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What DRA Should Do 

This Timely Topics piece discusses LPL Financial 
Research’s updated thoughts on the downside 
risk aware approach to managing portfolios. 

A downside risk aware (DRA) approach to managing a portfolio has the 
goal of creating a smoother ride for investors, avoiding major peaks and 
valleys while still generating attractive returns. We believe this approach is 
appealing for two key reasons:

1. By seeking to smooth out a portfolio’s peaks and valleys, a DRA approach 
may make it easier for investors to make good investment decisions 
while still enabling them to pursue their financial goals.

2. A lower volatility portfolio can potentially pursue the same long-term 
investment goal despite a lower average return than a higher volatility 
portfolio by attempting to avoid the extreme ups and downs that can 
weaken returns over time.

While DRA portfolios seek to participate in bull markets, they are 
historically trailing their benchmarks when stocks move significantly 
higher, as we saw in 2013. But they have an opportunity to catch up 
during the sharper but less frequent drawdown periods through tighter 
risk controls that may avoid the volatility that can weaken returns. Over 
the long run, the smoother ride can potentially help investors make better 
decisions while providing them with a similar opportunity to pursue their 
financial goals as a riskier portfolio strategy.

Seeking to Protect Against Market Downturns

These portfolios aim to lessen the negative impact that a sustained market 
sell-off can have on returns while also responding to how investors actually 
experience market volatility. Figure 1 illustrates the success these portfolios 
have had managing to their volatility objective recently. The chart shows 
that during the maximum drawdown periods with the biggest losses in the 
Growth with Income benchmark in 2012, and a smaller loss in the market 
earlier this year, these portfolios were successful in mitigating losses 
(performance during the May-June 2013 sell-off was slightly behind the 
benchmark as bonds and stocks sold off together). Over time, by seeking 
to smooth out a portfolio’s peaks and valleys as our DRA portfolios have 
generally done, it may make it easier for investors to make good investment 
decisions while still enabling them to reach their financial goals.
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Tighter Risk Controls

To see how volatility can work against an investor, we provide the following 
example [Figure 2]. One series is actual annual returns for the Russell 3000 
by year from 2008 through 2012. The other series, selected to highlight the 
differences in volatility, is a 4% annual return for each of those five years.

Source: LPL Financial Research, FactSet   03/06/14

Indices are unmanaged index and cannot be invested into directly. Unmanaged index returns do not reflect 
fees, expenses, or sales charges. Index performance is not indicative of the performance of any investment.

The performance data quoted represents past performance. Past performance 
does not guarantee future results. Investment return and principal value will 
fluctuate so that an investor’s equity, when redeemed, may be worth more or less 
than their original cost. Current performance may be lower or higher than the 
performance information quoted. 

The performance quoted, reflects the reinvestment of dividends and capital gains, 
is net of expenses and does not reflect the maximum advisory fee of 2.5%. Such a 
fee, if taken into consideration, will reduce the performance quoted above.

1 DRA Portfolios Successfully Mitigated Losses in Drawdowns in 2012 and Earlier This Year
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Gross Returns:  LPL Financial Research Model Wealth Portfolios* (MWP) vs. Benchmark
Growth with Income Investment Objective (IO), %

MWP DRA Diversified Plus Benchmark

* Model Wealth Portfolios (MWP) are centrally managed fee-
based portfolios constructed by LPL Financial Research. The 
portfolios benefit from ongoing monitoring, rebalancing, and 
tax management services implemented by the LPL Financial 
Overlay Portfolio Management Group.

Source: LPL Financial Research, FactSet   03/06/14

Past performance is no guarantee of future results.

Russell 3000 is an unmanaged index which cannot be invested into directly. Unmanaged index returns do not 
reflect fees, expenses, or sales charges. Index performance is not indicative of the performance of any investment. 

This is a hypothetical example and is not representative of any specific situation. Your results will vary. The 
hypothetical rates of return used do not reflect the deduction of fees and charges inherent to investing.

2008 2009 2010 2011 2012 Average

Russell 3000
(Historical)

Annual -37% 28% 17% 1% 16% 5%

Cumulative -37% -20% -6% -5% 11%  

Low Volatility
Portfolio

Annual 4% 4% 4% 4% 4% 4%

Cumulative 4% 8% 12% 17% 22%  

2 Volatility Can Detract From Portfolio Returns
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As you can see, the 5-year average of 5% would suggest that the high-
volatility portfolio returned one percentage point more annually than the 4% 
delivered by the low-volatility portfolio and that the investor would be better 
off. However, the cumulative return shows that, in fact, the low-volatility 
portfolio with the lower average annual return actually outperformed the high-
volatility portfolio of actual annual Russell 3000 returns by a wide margin. 

