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In the classic Hasbro game Chutes and Ladders, square number 87 is, put simply, a soulcrushing, disheartening place to be. The space is not-so-subtly illustrated with a child precariously
a emp ng to steal a treat from a cookie jar. Whether a er a long steady climb avoiding many
smaller chutes along the way or on the very next move a er a single rapturous ascent up the
ladder from space 28 to 84, landing on 87 will send a player into a freefall, both literally and
ﬁgura vely, un l you land back at space 24 with nothing but a broken cookie jar and a bumped
head to show for it. It’s hard not to see this as an apt metaphor for inves ng behavior, but it’s at
its most ﬁ ng because of what comes next.
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Now facing a much-changed circumstance, there isn’t a player in existence that doesn’t
try to spin a 4 to land on space 28 at the foot of the longest ladder in the game. That is, having
just experienced an intense loss, it’s common to try for an equally intense gain to recover as
quickly as possible. With respect to the game, this behavior derives from a few mo va ons. First,
the consequences of an unsuccessful a empt to hit on a big gain in posi on are small. Second,
there is a tendency to ascribe to skill what is actually a ma er of chance, namely spinning that
much-desired 4. And third, Chutes and Ladders is a compe on, and only one player will reach
the coveted 100 ﬁrst, which prompts constant comparisons of where you stand rela ve to the
other players.
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All three of these tendencies can be recognized in classic investor behaviors as well.
Unexpected losses are o en followed by dispropor onate risk taking. Rarely do proﬁtable
investors credit the broader market movements for their highly-correlated gains1. And many fall
into the trap of focusing almost exclusively on their performance rela ve to peers or benchmarks
even when a por olio’s objec ves are not deﬁned rela vely. It will come as no surprise that we
believe these behaviors to be detrimental to a long-term sustainable and consistent approach to
managing an investment alloca on.

1 Though, of course, these same market par cipants are quick to blame the markets for losses. Gains are all skill; losses are bad luck. While not
true of everyone, many readers will no doubt recognize this pa ern among their acquaintances.
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Especially as it pertains to ﬁxed income por olios, whose primary goal
should be capital preserva on and income, there is not enough margin for error to
accommodate a risk-seeking, self-congratulatory compe on mindset. Unfortunately,
many ﬁxed income strategies focus on op cs that can provide a false sense of security,2
which in turn lulls investors into ignoring this manager-mindset risk. While harder to spot
in ﬁxed income managers, these tendencies are excep onally dangerous to the preserva on
of capital. We believe the prudent investor is best-served by, above all else, holding managers
accountable for their proximity to the cookie jar they claim not to be reaching for.

Forget the Cookie Jar – It’s the Pies You Should Avoid
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“What do you suggest I do with my clients’ savings?” This is a ques on we hear from
advisors regularly. To answer this ques on properly, it’s important to have a shared understanding
of what we mean by “savings”.
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SAVINGS
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We ﬁnd it helpful to frame this deﬁni on in the overall context of an individual’s ﬁnancial
picture. Tradi onally, savings are managed as an en rely separate alloca on, dis nct from
the long-term investment por olio. This has led to a silo mindset, with savings generally not
ge ng enough a en on. In today’s era of money market reforms and heightened concern over
CD liquidity, investors have found themselves unprepared for managing savings in the current
environment.
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Figure 1: Considering investments on a spectrum of risk enables a more consistent investment
ĂƉƉƌŽĂĐŚĂĐƌŽƐƐĂůůĂƐƉĞĐƚƐŽĨĂŶŝŶǀĞƐƚŽƌΖƐĮŶĂŶĐŝĂůƉŝĐƚƵƌĞ͘(Source: Zeo Capital Advisors)

