
MARKET VIEW
TACTICAL ALLOCATION:  WH EN D IY  BECOMES “D’OH!” 

A proven framework allows for a measured approach to assessing the relative value of asset classes.

MONDAY, DECEMBER 15, 2014

Past performance is no guarantee of future results. The historical data are for illustrative purposes only, do not represent the performance of any Lord Abbett mutual fund or any particular investment, and are not 
intended to predict or depict future results. Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment. Investors may experience different results. Due to market 
volatility, the market may not perform in a similar manner in the future.

In last week’s Market View, we learned that forecasting economic 
indicators is extraordinarily difficult and that, clearly, broad diversi-
fication, which provides some protection against unanticipated 
events, is essential. 

Another lesson to be learned is that asset allocation—that is, 
making moves to capitalize on current market conditions—requires 
an approach that is not solely dependent on such “macro” forecasts. 
(Here, we’re talking about short-term, tactical moves, not long-
term, strategic allocations. For strategic decisions, investors should 
consider their risk aversion and their investment horizon, preferably 
with the assistance of a financial advisor.)

Investors who made tactical moves and relied on interest rate 
and oil forecasts in 2014 may now be regretting that decision. 
Perhaps in 2015 they would be better served by an approach that 
lets a professional make those tactical moves for them. This week 
we’ll consider how such decision-making ought to be done.

To illustrate this process, let’s take a look at one basic decision: 
whether to favor stocks over bonds, or vice versa. Essentially, this 

tactical decision requires a framework that involves 1) policy expec-
tations, 2) economic anticipation, and 3) relative value analysis. 
Let’s take these one at a time. 

Policy expectations encompass government actions broadly, but 
center primarily on decisions by central banks. Historically, monetary 
policy has had a direct impact on both stocks and bonds, so any 
tactical decision that ignores this fact risks subpar performance. 

The second element, economic anticipation, involves making 
judgments about the direction of the economy. How does this  
differ from the economic forecasting we warned about last week? 
Rather than seeking a pinpoint prediction, this approach makes 
assessments that are more qualitative. Instead of predicting gross 
domestic product (GDP) growth of 2.5%, for example, the investor 
asks, will the economy continue to expand, will it expand at a faster 
or slower rate, or will it contract? 

To make these qualitative judgments, economic anticipation 
requires regular monitoring of frequently updated metrics, such as 
the ISM’s index of manufacturing activity and other forward-looking 
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CHART 1. ECONOMIC GROWTH AND STOCK MARKET  
PERFORMANCE ARE NOT CORRELATED
THREE-YEAR AVERAGE GROSS DOMESTIC PRODUCT GROWTH RATE AND 
THREE-YEAR AVERAGE OF STOCK MARKET RETURNS

CHART 2. THE EQUITY RISK PREMIUM SUGGESTS THAT 
RELATIVE VALUE STILL FAVORS STOCKS 
EQUITY RISK PREMIUM ON THE RUSSELL 1000 INDEX,  
DECEMBER 2009–DECEMBER 2014

Sources: Country GDP Growth—International Monetary Fund, World Economic Outlook  
Database, October 2014. Three-Year Average GDP Growth was calculated using the actual 
growth for 2012 and 2013 and the estimated growth for 2014 to produce a three-year average.
Annualized Returns—Factset, MSCI All Country World Index, broken down by country, as  
of 11/30/2014.

Sources: Factset and Lord Abbett.
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indicators. These can provide an early warning system on the direc-
tion, if not the magnitude, of economic activity. This is important 
because although research has shown that overall stock market 
performance is unrelated to concurrent economic growth (see 
Chart 1), stocks often anticipate the economy’s future direction. 

Finally, effective tactical moves require a judgment about relative 
value. Essentially, every allocation decision comes down to this 
assessment, while taking policy expectations and economic trends 
into consideration. 

Relative valuation involves a comparison of risk premiums  
and other measures of valuation in order to determine which  
assets offer the greatest value. As Chart 2 indicates, a widely used  
comparison, the equity risk premium—that is, earnings yield on 
stocks minus the yield on the 10-year U.S. Treasury note—shows 
that stocks, while no longer as undervalued relative to bonds as they 
have been in recent years, still appear attractive on a relative basis. 