So why is this? A higher volatility portfolio makes the “average” return 
look better than it actually is compared to a lower volatility portfolio. This 
allows a lower volatility portfolio to get to a similar investment goal despite 
a lower average return. LPL Financial Research’s MWP DRA models are 
designed with a goal of tighter risk controls that help contain volatility. 
Figure 3 shows the historical difference in volatility between LPL’s DRA 
models and their benchmarks.

Source: LPL Financial Research, Morningstar   12/31/13

Past performance is no guarantee of future results.

3 Tighter Risk Controls
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Risk-Return Tradeoff

DRA portfolios respond to shifting risks more aggressively because of their 
focus on limiting downside. If the chance of a substantial market decline 
increases modestly but still remains low, a DRA portfolio can usually make 
adjustments more quickly than a less risk-averse strategy. This action 
may lower participation in market upside, but the portfolio should be well-
positioned if those risks materialize and lead to market declines. While 
risk-return is a trade-off, as illustrated in Figure 4, the return can still come 
even at lower risk levels over longer periods of time. The chart shows returns 
and standard deviation of the Growth with Income Downside Risk Aware 
portfolios versus the Growth with Income Investment Objective benchmark.

Standard deviation is a historical measure of the variability of 
returns. If a portfolio has a high standard deviation, its returns 
have been volatile; a low standard deviation indicated returns 
have been less volatile.

No strategy assures success or protects against loss.

The illustrated benchmark is comprised of indexes, which are 
unmanaged, have no deductions for fees, sales charges, and 
expenses, and can’t be invested into directly. Index performance 
is not indicative of the performance of any investment. Benchmark 
volatility is materially different from that of the portfolio. For 
benchmark composition, see page 3.
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Overcoming Behavior Biases With A Smoother Ride

This approach to investing can also help investors overcome behavior 
biases that can detract from investment performance. It has been over 
five years now since the end of the financial crisis and beginning of a new 
bull market. According to ICI data, equity mutual fund outflows peaked in 
October of 2008 while markets fell sharply and continued four of the next 
five months as markets continued to fall. Substantial inflows did not return 
until January of 2013, when the market was reaching prior all-time highs. 
As a result, many investors missed much of the recovery. A DRA portfolio, 
by attempting to lower the volatility of returns as measured by standard 
deviation, may help investors better manage these behavioral biases that 
can lead to poor long-term portfolio performance.

Conclusion

For certain clients who want the potential for upside market participation 
while seeking to mitigate losses during downturns, the MWP DRA portfolio 
could be a good strategy. By seeking to lower volatility and being more 
defensive in nature, the DRA portfolios may improve investor experience 
and help encourage better decision making while still potentially generating 
attractive returns and long-term investment goals.  n

Source: LPL Financial Research, Morningstar   12/31/13

The performance data quoted represents past performance. Past performance 
does not guarantee future results. Investment return and principal value will 
fluctuate so that an investor’s equity, when redeemed, may be worth more or less 
than their original cost. Current performance may be lower or higher than the 
performance information quoted. 

The performance quoted, reflects the reinvestment of dividends and capital gains, 
is net of expenses and does not reflect the maximum sales charge of 2.5%. Such a 
fee, if taken into consideration, will reduce the performance quoted above.

4 Risk-Efficient Capital Growth 

20 1 3 7654 8

12

10

8

6

4

2

0

MWP DRA Diversified
36-Month Risk vs. Return, Growth With Income IO, Jan 2010 to Dec 2013, %

MWP DRA Diversified Plus Benchmark

Total Annualized Standard Deviation

To
ta

l A
nn

ua
liz

ed
 R

et
ur

n



LPL Financial   Member FINRA/SIPC  Page 5 of 6

TIMELY TOPICS

Source: LPL Financial Research   12/31/13

^ 01/09 denotes change in LPL Financial Research Chief Investment Officer and management processes.

† Inception date 02/29/08. Periods over one year are annualized.

Performance data quoted represents past performance, and is not an indicator of future results.