2 An all-to-common example of this is the ﬁxed income strategy that highlights its investment grade credit ra ng but concentrates assets in risky
structured products which op cally beneﬁt from ﬁnancial engineering.
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We suggest investors reconsider the way they think about these two alloca on categories.
Rather than treat them as separate alloca ons, it may be helpful to view the investment
op ons as comparable by placing them on one rela vely consistent spectrum of risk. That is,
the investments that previously cons tuted savings are simply the lower risk end of a spectrum
which naturally progresses through those investments generally used for core ﬁxed income in a
long-term por olio to those investments that make up the equity por on.
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If we further think of this unifying spectrum not in terms of ﬁxed income and equity but
rather in terms of capital preserva on and growth, we can see how savings, ﬁxed income and
equi es can all coexist within the same framework, allowing investors to apply a consistent risk
and por olio discipline across all three (Figure 1). It is also important to note that as risk increases,
vola lity and expected return generally increase as well. A er all, there is no free money.
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Many investors have unknowingly already employed a version of this approach by moving
their savings from money market funds and CDs to laddered por olios of treasury instruments.
But what does it mean to ladder a treasury por olio by maturity? In our view, a ladder by maturity
is simply an indirect way of laddering by vola lity, as maturity directly translates into sensi vity to
interest rates, and treasury instruments are viewed as having no other risk (e.g. credit, liquidity,
etc.). Furthermore, while many investors consider treasury instruments to be on the far-le end
of a risk spectrum, we contend that as one progresses up the ladder, the por olio is introducing
unacceptable levels of risk to savings since maturi es greater than one year don’t earn enough
yield to protect a por olio against interest rate moves.3
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If, however, we abstract the concept of a ladder to consider other risks other than interest
rate sensi vity, then we can drama cally expand our toolkit at each rung of the ladder. For
example, would a short-term credit por olio oﬀer a level of risk comparable to a medium-term
treasury rung? To the extent they exhibit similar levels of vola lity over meframes that span
diﬀerent market environments, it’s reasonable to consider the risk of realizing a principal loss
to be similar. We believe investors would be well-suited to cast aside their preconceived no ons
of speciﬁc risks and consider building ladders by broader risk measures such as vola lity. Then,
if a treasury ladder turns out to be the op mal risk-minded por olio, it would emerge from the
analysis of poten al investments as the best way to express a vola lity ladder.
So does it?

Not All Ladders Go Up
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Some readers may recognize that we’ve been making the case for priori zing risk-reward
metrics as the basis for investment analysis for some me now. Much of what we do with
respect to our own mutual fund is to show prospec ve and current clients the poten al beneﬁts
of introducing high Sharpe ra o4 strategies such as our own into a tradi onal ﬁxed income
3 We recommend readers review our 4Q16 investor le er for our discussion of ﬁxed income risk metrics to understand why this is the case.
4 The Sharpe ra o is a measure of risk/reward calculated by dividing the excess annualized return of a por olio (i.e. return above treasury rates)
by the annualized standard devia on of the por olio’s returns. A high Sharpe ra o is preferred, deno ng a higher excess return per unit of risk
as measured by vola lity.

3

por olio. And when faced with the ques on about savings men oned above, we undertook a
research eﬀort to explore whether this type of risk-minded approach was eﬀec ve when used as
a methodology for construc ng en re mutual fund por olios.
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We developed several internal risk metrics by which we could iden fy and isolate mutual
funds that appeared to meet certain key characteris cs. Speciﬁcally, we were focused on measures
that highlighted superior vola lity and risk-reward while limi ng unexpected surprises. Most
importantly and as part of our goal of limi ng downside surprises, we wanted strategies that had
demonstrated consistency.
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The details of these metrics are not proprietary, and we are happy to share them with
whichever readers are interested in learning more, but an in-depth analysis is beyond the scope
of this discussion. Suﬃce it to say here that we started with a universe of all ﬁxed income mutual
funds and narrowed it down exclusively by risk-reward metrics. By sor ng the resul ng funds by
vola lity, we selected a por olio of funds represen ng each rung of a “vola lity ladder”. In the
case of a savings por olio, we constrained the vola lity to only consider funds with a standard
devia on5 under 2%. Lastly, we created a “dura on ladder” treasury por olio using maturityconstrained exchange-traded funds and compared the results to our “vola lity ladder” por olio
a few diﬀerent ways (see Appendix 1).
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While we are pleased with the results of our analysis, it’s important to highlight a few key
points. First, it is important for readers to note that the speciﬁc funds iden ﬁed through this type
of quan ta ve approach are less important than the approach itself. There is s ll a signiﬁcant
amount of manager-speciﬁc due diligence that must be done. Though the metrics men oned can
highlight managers to consider, using them alone would be an insuﬃcient due diligence process.
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However, the approach to iden fying strategies with these risk-minded proﬁles can help
an investor si through a seemingly endless array of fund op ons. Even an equal-weighted
collec on of funds iden ﬁed only by quan ta ve means (which cons tutes our “vola lity ladder”
por olio) can illustrate the poten al advantages of such an approach to por olio construc on.
Furthermore, one could adjust the por olios to include cash or select a diﬀerent mix of similarlyiden ﬁed funds to match fees, standard devia on or any other preferred metric of a “dura on
ladder” por olio. By doing so, one can reduce variables and be er compare apples-to-apples
to more clearly observe the poten al of an approach we believe is be er suited for preserving
capital.
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Put another way, whether an investor cares more about fees, performance or risk, a
carefully-selected por olio laddered by risk metrics such as vola lity has the poten al to deliver
a superior proﬁle for savings when compared to a more constrained ladder by maturity that is
the most prevalent approach used today. In par cular, we are struck by the signiﬁcantly higher
probability of ﬁnishing in nega ve territory in reasonable savings meframes for a “dura on
ladder” por olio. While such a por olio may not have lost money if held for the last ﬁve years,