Investors should note that this framework cannot be applied 
mechanistically. In fact, at different times, one element of the 
framework may merit more weight than another in the investor’s 
decision-making. In the United States in 2011, for example, then-
Federal Reserve chairman Ben Bernanke made it clear that the 
Fed would like to see asset prices, including stocks, move higher. 
This would mean the Fed bond-buying program (known as  
quantitative easing) was working. And, in fact, many observers 
have attributed the recovery of the stock market since the March 
2009 bottom to this policy. Clearly, any tactical moves that failed 
to give this fact sufficient weight would have missed out on  
significant performance. 

In the coming week, we’ll consider the next level of decision-
making: domestic stocks versus international stocks, and credit-
sensitive bonds versus rate-sensitive bonds. 

IMPORTANT INFORMATION

A Note about Risk: The value of investments in equity securities will fluctuate in response to general economic conditions and to changes in the prospects of particular companies and/or sectors in the economy. The value 
of an investment in fixed-income securities will change as interest rates fluctuate and in response to market movements. As interest rates fall, the prices of debt securities tend to rise. As rates rise, prices tend to fall. 
Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. 

Foreign securities generally pose greater risk than domestic securities, including greater price fluctuations and higher transaction costs. Foreign investments also may be affected by changes in currency rates or currency 
controls. With respect to certain foreign countries, there is a possibility of nationalization, expropriation, or confiscatory taxation, imposition of withholding or other taxes, and political or social instability that could affect 
investments in those countries. The securities markets of emerging countries tend to be less liquid, to be especially subject to greater price volatility, to have a smaller market capitalization, and to have less government 
regulation, and may not be subject to as extensive and frequent accounting, financial, and other reporting requirements as securities issued in more developed countries. Further, investing in the securities of issuers located 
in certain emerging countries may present a greater risk of loss resulting from problems in security registration and custody or substantial economic or political disruptions. Foreign currency exchange rates may fluctuate 
significantly over short periods of time. They generally are determined by supply and demand in the foreign exchange markets and relative merits of investments in different countries, actual or perceived changes in interest 
rates, and other complex factors. Currency exchange rates also can be affected unpredictably by intervention (or the failure to intervene) by U.S. or foreign governments or central banks, or by currency controls or political 
developments. No investing strategy can overcome all market volatility or guarantee future results.

Treasuries are debt securities issued by the U.S. government and secured by its full faith and credit. Income from Treasury securities is exempt from state and local taxes. Although U.S. government securities are guaranteed 
as to payments of interest and principal, their market prices are not guaranteed and will fluctuate in response to market movements.

The MSCI ACWI Index is a free float-adjusted market capitalization weighted index that is designed to measure the equity market performance of developed and emerging markets. The MSCI ACWI consists of 44 country 
indices comprising 23 developed and 21 emerging market country indices. The developed market country indices included are: Australia, Austria, Belgium, Canada, Denmark, Finland, France, Germany, Hong Kong, Ireland, 
Israel, Italy, Japan, Netherlands, New Zealand, Norway, Portugal, Singapore, Spain, Sweden, Switzerland, the United Kingdom and the United States. The emerging market country indices included are: Brazil, Chile, China, 
Colombia, Czech Republic, Egypt, Greece, Hungary, India, Indonesia, Korea, Malaysia, Mexico, Peru, Philippines, Poland, Russia, South Africa, Taiwan, Thailand, and Turkey.

Neither diversification nor asset allocation can guarantee a profit or protect against loss in declining markets. 

Forecasts and projections are based on current market conditions and are subject to change without notice. Projections should not be considered a guarantee. 

Indexes are unmanaged, do not reflect the deduction of fees or expenses, and are not available for direct investment.

The opinions in Market View are as of the date of publication, are subject to change based on subsequent developments, and may not reflect the views of the firm as a whole. The material is not intended to be relied upon as a 
forecast, research, or investment advice, is not a recommendation or offer to buy or sell any securities or to adopt any investment strategy, and is not intended to predict or depict the performance of any investment. Readers 
should not assume that investments in companies, securities, sectors, and/or markets described were or will be profitable. Investing involves risk, including possible loss of principal. This document is prepared based on the 
information Lord Abbett deems reliable; however, Lord Abbett does not warrant the accuracy and completeness of the information. Investors should consult with a financial advisor before making an investment decision.
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