Investment return and principal value will fluctuate; an investor’s equity, when redeemed, may be worth more or less than their original 
cost. Current performance may be lower or higher than the performance information quoted. To obtain current month-end performance, 
contact your financial advisor.

Individual client experience may have differed dependent upon the timing of cash flows. Gross performance is gross of overlay 
and advisory fees but net of underlying mutual fund investment management fees and expenses. The impact of overlay fees would 
decrease performance. Net performance is net of expenses and the maximum advisory fee of 2.5%. The returns shown include 
reinvestment of income distributed from the underlying mutual funds.
Portfolio performance assumes a quarterly rebalancing frequency. Rebalancing is a taxable event that may result in a taxable gain or loss; thus, rebalancing in non-tax 
advantaged accounts may involve higher taxes than tax-advantaged accounts.

The illustrated benchmark is comprised of indexes, which are unmanaged, have no deductions for fees, sales charges, and expenses, and can’t be invested into directly. Index performance is 
not indicative of the performance of any investment. Benchmark volatility is materially different from that of the portfolio. For benchmark composition, see page 6.

3-Month 1-Year 3-Year 01/09 – 12/13^ 5-Year Since Inception†

Gross Net Gross Net Gross Net Gross Net Gross Net Gross Net

GW
I

Diversified 4.52 3.87 7.45 4.80 5.02 2.44 10.16 7.45 10.16 7.45 3.83 1.53

Diversified+ 4.49 3.84 8.75 6.07 5.54 2.95 10.18 7.48 10.18 7.48 3.42 1.13

Benchmark 5.94 18.31 10.94 12.93 12.93 7.17

IM
G

Diversified 3.12 2.48 4.13 1.55 4.35 1.77 8.97 6.28 8.97 6.28 3.91 1.59

Diversified+ 3.61 2.96 5.76 3.14 5.28 2.68 9.46 6.75 9.46 6.75 3.77 1.45

Benchmark 3.89 11.25 8.28 9.99 9.99 6.23

IC
P

Diversified 1.88 1.24 0.84 -1.65 3.89 1.32 8.28 5.60 8.28 5.60 4.53 2.20

Diversified+ 2.44 1.80 3.06 0.51 4.79 2.20 8.78 6.10 8.78 6.10 4.35 2.02

Benchmark 1.87 4.58 5.57 6.95 6.95 5.11

5 MWP DRA Actual Standard Performance, % 
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IMPORTANT DISCLOSURES

The opinions voiced in this material are for general information only and are not intended to provide or be 
construed as providing specific investment advice or recommendations for your clients.

Past performance is no guarantee of future results.

Alternative investments may not be suitable for all investors and involve special risks such as 
leveraging the investment, potential adverse market forces, regulatory changes and potentially 
illiquidity. The strategies employed in the management of alternative investments may accelerate the 
velocity of potential losses.

Bonds are subject to market and interest rate risk if sold prior to maturity. Bond values will decline as 
interest rates rise and bonds are subject to availability and change in price.

Investing in mutual funds involve risk, including possible loss of principal. Investments in specialized 
industry sectors have additional risks, which are outlined in the prospectus.

Stock investing involves risk including loss of principal.

There is no assurance that the techniques and strategies discussed are suitable for all investors or will yield 
positive outcomes. The purchase of certain securities may be required to effect some of the strategies.

There is no guarantee that a diversified portfolio will enhance overall returns or outperform a non-
diversified portfolio. Diversification does not ensure against market risk.

INVESTMENT OBJECTIVES

Growth With Income – Emphasis is placed on modest capital growth. Certain assets are included to 
generate income and reduce overall volatility.

Income With Moderate Growth – Emphasis is placed on current income with some focus on moderate 
capital growth.

Income With Capital Preservation – Emphasis is placed on current income and preventing capital loss. This 
is considered the lowest risk portfolio available and is generally for investors with the shortest time horizon.

WEIGHTED AVERAGE BENCHMARK DESCRIPTION

Benchmark Indexes Growth With Income
Income With  
Moderate Growth

Income With  
Capital Preservation

Russell 3000 Index 60% 40% 20%

Barclays Aggregate Bond Index 35% 53% 70%

Citigroup 3-Month Tbill Index 5% 7% 10%

The cash portion of the portfolios is made up of money market instruments.

Indexes are unmanaged and cannot be invested into directly. Unmanaged index returns do not reflect 
fees, expenses, or sales charges. Index performance is not indicative of the performance of any 
investment. Past performance is no guarantee of future results.