5 Standard devia on is a measure of the dispersion of a set of data from its mean. The standard devia on is higher if the data points are further
from the mean, and vice-versa.
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it’s no doubt one risks impairing savings if capital is needed in shorter periods.
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To us, this is a cri cal failure of a savings por olio. Unlike a childhood board game, the
consequences of such mistakes in a person’s ﬁnancial life are more substan al. We encourage
readers to be vigilant and avoid those situa ons, however conven onal, which could leave them
on the ﬂoor. A er all, spinning that 4 is a ma er of chance, not skill. And as investment lessons
go, it’s a painful one to learn the hard way – we believe it may be best to avoid pu ng yourself in
that posi on in the ﬁrst place.
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As always, we are available for your ques ons, comments or feedback. We thank you for
your con nued support and conﬁdence in our management.

Venkatesh Reddy
Chief Investment Oﬃcer
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Sincerely,
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Appendix 1: Ladder Data
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In the examples below, the “dura on ladder” por olio was selected in a best-eﬀorts
a empt to match the standard devia on ranges that make up the rungs of a “vola lity
ladder”, while considering feedback from the same ﬁnancial advisors that asked us about savings
in the ﬁrst place. Our op ons were limited due to our decision to use ETFs for ease of access to
historical data, and we encourage readers to consider other ways to build dura on ladders, e.g.
individual treasury securi es.
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The “vola lity ladder” por olio, on the other hand, is presented in several forms. This is to
serve three purposes. First, we want to emphasize that the speciﬁc composi on of the por olio
as shown is less important than the approach. Second, it is important to highlight that addi onal
levels of due diligence are required to se le on a speciﬁc por olio for investment. Third, we
believe it is helpful to highlight how a “vola lity ladder” por olio might compare if adjusted to
match any speciﬁc risk or reward characteris c of a tradi onal “dura on ladder” por olio. Such
adjustments could be made to the weigh ngs of the funds in the por olio, or as is the case with
the illustra ons provided, by adding various weigh ngs of cash to the por olio to “dilute” the
resul ng metrics.
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To that end, we have provided four “vola lity ladder” por olios for comparison to the
“dura on ladder” por olio discussed above:

Por olio #1

ĂƚĞZĂŶŐĞ͗ϯͬϯϭͬϮϬϭϮƚŽϯͬϯϭͬϮϬϭϳ

sŽůĂƟůŝƚǇ>ĂĚĚĞƌ
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1.72%
0.60%
-0.85%
2.88
0.40 years
4.7%
0.3%
0.43%/0.55%

