Investment Risk Strategy
By the LNWM Investment Strategy & Research Group

Uncertainty cannot be separated from investment management. Markets cannot be predicted
or “timed,” nor has anyone been able to accurately forecast systemic events. Assessing and
managing investment risk is core to our process at LNWM, both in how we manage portfolios
and how we evaluate a manager’s investment capabilities.
At LNWM, we engage in two types of investment risk management: (1) defensive, whereby we
identify and assess the different levels of risk in the investments we make; and (2) offensive,
whereby we make forward-looking decisions about what types of risks are worth taking given the
likely return. As with athletic teams, a strong defense cannot compensate for a weak offense, and
vice versa; investment portfolios need both types of risk management to succeed.

Taking the Right Amount of Risk
If you’re an LNWM client, you know we go to great lengths to make your finances more predictable
through cash flow modeling, as well as tax and insurance strategies. Investing is different, however.
Our aim there is not zeroing out your risk; we believe you have to take on some risk to keep your
assets growing over time.
Here at LNWM, our focus is on fully informed, intelligent risk-taking. We strive to understand
and exploit specific investment opportunities as they arise and to manage your overall portfolio risk
by mixing exposures to the various asset classes and other methods. To do so, we apply robust risk
analysis, including quantifying market risk, understanding how asset prices move together (or not),
and "what if" scenario analysis, both before and after we invest.
Take a look at the questions in the box below. For each client portfolio, we answer questions
like these not just once but all along the way. This makes it more likely you will benefit from
(1) aconsistent strategy that keeps you invested through market downturns; and (2) more stable
cash flow.

LNWM Portfolio Risk Analysis
• Probability of a loss: What’s the probability
your portfolio will lose value in any one year?
What's the probability of a 10%, 20% or 30%
price decline?
• Stress-testing and worst-case scenarios:
What is the most you're likely to lose in any
one year?
• Risk forecasting: What level of confidence
can you have in your portfolio’s performance
(risk and return) assumptions?

• Risk profiling: What level of price volatility can
you and your finances realistically sustain?
• Risk/return optimization: What portfolio
holdings are most likely to get you the highest
"real" return (after taxes and inflation) for that
level of volatility?
• Hedging strategies: In worst-case scenarios,
which alternative investments are likely to be
the most effective hedges?
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Why We Manage Risk
It may seem counterintuitive, but we find that lowering portfolio risk to moderate levels usually leads
to higher long-term returns for two reasons:

Take a look at the chart at right,
which shows a higher-volatility portfolio
invested in the S&P 500 vs. a lessvolatile blend (60% stocks/
40% bonds), since 2008. Higher-risk
assets such as stocks do tend to
outperform in the long run. But ask
yourself: Could you sit still if your $5
million all-stock portfolio were valued at
$2.6 million? A lower-volatility
portfolio makes it more likely you’ll
stay invested for the long run while
maintaining a more reliable cash flow.
#2. Big Price Drops Can Take a
Long Time To Recoup.
The higher the volatility, the bigger
the price drops are likely to be.
And big declines are harder to recover
from, since you then have less money
invested. A 33% drop, for example,
takes a 49% rise to get you back to
where you were. Worse, a big decline
at the end of an investment period can
dramatically lower your realized return.

Total Return 2008-2013
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With lower volatility, the cash flow
from your investments is likely to
be more reliable. You’re also less likely
to sell during a market plunge –
either out of fear or for cash flow
reasons — derailing perhaps years of
wealth buildup.

$5 Million All-Stock Portfolio vs. Simple Blend
$ Millions

D

#1. Lower Risk Means Lower
Price Volatility.

SOURCE OF DATA: Morningstar Direct.
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Take a look at the chart at right of the
NASDAQ Composite Index, comprised
of technology and other growth stocks.
The NASDAQ has yet to fully recover
from two plunges to the -70% level
since 2000.

SOURCE OF DATA: Morningstar Direct.
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How We Manage Risk
LNWM targets and maintains specific levels of portfolio risk; then we attempt to maximize returns
within those levels. This is possible because each asset category (various types of stocks, bonds,
etc.) has unique risk/return characteristics that we use in combination to lower risk to a specific
level, while still allowing for targeted rates of return.
Our building-block approach, which is based on asset-allocation modeling and testing, allows us
to draw on the strengths of each asset category while minimizing its shortcomings. We see little
reason for high-net-worth portfolios to be concentrated in any one type of asset, since this greatly
reduces the potential for managing risk.
We manage risk by calibrating risk. Our risk metrics are based on price volatility, the industry
norm. But we don’t stop there. LNWM’s Investment Strategy & Research team runs thousands of
simulations to test the risk/return assumptions for the asset allocations used in client portfolios. This
gives us insight into: (1) the worst likely returns; and (2) the likelihood of various levels of loss in any
one year.

