
 

  

 

REGIME-BASED 

INVESTING 
A Modern Approach to Protecting and Growing Capital 

ABSTRACT 
Regime-Based Investing is the next generation of 

modern money management, leveraging an increased 

understanding of market psychology and investor 

behavior.  This paper describes the idea and various 

implementation methods used to protect capital from 

times of market duress without sacrificing upside 

participation. 
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Regime-Based Investing 
 
 

It is generally known that the winds travel from west to east. However, 
a simple understanding of wind patterns does not ensure a safe voyage 
across the ocean; there are many other factors that must be considered. 
Here, we can draw a parallel with investing. To rely solely on the 
average returns and volatility of various asset classes will not be 
enough to get you to where you want to go. You need a more holistic 
understanding of the undercurrents of the investment world to have a 
chance at success. 
 
 
There are two parts to the journey… 
 
The wealth management industry has focused its efforts on 
determining the needs and risk tolerance of the client: where he or she 
wants to go and whether the winds will carry him or her there. Firms 
start the process by determining the risk tolerance of a client, typically 
by assessing current wealth, saving potential, retirement objectives, 
and age. With that information, along with the knowledge of average 
asset returns, firms recommend a static allocation that will only change 
as the client’s risk tolerance changes. The importance of the plan should 
not be understated, but it is necessary to acknowledge that it is only 
part of the story.   
 
What about the shifting winds and storms that plague the journey?  

How does the adviser avoid and navigate these unforeseen events?  
 
The answers to these questions has always been static diversification, 
a technique that is equivalent to setting sail with 20 boats with 
approximately the same sail orientation, hoping that a lucky few will 
arrive at the destination.   
 
Diversification can guide the client through calmer waters, but it will 
not protect the client when financial storms hit.  It will not help in all 
investment regimes. 
 
 

 

  
Static diversification is equivalent to setting sail with 20 boats 

with approximately the same sail orientation, hoping that a 

lucky few will arrive at the destination. 
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The History of Regime-Based Investing 
 

 
Since the acceptance of modern portfolio theory, diversification of 
assets, asset classes, and geographies was accepted as the optimal 
method to protect against market downturns.  The determination of 
optimal portfolio construction was built on a historical and relatively 
static view of asset returns, risk measurements, and cross asset 
correlations.   
 
In 2008, as panic hit the world’s investment markets, static 
diversification did not produce the desired effect of protecting capital 
in times of market duress.  Investors witnessed a broad decline across 
almost all asset categories and geographies.   
 
It was the latest example of static diversification’s production of a 
false sense of security. Ultimately, the strategy failed to protect 
capital when protection was needed most. 
 
Though basic research was performed throughout the 1990’s and early 
2000's to determine the change in investment regimes, it took the Great 
Financial Crisis to put regime based investing into practice. 
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Driving Towards a Better Solution 
 
 
With the material wealth destruction in 2008 fresh in people’s minds, 
leaders in the institutional money management space started to move 
away from the static allocation processes, adopting ideas that revolved 
around regime detection.  This goal of understanding the changing 
investment landscape helped the investment process adapt to 
identifiable shifts in the investor attitude and investment assessment. 
 
Regime based investing is based on the premise that the investment 
environment is not static and therefore, the allocation of asset 
categories shouldn't be either.  Ample research, such as that produced 
by MSCI, shows that different investment styles and factors have 
demonstrated varying levels of success at different times.  It 
demonstrates that the value added to investing can change through 
time, highlighting the need to adapt the investment process to the 
environment.   

  

Though investment regimes do not need to fall within calendar year periods, MSCI’s research into factor 

performance demonstrates the volatility in each factor.  The identification of changing investment regimes offers 

an opportunity to predict when certain factors will likely show positive or negative performance attributes. 
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An Evolving Process: Identifying the Investment Regime 
 
 
The first and most prominent technique in the institutional space is to 
define the regimes by the economic factors of growth and inflation.  As 
shown in the illustration, each quadrant mimics a different economic 
regime and therefore, each has an investment process that can be tuned 
to the regime. 
 

 
 

By following an economically derived segmentation process, it 
becomes obvious that different regimes can offer very different 
performance outcomes. 
 

 
 
Unfortunately, the benefits of tuning the regime are typically 
overwhelmed by the imprecision of relying on lagging and imperfect 
measurements of economic activity, making the benefits of this 
approach difficult to obtain.  As seen in the results above, the fact that 

Source: BNY Mellon ISSG.  October 2011.  See Disclosures for additional information. 
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the Warming category’s returns are materially lower than the returns 
of the Cooling category suggest a mismatch in timing between 
economic growth and investment behavior. 
 
An alternative approach is to track investor psychology and risk 
aversion.  Using various market inputs that indicate the level of risk 
investors are willing to take, one can build a process that segments the 
market into risk regimes.  
 
Risk has been shown to have a more predictive nature than other 
investment characteristics, as risk attributes are less volatile and decay 
at a far lesser rate.  Tracking and identifying changes in risk appetite 
will likely produce a more durable and stable identification process 
than would be achieved by doing the same with other investment 
characteristics. 
 
 

Risk Aversion Spectrum 

 
 
 
 
 
 
These risk regimes, very much dependent on the parameters defining 
them, can likely mimic the larger economic business cycle, as investor 
behavior has the tendency to influence the severity and duration of 
economic cycles. 
 

Risk Off Conservative 

Moderate Growth Aggressive 
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The historical returns tied to each risk regime show a more intuitive 
pattern as average monthly equity returns trend in the order of the risk 
appetite of the market.  The relative performance between equities and 
bonds (equity performance minus bond performance within the 
month) also demonstrates the tie between risk regime and market 
reward for taking risk. 
 

 
 
 
Research has determined that identifying risk rather than economic 
regimes is a simpler problem but is equally as powerful for generating 
investment results.  A client’s risk aversion should not only be defined 
by wealth, age, risk tolerance.  Risk aversion should also be adjusted for 
the current market environment. 
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Disclosures 
 
 
These materials are proprietary to Auour Investments LLC and may not be reproduced, 
modified, transmitted, transferred or distributed in any form without the prior written consent 
of Auour.  These materials have been prepared solely for information and illustrative purposes. 
These materials are made available on an “as is”, without representation or warranty 
basis.  The information contained in these materials has been obtained from sources that Auour 
believes to be reliable, but accuracy and completeness are not guaranteed. Past performance 
does not guarantee future results. There is no guarantee that any historical trend illustrated 
above will be repeated in the future, and there is no way to predict precisely when such a trend 
will begin. There is no guarantee that a market forecast made in this commentary will be 
realized. The views and opinions in the presentation are subject to change and represents an 
assessment of the market environment at a specific point in time, should not be relied upon as 
legal, investment or tax advice and is not intended to predict or depict performance of any 
investment.  We consider the information to be accurate, but we do not represent that it is 
complete or should be relied upon as the sole source of suitability for investment.  Investors 
should consult their own advisors with respect to their individual circumstances. Unless 
otherwise noted, the performance returns of the products presented in these materials reflect 
hypothetical, back-tested performance an investor may have obtained had it invested in the 
manner shown and do not represent returns that an investor attained.  Hypothetical, back-
tested performance and model results have many inherent limitations.  Actual, live client 
results may have materially differed from model results. 
 
Auour Investments LLC is a registered investment advisor with the Securities and Exchange 
Commission. 
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