability of good 
decisions and positive outcomes. 

Christopher J. Sidoni, CFA®, CFP®, is a partner 
and chief investment officer at Gibson Capital, 
LLC. He earned an MBA from the Carnegie 
Mellon University Tepper School of Business. 
Contact him at chris.s@gibsoncapital.com.

ENDNOTES
 1.  See, for instance, Credit Suisse Managed 

Futures (USD) Series in Morningstar.
 2.  For a related observation on this color 

scheme, please see Kitces (2017).
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CONTINUING EDUCATION
To take the CE quiz online, go to  
www.investmentsandwealth.org/IWMquiz

Another example is the typical “invest-
ment positions” page on a custodian’s 
website. This page shows, among other 
things, market values for each invest-
ment, cost basis, and unrealized gain or 
loss. Although the positions page does 
not actually show investment perfor-
mance, many clients nevertheless go 
here to see how their portfolios are per-
forming. Importantly, custodians tend to 
present unrealized gains in green and 
unrealized losses in red. The color 
scheme can create a call to action. Green 
indicates that everything is fine, and red 
indicates a problem of some sort.2 From 
your cell phone’s battery, to your car’s 
gas tank, to the filter in your refrigera-
tor’s water dispenser—red means that 
you’ve got a problem that needs  
attention. For clients who check the 
investment positions page frequently, 
investments that remain in the red for an 
extended period may nag at them. An 
instinctive, but sometimes misguided, 
client impulse for solving this “problem” 
is to sell such investments.

A more constructive frame for perfor-
mance reporting focuses on overall 
portfolio results and time horizons lon-
ger than the typical quarterly report.

CLIENT COLLABORATION
It is relatively easy to design a strategy 
that is likely to meet a client’s financial 
objectives. Lots of different strategies 
will do. It is comparatively much harder 
to design and execute a strategy that the 
client will follow through all sorts of 
challenging situations. Therefore, a core 
responsibility for the advisor is to reduce 
the risk posed by errors in judgment that 
clients may make while experiencing 
one of these challenging periods.

One additional way to reduce this risk is 
by meaningfully involving clients in the 
investment decision-making process. 
This advisor-client collaboration results 
in two important outcomes. First, clients 
develop a more realistic frame of refer-
ence for evaluating their investment 
performance. Second, clients with a 
deeper understanding of strategy are 

when, in fact, the manager’s style is sim-
ply out of favor.

By contrast, a rules-based, low-cost  
factor strategy that is focused on value 
eliminates many of these questions.  
The client and advisor must make a 
determination about the future viability 
of a value-oriented approach. The other 
questions are not relevant. 

Easier still is the question faced by the 
client who implements with a non-U.S. 
stock index and later becomes disap-
pointed with the performance of 
non-U.S. stocks: “Should I eliminate  
the entire asset class or stick with it?” 
Eliminating exposure to approximately 
half of the world’s equity market capital-
ization may seem to many clients to be 
somewhat imprudent, which increases 
the probability that clients will stick to 
the strategy when times are tough.

REPORTING
Clients today have unprecedented access 
to timely investment information and 
performance data. As a result, curating 
and framing investment performance in 
a way that improves client decision-
making is becoming more important.

In particular, reports that induce client 
action can be problematic. One example 
is a benchmark report. Consider a report 
that illustrates each asset class return 
relative to the return for the asset class 
benchmark, as well as a weighted-
benchmark return relative to the overall 
portfolio return. Client attention inevita-
bly goes to the asset classes that have 
not performed well recently against their 
benchmarks. For some clients, this 
attention leads rather instinctively to 
wanting to fix the problem. In this case, 
fixing the problem means replacing 
underperforming managers. But if the 
cause of underperformance is merely the 
cyclical nature of performance by style 
(e.g., a value or growth manager being 
out of favor), the client’s impulse to take 
action will backfire. In this case, the 
advisor’s call for patience can seem to 
the client like complacency. 
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