Risk Management for the 21st Century
Globalization, computerized trading and thousands of new financial products have created new
challenges, including:
•

Markets moving more in tandem (higher correlation), making it harder to achieve the level
of diversification required to lower risk;

•

Occasional bouts of heightened short-term volatility; and

•

Higher “event risk,” or the likelihood that one event will trigger massive selling.

To offset these relatively new risks, we have been adding carefully selected alternative assets, such
as hedge funds and managed futures, to client portfolios as warranted. The benefits are twofold:
1. The returns on alternative assets are less correlated with traditional assets like stocks and
bonds, providing necessary diversification; and
2. Alternative-asset managers can use a variety of strategies to limit losses during massive
market disruptions and downturns. ◘
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ABOUT LAIRD NORTON WEALTH MANAGEMENT
With nearly $5 billion in assets under advisement, Laird Norton Wealth Management is the Northwest’s premier wealth management
company. Founded in 1967 to serve the financial management needs of the Laird and Norton families, the firm now provides integrated
wealth management solutions to more than 600 individuals, families, business leaders, private foundations and nonprofit organizations.
DISCLOSURE
All investments involve a level of risk, and past performance is not a guarantee of future investment results. The value of investments and the
income derived from them can go down as well as up. Future returns are not guaranteed and a loss of principal may occur. All investment
performance can be affected by general economic conditions and the extent and timing of investor participation in both the equity and fixed
income markets. Fees charged by LNWM will reduce the net performance of the investment portfolio.
The information presented herein does not constitute and should not be construed as legal advice or as an offer to buy or sell any
investment product or service. Any opinions or investment planning solutions herein described may not be suitable for all investors nor apply
to all situations. All opinions expressed are those of Laird Norton Wealth Management and are current only as of the date appearing on this
material.
Any accounting, business or tax advice contained in this presentation (or communication, including attachments and enclosures) is not
intended as a thorough, in-depth analysis of specific issues, nor a substitute for a formal opinion, nor is it sufficient to avoid tax-related
penalties.
Some investments may not be publicly traded and they may only allow redemptions at certain times conditioned on various notice provisions
and other factors as more fully described in the related offering and subscription documents provided at the time of the investment. Due
to the nature of these types of investment funds, hedge funds, fund of funds, and similar partnership-like investment vehicles, they should
be considered illiquid. In addition to restrictions on redemption, they often include holdback provisions that may delay a full redemption for
several months or longer. There is no guarantee that the amount of the initial investment can be received upon redemption. Due to the nature
of the tax reporting that may be available from these types of investments, clients should expect to extend the filing of their tax returns.
A benchmark is an unmanaged index, and its performance does not include any advisory fees, transaction costs or other charges that
may be incurred in connection with your investments. Indices are statistical composites and are shown for informational purposes only. It is
not possible to invest directly in an index. Indices are unmanaged and are not subject to management fees. Any benchmark whose return
is shown for comparison purposes may include different holdings, a different number of holdings, and a different degree of investment in
individual securities, industries or economic sectors than the investments and/or investment accounts to which it is compared. Comparisons
of individual account or portfolio performance to an index or benchmark composed of indices are unreliable as indicators of future
performance of an actual account or portfolio. Actual performance presented represents past performance net of investment management
fees unless otherwise noted. Other fees, such as custodial fees or transaction related fees may not be reflected in the actual performance
results shown.
Certain information herein has been obtained from public third party data sources, outside funds and investment managers. Although we
believe this information to be reliable, no representation or warranty, expressed or implied, is made, and no liability is accepted by Laird
Norton Wealth Management or any of its officers, agents or affiliates as to the accuracy, completeness or correctness of the information
herein contained. In addition, due to the nature of an investment or the date of the creation of the attached presentation, some values shown
or used in the calculation of performance may be based on estimates that are subject to change.
The attached materials may contain confidential information that is intended only for the person to whom it is presented. By accepting this
information, you agree to maintain its confidentiality and not to distribute it to any other person without the express permission of Laird
Norton Wealth Management. All data presented is current only as of the date thereon shown. Laird Norton Wealth Management is comprised
of two distinct entities that may offer similar services to clients. Laird Norton Trust Company is a State of Washington chartered trust
company. Its wholly owned subsidiary, Laird Norton Tyee Asset Strategies, LLC, is an Investment Advisor registered with the Securities and
Exchange Commission. Such registration does not imply any level of skill or expertise.
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