Net Annualized Return
^ƚĂŶĚĂƌĚĞǀŝĂƟŽŶ
DĂǆƌĂǁĚŽǁŶ
ďƐŽůƵƚĞZĂƟŽ
Time Between Peaks
ϲŵWƌŽďĂďŝůŝƚǇфϬй
ϭϮŵWƌŽďĂďŝůŝƚǇфϬй
DŐŵƚ&ĞĞͬǆƉZĂƟŽ

ƵƌĂƟŽŶ>ĂĚĚĞƌ
0.41%
0.59%
-0.80%
0.69
0.84 years
26.3%
9.4%
0.15%/0.15%

Here, we have equal-weighted the funds we iden ﬁed without regard for any characteris cs
other than our selec on criteria. It’s important to note that our criteria were based on data from
the last three years, while the tables we have provided cover the last ﬁve years. This is inten onal,
as we required our resul ng data to include periods not used to select the por olio to reduce
selec on bias. In addi on, we also evaluated this approach using a non-overlapping two-year
period prior to the selec on criteria period, the results of which can be shared with interested
readers separately.
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Por olio #2

ĂƚĞZĂŶŐĞ͗ϯͬϯϭͬϮϬϭϮƚŽϯͬϯϭͬϮϬϭϳ
sŽůĂƟůŝƚǇ>ĂĚĚĞƌ

LLC

0.41%
0.59%
-0.80%
0.69
0.84 years
26.3%
9.4%
0.15%/0.15%

rs,

Net Annualized Return
^ƚĂŶĚĂƌĚĞǀŝĂƟŽŶ
DĂǆƌĂǁĚŽǁŶ
ďƐŽůƵƚĞZĂƟŽ
Time Between Peaks
ϲŵWƌŽďĂďŝůŝƚǇфϬй
ϭϮŵWƌŽďĂďŝůŝƚǇфϬй
DŐŵƚ&ĞĞͬǆƉZĂƟŽ
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1.70%
0.59%
-0.83%
2.88
0.40 years
4.7%
0.3%
0.42%/0.54%

ƵƌĂƟŽŶ>ĂĚĚĞƌ

dv

This por olio is virtually iden cal to the prior por olio, but is adjusted slightly to match
the standard devia ons of the two ladders exactly. While the adjustment only makes a small
diﬀerence, we can begin to see the poten al to alter the mix of the underlying investments to
construct diﬀerent por olios for a variety of goals. The underlying process and approach we have
been discussing in this le er, however, remains the same.

lA

Por olio #3

sŽůĂƟůŝƚǇ>ĂĚĚĞƌ

Net Annualized Return
^ƚĂŶĚĂƌĚĞǀŝĂƟŽŶ
DĂǆƌĂǁĚŽǁŶ
ďƐŽůƵƚĞZĂƟŽ
Time Between Peaks
ϲŵWƌŽďĂďŝůŝƚǇфϬй
ϭϮŵWƌŽďĂďŝůŝƚǇфϬй
DŐŵƚ&ĞĞͬǆƉZĂƟŽ
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0.41%
0.14%
-0.20%
2.87
0.40 years
4.7%
0.3%
0.10%/0.13%

ita

ĂƚĞZĂŶŐĞ͗ϯͬϯϭͬϮϬϭϮƚŽϯͬϯϭͬϮϬϭϳ
ƵƌĂƟŽŶ>ĂĚĚĞƌ
0.41%
0.59%
-0.80%
0.69
0.84 years
26.3%
9.4%
0.15%/0.15%
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While we believe risk metrics are far more important when aiming to preserve capital,
we recognize that many investors s ll focus ﬁrst and foremost on performance. In order to
provide an opportunity to understand the return/risk characteris cs of our risk-minded por olio
approach, we adjusted the “vola lity ladder” por olio here to match the ﬁve-year performance
of the “dura on ladder” por olio. We believe, even for the same performance, the risk proﬁle is
substan ally more a rac ve. We will note that, due to the use of cash to dilute the historical fund
performance data, the fees on such a por olio, even with its use of ac vely-managed strategies,
are also quite low.
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Por olio #4

ĂƚĞZĂŶŐĞ͗ϯͬϯϭͬϮϬϭϮƚŽϯͬϯϭͬϮϬϭϳ
sŽůĂƟůŝƚǇ>ĂĚĚĞƌ

0.41%
0.59%
-0.80%
0.69
0.84 years
26.3%
9.4%
0.15%/0.15%
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Net Annualized Return
^ƚĂŶĚĂƌĚĞǀŝĂƟŽŶ
DĂǆƌĂǁĚŽǁŶ
ďƐŽůƵƚĞZĂƟŽ
Time Between Peaks
ϲŵWƌŽďĂďŝůŝƚǇфϬй
ϭϮŵWƌŽďĂďŝůŝƚǇфϬй
DŐŵƚ&ĞĞͬǆƉZĂƟŽ
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0.53%
0.18%
-0.26%
2.87
0.40 years
4.7%
0.3%
0.13%/0.17%

ƵƌĂƟŽŶ>ĂĚĚĞƌ
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Readers should remember that any such evalua on of mutual fund historical data will
be net of fees. Though a “vola lity ladder” por olio will almost certainly have a higher average
management fee, we believe such a risk-minded por olio would more than compensate an
investor for the addi onal expense in the form of both performance and a stronger risk proﬁle.
However, as illustrated here, one could adjust the por olios to include cash or by selec ng a
diﬀerent mix of similarly-iden ﬁed funds to match fees of the “dura on ladder” por olio.6 Even
so, the risk-minded approach s ll has the poten al to deliver superior results.
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As a ﬁnal comment, we would like to emphasize that our methodology for construc ng
laddered por olios can be applied in a variety of ways and does not necessarily have to result in
the speciﬁc collec on or weigh ng of funds we used for this analysis. We encourage readers to
explore other risk measures which are meaningful to them or to engage with us more deeply in
a discussion of the speciﬁc metrics we chose for this le er and how they might diﬀer from those
we would use to achieve other goals.
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Please Note: The por olios represented in Appendix 1 are hypothe cal por olios constructed
with the beneﬁt of hindsight and are used for illustra ve purposes only. The por olios do not
represent the results of actual trading using client assets, but were rather achieved by means
of the retroac ve applica on of a model. The use of hypothe cal por olios to illustrate the
implementa on of a trading strategy has inherent limita ons, as the strategy’s real-world
applica on is subject to numerous variables that may impact actual performance. The trading
strategy illustrated in these hypothe cal por olios was not available during the applicable
meline. All investments have the poten al for loss, including the complete loss of capital, which
the client must be willing to bear.

6 Note that, in this case, we matched the average of the management fees and the overall expense ra o. Other approaches to this matching are
possible, but we believe the results would be substan ally similar.
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Please remember that past performance is not indica ve of future results. Diﬀerent types
of investments involve varying degrees of risk, and there can be no assurance that the future
performance of any speciﬁc investment, investment strategy, or product (including the investments
and/or investment strategies recommended or undertaken by Zeo Capital Advisors, LLC), or any
non-investment related content, made reference to directly or indirectly in this newsle er will be
proﬁtable, equal any corresponding indicated historical performance level(s), be suitable for your
por olio or individual situa on, or prove successful. Due to various factors, including changing
market condi ons and/or applicable laws, the content may no longer be reﬂec ve of current
opinions or posi ons. Moreover, you should not assume that any discussion or informa on
contained in this newsle er serves as the receipt of, or as a subs tute for, personalized investment
advice from Zeo Capital Advisors, LLC. To the extent that a reader has any ques ons regarding
the applicability of any speciﬁc issue discussed above to his/her individual situa on, he/she is
encouraged to consult with the professional advisor of his/her choosing. Zeo Capital Advisors, LLC
is neither a law ﬁrm nor a cer ﬁed public accoun ng ﬁrm and no por on of the newsle er content
should be construed as legal or accoun ng advice. If you are a Zeo Capital Advisors, LLC client,
please remember to contact Zeo Capital Advisors, LLC, in wri ng, if there are any changes in your
personal/ﬁnancial situa on or investment objec ves for the purpose of reviewing/evalua ng/
revising our previous recommenda ons and/or services. A copy of the Zeo Capital Advisors, LLC’s
current wri en disclosure statement discussing our advisory services and fees is available upon
request.
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